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Description of Text ____________________________

The challenge to lead an organization has never been more demanding. The impact of the 
global financial crisis of 2008 has lingered well into the 2010s. Ethical crises have plagued a 
number of well-known companies during this time as well. As a result, the stature of business 
organizations—particularly large, corporate entities—has declined with consumers demanding 
greater trust and responsiveness. Firms are expected to both generate satisfactory profits and 
pursue elusive social objectives in an environment marked by increasing government regula-
tion. Managing organizations is complex, challenging, and fraught with uncertainty. 

Executives and managers at all levels must think strategically and leverage firms resources so 
effectively. This text draws from all functional areas of business and presents a cohesive strategic 
management model from a top-level strategic perspective. It is most useful for students with back-
grounds in related fields such as management, marketing, finance, accounting, and economics.

Unlike many other books on strategic management, the text is organized sequentially 
around the strategic management process. Readers begin with an assessment of the external 
environment, including industry, political-legal, economic, social, and technological influences 
on the organization. Within this context, they shift to internal considerations and evaluate the 
appropriateness of such factors as the mission, ethics, and social responsibility. Armed with a 
solid understanding of external and internal factors, they consider the content of various strate-
gies at the corporate, business, and functional levels and proceed to formulate the strategy for 
the organization. Formal and informal influences on strategy execution are evaluated. The text 
closes with strategic control and a discussion on crisis management, a topic of keen interest in 
today’s fast-paced business world. The chapters are outlined as follows:

•• Foundation (Chapter 1)

•• External Environment (Chapters 2–4)

•• Internal Environment (Chapter 5)

•• Fundamentals of Strategy (Chapters 6–8)

•• Strategy Formulation (Chapter 9)

•• Strategy Execution (Chapter 10–11)

•• Strategic Control and Crisis Management (Chapter 12)

•• Case Studies

Global issues are addressed in the various chapters, not as a separate concern. These 
include the nature of global competition and strategic issues like outsourcing and offshor-
ing. The influence of emerging markets such as the BRIC (Brazil, Russia, India, and China) 
nations is addressed throughout the book. Global icons in the margins alert the reader to these 
discussions.
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Numerous examples—many from the Wall Street Journal—are integrated in the chapters as 
well. This process orientation is augmented with a strong chapter on ethics and social responsi-
bility before strategy content is addressed. 

Key Features ________________________________

This book is also distinguished from its peers in that the strategic analysis of a firm (i.e., a case 
analysis) is viewed as inseparable from the concepts presented in the chapters. As such, the 
25 key questions that should be answered as part of a strategic analysis are presented in Case 
Analysis boxes throughout the text alongside the relevant theory.

Strategy at Work boxes provide examples of concepts introduced in the text. They focus on 
one or several firms and provide sufficient details to promote class discussion as well.

Strategy + Business Readings are included at the end of each chapter. These provide 
advanced and detailed discussions of select topics in the chapters.

End of chapter features such as Key Terms, Review Questions and Exercises, Practice Quiz, 
and Student Study Site provide students with the opportunity to apply concepts they have read 
about in the chapter. These sections are especially helpful as students prepare for lectures and 
exams.

Real-Time Cases are brief narratives of well-known firms. They can be used as a start-
ing point for team case projects—as updated information is readily available on the Internet. 
Alternatively, they can be used as the basis for class discussion, particularly as it relates to ana-
lyzing cases.

Traditional Cases are full-length cases that feature small, private, and international enter-
prises. Although additional research is optional, these cases are self-contained. They can be 
used for term projects or daily discussions, giving instructors a broader range of assignment 
options.

The text is also very readable. It provides a comprehensive presentation of current 
strategic management thinking in a clear and succinct format. This approach enables the  
professor to cover the entire book in a typical capstone business course while retaining 
valuable course time for case projects, simulations, discussion of real-time strategic issues, 
and other activities.

What’s New in This Edition _____________________

The fourth edition uses the same strategic management model presented in the previous edi-
tion though minor enhancements have been made. The integration of new concepts and the 
enhancement of existing ones can be seen throughout the chapters, including a large number of 
global strategy references and a chapter devoted entirely to ethics and social responsibility. 

Specifically, key changes to the fourth edition include the following:

•• Coverage of ethics and social responsibility has been expanded and integrated with 
other topics related to organizational direction in Chapter 5.

•• Coverage of the external environment has been expanded into two chapters. Chapter 3 
explores political, legal, and economic forces while Chapter 4 discusses social and tech-
nological forces.



•• A large number of recent examples have been added. Many of these address the effects 
of social, technological, and other external forces on firm performance. Others highlight 
the success and failure of specific firms.

•• A new section on emerging trends in Chapter 12 integrates key topics in the text along 
the themes of global competitiveness, the Internet, sustainability, strategic complexity, 
and crisis management. 

•• This edition features 11 new Traditional Cases. Real-Time Cases have been updated as well.

•• References have been completely updated, and a large number of new global references 
have been added to this edition. 

Ancillaries ___________________________________

The password-protected Instructor Teaching Site at www.sagepub.com/parnell4e gives 
instructors access to a full complement of resources to support and enhance their course. The 
following assets are available on the site:

•• Test bank: This Word test bank offers a diverse set of test questions and answers for each 
chapter of the book. Multiple-choice, true or false, short-answer, and essay questions for 
every chapter help instructors assess students’ progress and understanding.

•• PowerPoint slides: Chapter-specific slide presentations offer assistance with lecture and 
review preparation by highlighting essential content, features, and artwork from the book.

•• Sample syllabi: Two sample syllabi—for a semester and a quarter-length class—are pro-
vided to help professors structure their courses.

•• Discussion questions: Chapter-specific questions help launch discussion by prompting 
students to engage with the material and by reinforcing important content.

•• SAGE journal articles: Links to full-text SAGE journal articles provide opportunity for fur-
ther study in key subject areas.

•• Web resources: These links to relevant websites direct both instructors and students to 
additional resources for further research on important chapter topics.

The open-access Student Study Site—available at www.sagepub.com/parnell4e—is 
designed to maximize student comprehension of the material and to promote critical thinking 
and application. The following resources and study tools are available on the student portion of 
the book’s website:

•• Answers to end-of-chapter quizzes: Full answers to each chapter quiz are provided on 
the Student Study Site.

•• SAGE journal articles: Links to full-text SAGE journal articles provide opportunity for fur-
ther study in key subject areas.

•• Web resources: These links to relevant websites direct both instructors and students to 
additional resources for further research on important chapter topics.

•• E-flashcards: These study tools reinforce students’ understanding of key terms and con-
cepts that have been outlined in the chapters.

•• Web quizzes: Flexible self-quizzes allow students to independently assess their progress 
in learning course material.
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chapter 1   Fundamentals of Strategic Management 1

1

c h a p t e r  1

Fundamentals of  
Strategic Management

What do Circuit City, Washington Mutual, Saab, Blockbuster, and Borders have in 
common? All of these recognized companies filed for bankruptcy during the past 

several years. While the situation surrounding each firm is different, all of them failed to 
meet various strategic challenges. Put another way, organizations typically do not succeed 
or fail randomly. Some plan, prepare, and execute more effectively than others.

Today’s business world is global, Internet-driven, and obsessed with speed. The challenges 
it creates for strategic managers are often complex, ambiguous, and unstructured. Add to this 
the incessant allegations of top management wrongdoings, economic stagnation, and increas-
ing executive compensation, and it is easy to see why firm leaders are under great pressure to 
respond to strategic problems quickly, decisively, and responsibly. Indeed, the need for effec-
tive strategic management has never been more pronounced. This text presents a framework 
for addressing today’s strategic challenges.

This chapter introduces the notion of strategic management, highlights its importance, and 
presents a five-step process for strategically analyzing an organization. The remaining chapters 
expand on the various steps in the process with special emphasis on their application to ongo-
ing enterprises.

What Is Strategic Management? ________________

Organizations exist for a purpose. The mission is articulated in a broadly defined but enduring 
statement of purpose that identifies the scope of an organization’s operations and its offerings to 
affected groups and entities. Most organizations of a significant size or stature have developed a 
formal mission statement, a concept discussed further in Chapter 5.

Strategy refers to top management’s plans to develop and sustain competitive 
advantage—a state whereby a firm’s successful strategies cannot be easily duplicated by its 

1
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competitors1—so that the organization’s mission is fulfilled.2 Following this definition, it 
is assumed that an organization has a plan, its competitive advantage is understood, and its 
members understand the reason for its existence. These assumptions may appear self-evident, 
but many strategic problems can be traced to fundamental misunderstandings associated with 
defining the strategy. Debates over the nature of the organization’s competitive advantage, its 
mission, and whether or not a strategic plan is really needed can be widespread.3 As such, com-
ments such as “We’re too busy to focus on developing a strategy” or “I’m not exactly sure what 
my company is really trying to accomplish” can be overheard in many organizations.

Strategic management is a broader term than strategy and is a process that includes top 
management’s analysis of the environment in which the organization operates prior to formulat-
ing a strategy, as well as the plan for implementation and control of the strategy. The difference 
between a strategy and the strategic management process is that the latter includes considering 
what must be done before a strategy is formulated through assessing whether or not the success 
of an implemented strategy was successful. The strategic management process can be sum-
marized in five steps, each of which is discussed in greater detail in subsequent chapters of the 
book (see Figure 1.1):4

1. External Analysis: Analyze the opportunities and threats, or constraints, that exist 
in the organization’s external environment, including industry and forces in the 
external environment.

2. Internal Analysis: Analyze the organization’s strengths and weaknesses in its 
internal environment. Consider the context of managerial ethics and corporate 
social responsibility.

3. Strategy Formulation: Formulate strategies that build and sustain competitive 
advantage by matching the organization’s strengths and weaknesses with the 
environment’s opportunities and threats.

4. Strategy Execution: Implement the strategies that have been developed.

5. Strategic Control: Measure success and make corrections when the strategies are 
not producing the desired outcomes.

The sequential order of the steps is logical. A thorough understanding of the organization 
and its environment is essential if the appropriate strategy is to be developed, put into action, 
and controlled. One could transpose the first two steps and analyze the internal environment 
before the external environment—the logic being that comprehending the organization informs 
the strategic assessment of factors outside of the firm. The external environment is analyzed 
before the internal environment in Figure 1.1, however, because internal goals, resources, and 
competencies are viewed in a relative fashion to some extent and are understood within the 
context of the industry and the factors that drive it. This dilemma resembles the chicken and egg 
argument; in a practical sense, external and internal analysis often occurs simultaneously. 

A distinction between outside and inside perspectives on strategy is also relevant. Outsiders 
analyzing a firm should apply a systematic approach that progresses through these steps in 
order. Doing so develops a holistic understanding of the firm, its industry, and its strategic 
challenges.

Inside organizations, strategies are being formulated, implemented, and controlled simulta-
neously while external and internal factors are continually reassessed. In addition, changes in 
one stage of the strategic management process will inevitably affect other stages as well. After 
a planned strategy is implemented, it often requires modification as conditions change. Hence, 
because these steps are so tightly intertwined, insiders tend to treat all of the steps as a single 
integrated, ongoing process.5



chapter 1   Fundamentals of Strategic Management 3

Consider the strategic management process at a fast-food restaurant chain. At any given 
time, top managers are likely assessing changes in consumer taste preferences and food prep-
aration, analyzing the activities of competitors, working to overcome firm weaknesses, con-
trolling remnants of a strategy implemented several years ago, implementing a strategy crafted 
months earlier, and formulating strategic plans for the future. Although each of these activities 
can be linked to a distinct stage in the strategic management process, they occur simultaneously.

An effective strategy is built on the foundation of the organization’s business model, the mech-
anism whereby the organization seeks to earn a profit by selling its goods or services. While all firms 
seek to produce a product or service and sell it at a price higher than its production and overhead 
costs, a business model is stated in greater detail. For example, a magazine publisher might adopt a 
subscription model, an advertising model, or perhaps some combination of the two. Profits would 
be generated primarily from readers under the subscription model but from advertisers under the 
advertising model. As we can see, identifying a firm’s business model can become more complex 
when intricate details are considered. Progressive firms often devise innovative business models 
that extract revenue—and ultimately profits—from sources not identified by competitors.

Figure 1.1  Organization of the Book.

Foundation
Chapter 1: Fundamentals of Strategic Management

Step 1: External Analysis

Chapter 2: Industry Competition
Chapter 3: The External Environment: Political-Legal and Economic Forces
Chapter 4: The External Environment: Social and Technological Forces

Step 2: Internal Analysis
Chapter 5: The Organization: Ethics and Corporate Social Responsibility

Step 3: Strategy Formulation
Chapter 6: Corporate-Level Strategies (also called Firm Strategies)
Chapter 7: Business Unit Strategies (also called Competitive Strategies)
Chapter 8: Functional Strategies (also called Tactics)
Chapter 9: Strategy Formulation

Step 4: Strategy Implementation
Chapter 10: Strategy Execution: Structure
Chapter 11: Strategy Execution: Strategic Change, Culture, and Leadership

Step 5: Strategic Control

Chapter 12: Strategic Control and Crisis Management
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Consider the razor and blades business model invented by Gillette. A company gives away 
or deeply discounts a product—the razor—while planning to profit from future sales of required 
replacement or complementary products—the blades. Cell phones are often given to customers 
willing to sign a 2-year service contract. Computer printers are typically sold below production 
cost, but customers must periodically replace the ink cartridges, which are high-margin items. 
This model is not foolproof, however. In a competitive marketplace, customers may be able to 
purchase the required complementary products at lower prices from rivals not under pressure 
to recoup initial losses.

Successful business models can change over time. Since the early 2000s, a number of 
authors have strayed from the traditional business model whereby book publishers offer con-
tracts and pay royalties of 10% to 15%. Leveraging advances in publishing software, social 
media, and a strong online retail book market, they have opted for a self-publishing model. 
Enterprising authors who publish their own work also shoulder the initial risk but can net as 
much as a 70% return on e-book sales from companies such as Amazon.com. The total print 
book and e-book output of self-publishers in the United States rose from about 50,000 titles in 
2006 to over 125,000 in 2010.6

While a successful strategy is built on the firm’s business model, crafting one can be a chal-
lenge. Realistically, a number of factors are typically associated with successful strategies. Some 
of these factors including the following:

1. The organization’s competitive environment is well understood, in detail.

2. Strengths and weaknesses are assessed in a thorough and realistic manner.

3. The strategy is consistent with the mission and goals of the organization.

4. Plans for putting the strategy into action are designed with specificity before it 
is implemented.

5. Possible future changes in the proposed strategy—a process called strategic 
control—are evaluated before the strategy is adopted.

Careful consideration of these factors reinforces the interrelatedness of the steps in the 
strategic management process. Each factor is most closely associated with one of the five steps, 
yet they fit together like pieces of a puzzle. The details associated with the success factors—and 
others—will be discussed in greater detail in subsequent chapters.

While some of these success factors are associated with the competitive environment in 
profit-seeking firms, strategic management is not limited to for-profit organizations. Top manag-
ers of any organization, regardless of profit or nonprofit status, must understand the organiza-
tion’s environment and its capabilities and develop strategies to assist the enterprise in attaining 
its goals. Former Drexel University president Constantine Papadakis, for example, was widely 
considered to be a leading strategic thinker among university top executives. The innovative 
Greek immigrant promoted Drexel through aggressive marketing, while campaigning for an all-
digital library without books. In many respects, he managed the university in the same way that 
other executives manage profit-seeking enterprises. His annual salary was close to $1,000,000 in 
the years preceding his death in 2009, making him one of the highest paid university presidents 
in the country.7

Intended and Realized Strategies
One of the most critical challenges facing organizations is the reality that strategies are not 
always implemented as originally planned. Sometimes strategic decisions seem to evolve. 
In this respect, strategy formulation can be seen as an iterative process where decision 
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makers take actions, make sense of those actions afterward, and then decide how to 
proceed. 

Henry Mintzberg introduced two terms to help clarify the shift that often occurs between 
the time a strategy is formulated and the time it is implemented. An intended strategy (i.e., 
what management originally planned) may be realized just as it was planned, in a modified 
form, or even in an entirely different form. Occasionally, the strategy that management intends 
is actually realized, but the intended strategy and the realized strategy—what management 
actually implements—usually differ.8 Hence, the original strategy may be realized with desirable 
or undesirable results, or it may be modified as changes in the firm or the environment become 
known.

The gap between the intended and realized strategies usually results from unforeseen envi-
ronmental or organizational events, better information that was not available when the strat-
egy was formulated, or an improvement in top management’s ability to assess its environment. 
Although it is important for managers to formulate responsible strategies based on a realistic and 
thorough assessment of the firm and its environment, things invariably change along the way. 
Hence, it is common for such a gap to exist, creating the need for constant strategic action if a 
firm is to stay on course. Instead of resisting modest strategic changes when new information is 
discovered, managers should search for new information and be willing to make such changes 
when necessary. This activity is part of strategic control—the final step in the strategic manage-
ment process.

Scientific and Artistic Perspectives on  
Strategic Management
There are two different perspectives on the approach that top executives should take to strate-
gic management. Most strategy scholars have endorsed a scientific perspective, whereby strategic 
managers are encouraged to systematically assess the firm’s external environment and evaluate 
the pros and cons of myriad alternatives before formulating strategy. The business environ-
ment is seen as largely objective, analyzable, and largely predictable. As such, strategic manag-
ers should follow a systematic process of environmental, competitive, and internal analysis and 
build the organization’s strategy on this foundation.

According to this perspective, strategic managers should be trained, highly skilled analytical 
thinkers capable of digesting a myriad of objective data and translating it into a desired direction 
for the firm. Strategy scientists tend to minimize or reject altogether the role of imagination and 
creativity in the strategy process and are not generally receptive to alternatives that emerge from 
any process other than a comprehensive, analytical approach. 

Others have a different view. According to the artistic perspective on strategy, the lack of 
environmental predictability and the fast pace of change render elaborate strategy planning as 
suspect at best. Instead, strategists should incorporate large doses of creativity and intuition in 
order to design a comprehensive strategy for the firm.9 Henry Mintzberg’s notion of a crafts-
man—encompassing individual skill, dedication, and perfection through mastery of detail—
embodies the artistic model. The strategy artist senses the state of the organization, interprets 
its subtleties, and seeks to mold its strategy like a potter molds clay. The artist visualizes the 
outcomes associated with various alternatives and ultimately charts a course based on holistic 
thinking, intuition, and imagination.10 Strategy artists may even view strategic planning exercises 
as time poorly spent and may not be as likely as those in the science school to make the effort 
necessary to maximize the value of a formal planning process.11

This text acknowledges the artistic perspective but emphasizes the science view. Creativity 
and innovation are important and encouraged but are most likely to translate into organizational 
success when they occur as part of a comprehensive, systematic approach to strategic manage-
ment. Nonetheless, the type of formal strategic planning proposed in this text is not without its 
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critics. Some charge that such models are too complex or that they apply only to businesses in 
highly certain environments.12 Others emphasize that the stages in the process are so closely 
interrelated and that considering them as independent steps may be counterproductive. Still 
others, such as Mintzberg, argue that planning models stifle the creativity and imagination that 
is central to formulating an effective strategy.13 Although these views have merit, the compre-
hensive, systematic model proposed herein is presented as a proper foundation for understand-
ing the strategic management process. It does not, however, preclude the application of other 
approaches.

Influence on Strategic Management _____________

The roots of the strategic management field can be traced to the 1950s when the discipline was 
originally called “business policy.” Today, strategic management is an eclectic field, drawing 
upon a variety of theoretical frameworks. Three prominent perspectives are summarized in 
Table 1.1 and discussed next. There are a number of other influences as well, but these three 
illustrate how competing viewpoints have coalesced into an overarching discipline.

Table 1.1  Theoretical Perspectives on Firm Performance

 
Theoretical Perspective

 
Primary Influence on Firm Performance

How Perspective is Applied to the Case 
Analysis

Industrial organization 
(IO) theory

Structure of the industry Industry analysis portion of the external 
environment

Resource-based theory Firm’s unique combination of strategic 
resources

Analysis of internal strengths and 
weaknesses

Contingency theory Fit between the firm and its external 
environment

SWOT (strengths, weaknesses, 
opportunities, and threats) analysis and 
SW/OT matrix

Industrial organization (IO), a branch of microeconomics, emphasizes the influence of 
the industry environment upon the firm. The central tenet of IO theory is the notion that a firm 
must adapt to influences in its industry to survive and prosper; thus, its financial performance 
is primarily determined by the success of the industry in which it competes. Industries 
with favorable structures offer the greatest opportunity for firm profitability.14 Following 
this perspective, it is more important for a firm to choose the correct industry within which 
to compete than to determine how to compete within a given industry. Recent research has 
supported the notion that industry factors tend to play a dominant role in the performance of 
most firms, except for those that are the notable industry leaders or losers.15

IO assumes that an organization’s performance and ultimate survival depend on its ability to 
adapt to industry forces over which it has little or no control. According to IO, strategic manag-
ers should seek to understand the nature of the industry and formulate strategies that feed off 
the industry’s characteristics.16 Because IO focuses on industry, forces, strategies, resources, and 
competencies are assumed to be fairly similar among competitors within a given industry. If one 
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firm deviates from the industry norm and implements a new, successful strategy, other firms 
will rapidly mimic the higher-performing firm by purchasing the resources, competencies, or  
management talent that have made the leading firm so profitable. Hence, although the IO per-
spective emphasizes the industry’s influence on individual firms, it is also possible for firms to 
influence the strategy of rivals and in some cases even modify the structure of the industry.17

Perhaps the opposite of the IO perspective, resource-based theory views performance 
primarily as a function of a firm’s ability to utilize its resources.18 Although environmental oppor-
tunities and threats are important, a firm’s unique resources comprise the key variables that 
allow it to develop a distinctive competence, enabling the firm to distinguish itself from its 
rivals and create competitive advantage. Resources include all of a firm’s tangible and intangible 
assets, such as capital, equipment, employees, knowledge, and information.19 An organization’s 
resources are directly linked to its capabilities, which can create value and ultimately lead to 
profitability for the firm.20 Resource-based theory focuses primarily on individual firms rather 
than on the competitive environment.

If resources are to be used for sustained competitive advantage—a firm’s ability to enjoy 
strategic benefits over an extended period of time—those resources must be valuable, rare, not 
subject to perfect imitation, and without strategically relevant substitutes.21 Valuable resources 
are those that contribute significantly to the firm’s effectiveness and efficiency. Rare resources 
are possessed by only a few competitors, and imperfectly imitable resources cannot be fully 
duplicated by rivals. Resources that have no strategically relevant substitutes enable the firm 
to operate in a manner that cannot be effectively imitated by others and thereby sustain high 
performance.

According to the third perspective, contingency theory, the most profitable firms develop 
beneficial fits with their environments. In other words, a strategy is most likely to be success-
ful when it is consistent with the organization’s mission, its competitive environment, and its 
resources. Contingency theory represents a middle ground perspective that views organiza-
tional performance as the joint outcome of environmental forces and the firm’s strategic actions. 
Firms can become proactive by choosing to operate in environments where opportunities and 
threats match the firms’ strengths and weaknesses.22 Should the industry environment change in 
a way that is unfavorable to the firm, its top managers should consider leaving that industry and 
reallocating its resources to other, more favorable industries.

Differences aside, each perspective has merit and has been incorporated into the strategic 
management process laid out in this text. The IO view is seen in the industry analysis phase, 
most directly in Michael Porter’s five forces model. Resource-based theory is applied directly 
to the internal analysis phase and the effort to identify an organization’s resources that could 
lead to sustained competitive advantage. Contingency theory is seen in the strategic alternative 
generation phase, where alternatives are developed to improve the organization’s fit with its 
environment. Hence, multiple perspectives are critical to a holistic understanding of strategic 
management.23

Corporate Governance and Boards of Directors ____

A small business is often governed by one or several individuals well known to everyone in 
the organization. Ownership is often privately held and may rest with a single person, a family, 
or a few business partners. Because more resources are needed, many midsize and large 
organizations are publicly held, with shares of stock available for purchase on exchanges 
such as the New York Stock Exchange. In public corporations, shareholders—the owners of 
the firm—are represented by an elected board of directors legally authorized to monitor firm 
activities as well as the selection, evaluation, and compensation of top managers. Strategic 
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decision making in these firms is more complex because the ownership is widely dispersed and 
often changes frequently. 

Corporate governance refers to the board of directors, institutional investors (e.g., pen-
sion and retirement funds, mutual funds, banks, insurance companies, among other money 
managers), and large shareholders known as blockholders who monitor firm strategies to 
ensure effective management. Boards of directors and institutional investors—representatives of 
pension and retirement funds, mutual funds, and financial institutions—are generally the most 
influential in the governance systems. Because institutional investors own more than half of all 
shares of publicly traded firms, they tend to wield substantial influence. Blockholders tend to 
hold less than 20% of the shares, so their influence is proportionally less than that of institutional 
investors.24

Boards of directors often include both inside (i.e., firm executives) and outside direc-
tors. Insiders bring company-specific knowledge to the board whereas outsiders bring 
independence and an external perspective. Over the past several decades, the compo-
sition of the typical board has shifted from one controlled by insiders to one controlled 
by outsiders. This increase in outside influence often allows board members to oversee 
managerial decisions more effectively.25 Moreover, when additional outsiders are added 
to insider-dominated boards, dismissal of the chief executive officer (CEO) is more likely 
when corporate performance declines26 and outsiders are more likely to pressure for corpo-
rate restructuring.27

A number of companies became concerned about both potential conflicts of interest and the 
amount of time a board member who sits on multiple boards can spend with the affairs of each 
company. As a result, many companies have begun to limit the number of board memberships 
their own board members may hold. Approximately two-thirds of corporate board members at 
the largest 1,500 U.S. companies do not hold seats on other boards. The average director’s direct 
compensation ranged from $90,775 at firms with revenues between $50 million and $500 mil-
lion to $228,058 at the 200 largest firms in the Standard & Poor’s 500 based on revenue.28

The Sarbanes-Oxley Act, which was passed in 2002, requires firms to include more inde-
pendent directors on their boards and make disclosures on internal controls, ethics codes, and 
the composition of their audit committees on annual reports. The act requires that both the CEO 
and the chief financial officer (CFO) certify every report that contains company financial state-
ments. It restricts membership of the firm’s audit committee—the formal group charged with 
reporting oversight—to outsiders (i.e., board members who are not managers). Sarbanes-Oxley 
also prohibits firms from extending personal loans to board members or executives.

Even with new disclosure regulations, however, it can be difficult to determine precisely 
what top executives earn at public companies. A number of analysts have noted positive 
changes among boards as a result of this legislation in terms of both independence and 
expertise, while others contend that government regulations like Sarbanes-Oxley have merely 
added more costly paperwork.29A record number of public firms went private in the mid-
2000s primarily due to investor and management frustration with the legislation. Evidence 
also suggests that many CEOs have become more reluctant to sit on boards of publicly held 
companies. Increased liability on the part of board members and recent policy changes that 
often restrict the number of outside boards on which a CEO may serve have also contributed 
to this change.30

Boards of directors are responsible for monitoring activities in the organization, evaluat-
ing top management’s strategic proposals, and establishing the broad strategic direction for the 
firm. As such, boards select and terminate the CEO, establish his or her compensation package, 
advise top management on strategic issues, and monitor managerial and company performance 
as representatives of the shareholders. Critics charge that board members do not always fulfill 
their legal roles.31 One reason is that they are nominated by the CEO, who expects them to 
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support his or her strategic initiatives. The generous compensation they often receive is also a 
key issue.32

When insiders control a board, a rubber stamp mentality can develop, whereby directors 
do not aggressively challenge executive decisions as they should. This is particularly true when 
the CEO also serves as chair of the board, a phenomenon known as CEO duality.33 Insider 
board members may be less willing to exert control when the CEO is also the chair of the board 
because present rewards and future career prospects within the firm are largely determined by 
the CEO. In the absence of CEO duality, however, insiders may be more likely to contribute to 
board control, often in subtle and indirect ways so as not to document any opposition to the 
decisions of the CEO. For example, the insiders may ostensibly present both sides of various 
issues while carefully framing the alternatives in favor of one that may be in opposition to the 
wishes of the CEO.

Activist shareholders can significantly influence a firm’s operations. Target, for example, suf-
fered the effects of the recession and experienced sluggish sales in the late 2000s. Investor activ-
ist William Ackman challenged Target to address the recession more aggressively. Ackman’s 
Pershing Square Capital Management hedge fund—an investment fund open to only a small 
number of investors but permitted by regulators to undertake riskier and more speculative 
investments—is Target’s sixth largest shareholder and has actively supported dissident nomi-
nees for board slots. In response to Ackman, Target expanded its fresh foods and other “reces-
sion-proof” offerings in many of its stores.34

Pressure on directors to acknowledge shareholder concerns has continued into the 2010s. 
The major source of pressure in recent years has come from institutional investors, owners of 
large chunks of most publicly traded companies via retirement or mutual funds. By virtue of the 
size of their investments, they wield considerable power and are more willing to use it than ever 
before (see Strategy at Work 1.1).

There is an adage on Wall Street: “If you don’t like the stock, sell it.” Over the past decade, how-
ever, a number of dismayed investors have decided to challenge the board instead. Many corpo-
rate boards have historically functioned as rubber stamps for top executives. Nonetheless, the 
directors of many prominent corporations have become increasingly responsible to shareholder 
interests, thanks in part to the increased influence of institutional shareholders. These large 
 investment firms control substantial numbers of shares in widely held firms and have the clout 
necessary to pressure board members for change when needed.

Consider the case of Nell Minow. A principal at activist money-management firm Lens Inc., 
Minow searches for companies with strong products and underlying values that appear to be 
underperforming. After identifying a target, Minow purchases a substantial number of shares in 
the company and then advises the CEO of her ownership position. She requests a meeting with 
the CEO and/or the board to discuss changes that could improve the performance of the firm. 
Activist owners like Minow have sent a message to both top executives and boards that poor 
performance is not unlikely to go unchallenged.

However, a number of analysts and executives believe that further change to the system is 
needed. According to David Leighton, former chairman of the board at Nabisco Brands, Ltd., 
companies should seek out more independent and qualified board members who will consider 
the strategic direction of the firm more aggressively.

Strategy at Work 1.1. The Growing Responsiveness  
of Corporate Boards35



STRATEGIC MANAGEMENT10

Criticism notwithstanding, some board members have played effective stewardship roles. Many 
directors promote strongly the best interests of the firm’s shareholders and various other stakeholder 
groups as well. Research indicates, for instance, that board members are often invaluable sources of 
environmental and competitive information.36 By conscientiously carrying out their duties, directors 
can ensure that management remains focused on company performance.37

A number of recommendations have been made on how to promote an effective gover-
nance system. For example, it has been suggested that outside directors be the only ones to 
evaluate the performance of top managers against the established mission and goals, that all 
outside board members should meet alone at least once annually, and that boards of directors 
should establish appropriate qualifications for board membership and communicate these qual-
ifications to shareholders. For institutional shareholders, it is recommended that institutions and 
other shareholders act as owners and not just investors,38 that they not interfere with day-to-day 
managerial decisions, that they evaluate the performance of the board of directors regularly,39 
and that they should recognize that the prosperity of the firm benefits all shareholders.

Strategic Decisions ___________________________

How does one think and act strategically, and who makes the strategic decisions? The answers to 
these questions vary across firms and may also be influenced by ownership and other issues related 
to corporate governance. It is also important to distinguish between strategic decisions and common 
management decisions. In general, strategic decisions are marked by four key distinctions:

1. They are based on a systematic, comprehensive analysis of internal attributes 
and factors external to the organization. Decisions that address only part of the 
organization—perhaps a single functional area—are usually not considered to be 
strategic decisions. 

2. They are long-term and future-oriented but are built on knowledge about the 
past and present. Scholars and managers do not always agree on what consti-
tutes the long term, but most agree that it can range anywhere from several years 
in duration to more than a decade.

3. They seek to capitalize on favorable situations outside the organization. In gen-
eral, this means taking advantage of opportunities that exist for the firm, but it 
also includes taking measures to minimize the effects of external threats as well. 

4. They involve choices. Although making win-win strategic decisions may be pos-
sible, most involve some degree of trade-off between alternatives—at least in the 
short run. For example, raising salaries to retain a skilled workforce can increase 
wages and adding product features or enhancing quality can increase the cost 
of production. However, such trade-offs may diminish in the long run, as a more 
skilled, higher paid workforce may be more productive than a typical workforce, 
and sales of a higher-quality product may increase, thereby raising sales and 
potentially profits. Decision makers must understand these complex relation-
ships across the business spectrum.

Because of these distinctions, strategic decision making is generally reserved for the top 
executive and members of his or her top management team. The CEO is the individual 
ultimately responsible (and generally held responsible) for the organization’s strategic 
management, but he or she rarely acts alone. Except in the smallest companies, he or she 
relies on a team of top-level executives—including members of the board of directors, vice 
presidents, and even various line and staff managers in some instances—all of whom play 
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instrumental roles in strategical ly 
managing the firm. Generally speaking, 
the quality of strategic decisions improves 
dramatically when more than one capable 
executive participates in the process.40

The size of the team on which the 
top executive relies for strategic input 
and support can vary from firm to firm. 
Companies organized around functions 
such as marketing and production generally 
involve the heads of the functional 
departments in strategic decisions. Very 
large organizations often employ corporate-
level–strategic-planning staffs and outside 
consultants to assist top executives in the 
process. The degree of involvement of 
top and middle managers in the strategic 
management process also depends on the 
personal philosophy of the CEO.41 Some CEOs are known for making quick decisions whereas 
others have a reputation for involving a large number of top managers and others in the process.

Input to strategic decisions, however, need not be limited to members of the top manage-
ment team. To the contrary, obtaining input from others throughout the organization, either 
directly or indirectly, can be quite beneficial. In fact, most strategic decisions result from the 
streams of inputs, decisions, and actions of many people. The top management team might cre-
ate the context for strategic decisions by establishing rules and procedures and by influencing 
the informal means through which things are accomplished in the organization. Strategic deci-
sions do not necessarily start with top management action, however, but instead can bubble 
up from a series of lower level decisions throughout the firm. For example, an employee in a 
company’s research and development department may attend a trade show where a new prod-
uct or production process idea that seems relevant to the company is discussed. The employee 
may relate the idea to his or her manager, who, in turn, may modify and pass it along to his or 
her manager. Eventually, a version of the idea may be discussed with the organization’s market-
ing and production managers and later presented to top management. Ultimately, the CEO will 
decide whether or not to incorporate the idea into the ongoing strategic planning process. This 
example illustrates the indirect involvement of individuals throughout the organization in the 
prison strategic management process. Top management is ultimately responsible for the final 
decision, but its decision is based on a culmination of the ideas, creativity, information, and 
analyses of others42 (see Strategy at Work 1.1).

While participation can be healthy, most firms place significant limits of the say that their 
managers have in strategic decisions. There are a few exceptions, however. At Ternary Software, 
for example, all of its 13 employees must agree before a strategic decision can be implemented. 
Such democracy is easier to implement in larger organizations, but even large companies like 
Google have taken steps to create an egalitarian culture for decision making.43

The corporate boardroom is often a place where decisions that have already been made in a 
less formal setting are confirmed. A formal, systematic decision-making process is often applied 
as a means of confirming what top executives already see as the appropriate course of action. A 
danger associated with this type of approach is that it tends to jump straight to a proposed solution 
without considering how a decision should be made. Although there are no guarantees, top man-
agement teams that circumvent a logical decision-making approach are more susceptible to mis-
takes. For example, when a systematic cost-benefit analysis is not employed, leaders may confuse 
actual costs of a decision with sunk costs—those already expended—which is a common error 
that distorts decision making and can lead to an escalation of commitment to a failed strategy.44
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The Global Imperative _________________________

Most business organizations buy, sell, or trade across borders whether they have a physical 
presence in other countries or sell a significant amount of imported merchandise. Although 
firms typically concentrate on serving local or domestic markets before expanding 
internationally, many must interact with entities in other nations as a means of survival. For 
example, virtually all of Japan’s industries would grind to a halt if imports of raw materials from 
other nations ceased because the nation is small and isolated, and its natural resources are 
quite limited. In larger nations like the United States, most manufacturers utilize components 
from abroad in their production process while most retailers sell products that were produced 
abroad. Hence, strategic management is—by definition—a global undertaking. For this reason, 
examples from concepts, industries, and firms outside of the United States are integrated into 
each of the chapters.

The high degree of global interconnectedness common in 
many enterprises today emanates from the economic concept of 
comparative advantage—the idea that certain products may 
be produced more cheaply or at a higher quality in particular 
countries due to advantages in labor costs or technology. For this 
 reason, many manufacturers in the United States and other devel-
oped nations have shifted their production to Asia and other parts 
of the world. Firms do not always engage in production only in 
areas where they are most efficient for several reasons, however. 
The cost of transporting raw materials or goods from one nation 
to another can exceed the potential cost savings. Political turmoil 
or trade restrictions can also create a barrier. Moreover, even if one 
nation enjoys an absolute advantage over another in most areas, 
the weaker nation must participate in some forms of business to 
maintain economic viability and employ its citizens. Firms in these 
nations tend to produce in areas where the absolute advantage is 
lowest. Put another way, even firms in less developed nations lack 
a comparative advantage; they tend to produce in areas where 
their inefficiencies are less pronounced while their counterparts in 
developed nations concentrate in more vital industries. All nations 
benefit economically from such an arrangement.

The notion of comparative advantage is fluent, as nations 
enjoying a form of comparative advantage at one period may not 
enjoy it in a future period. Chinese manufacturers enjoyed some 
of the lowest global labor rates for unskilled or semiskilled pro-
duction in the 2000s. Worker skills and production quality has 
increased in the rapidly developing nation, making Chinese labor 
the third most expensive in Asia in 2011—well ahead of nations 
like India, Pakistan, Indonesia, Cambodia, and Vietnam.45

While comparative advantage is a key consideration for international operations, it is not 
the only one. Global involvement may also provide advantages to a firm not directly related 
to costs. For political reasons, a firm often needs to establish operations in other countries, 
especially if a substantial proportion of sales is derived abroad. Doing so can also provide 
managers with a critical understanding of local markets. For example, Ford operates a num-
ber of plants in Western Europe, where manufacturing has helped Ford’s engineers design 
windshield wipers for cars engaged in high-speed driving on the German autobahns46 (see 
Case Analysis 1.1).
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Summary

Top managers face more complex strategic challenges today than ever before. Strategic management involves analysis of an 
organization’s external and internal environments, formulation and implementation of its strategic plan, and strategic control. 
These steps in the process are interrelated and typically done simultaneously in many firms.

A firm’s intended strategy often requires modification before it has been fully implemented due to changes in environ-
mental and/or organizational conditions. Because these changes are often difficult to predict, substantial changes in the envi-
ronment may transform an organization’s realized strategy into one that is quite different from its intended strategy.

The strategic management field has been influenced by such perspectives as IO theory, resource-based theory, and con-
tingency theory. Although they are based on widely varied assumptions about what leads to high performance, each of these 
perspectives has merit and contributes to an overall understanding of the field.

Strategy formulation is the direct responsibility of the CEO, but he or she relies on a team of other individuals as well, 
including the board of directors, vice presidents, and other various managers. In its final form, a strategic decision is crafted 
from the streams of input, decisions, and actions of the entire top management team.

Key Terms

Blockholders: Large shareholders who monitor firm strategies to ensure effective management.

Business Model: The economic mechanism by which a business hopes to sell its goods or services and generate a profit.

CEO Duality: A situation in which the CEO also serves as the chair of the board.

Comparative Advantage: The idea that certain products may be produced more cheaply or at a higher quality in 
particular countries due to advantages in labor costs or technology.

Competitive Advantage: A state whereby a business unit’s successful strategies cannot be easily duplicated by its 
competitors.

Contingency Theory: A view that states the most profitable firms are likely to be the ones that develop the best fit 
with their environment.

Corporate Governance: The board of directors, institutional investors, and blockholders who monitor firm strategies 
to ensure managerial responsiveness.

Distinctive Competence: Unique resources, skills, and capabilities that enable a firm to distinguish itself from its 
competitors and create competitive advantage.

Hedge Fund: An investment fund open to only a small number of investors but permitted by regulators to undertake 
riskier and more speculative investments.

The first step in analyzing a firm is to develop familiarity with the organization. Analyzing an ongoing enterprise begins with a 
general introduction and understanding of the firm. When was the organization founded, why, and by whom? Is any unusual 
history associated with the organization? Is it privately or publicly held? What is the company’s mission? Has the mission 
changed since its inception?

It is also important at this point to identify the business model on which the organization’s success is predicated. In other 
words, what is the profit-generating idea behind the company? Determining this information is simple for some companies 
(Ford, for example, hopes to sell cars and offer consumer financing at a profit) but may be complicated for others where 
revenue streams and competitive advantage are more difficult to identify.

Case Analysis 1.1 Step 1: Introduction of the Organization
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Industrial Organization (IO): A view based in microeconomic theory that states firm profitability is most closely 
associated with industry structure.

Intended Strategy: The original strategy top management plans and intends to implement.

Mission: The reason for an organization’s existence. The mission statement is a broadly defined but enduring 
statement of purpose that identifies the scope of an organization’s operations and its offerings to affected groups (i.e., 
stakeholders, as defined later in the book).

Realized Strategy: The strategy top management actually implements.

Resource-Based Theory: The perspective that views performance primarily as a function of a firm’s ability to utilize 
its resources.

Sarbanes-Oxley Act: Legislation passed in 2002 that created more detailed reporting requirements for boards and 
executives in public U.S. companies and accounting firms.

Strategic Management: The continuous process of determining the mission and goals of an organization within the 
context of its external environment and its internal strengths and weaknesses, formulating and implementing strategies, 
and exerting strategic control to ensure that the organization’s strategies are successful in attaining its goals.

Strategy: Top management’s plans to attain outcomes consistent with the organization’s mission and goals.

Sustained Competitive Advantage: A firm’s ability to enjoy strategic benefits over an extended period of time.

Top Management Team: A team of top-level executives—headed by the CEO—all of whom play instrumental roles 
in the strategic management process.

Review Questions and Exercises

1. Identify a company with a published mission statement on its website. Evaluate its mission statement along 
each of the following criteria:

a. Is the mission statement comprehensive? Is it concise?

b. Does the mission statement delineate in broad terms what products or services the firm is to offer?

c. Is the mission statement consistent with the company’s actual activities and competitive prospects?

2. Is it necessary that the five steps in the strategic management process be performed sequentially? Why or why not?

3. What is the difference between an intended strategy and a realized strategy? Why is this distinction important?

4. How have outside perspectives influenced the development of the strategic management field?

5. Does the CEO alone make the strategic decisions for an organization? Explain.

Practice Quiz

True or False?
 1. A strategy seeks to develop and sustain competitive advantage.

 2. Strategic management refers to formulating successful strategies for an organization.

 3. Each step in the strategic management process is independent so that changes in one step will not substantially affect other steps.

 4. The intended strategy and the realized strategy can never be the same.
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 5. Whereas IO theory emphasizes the influence of industry factors of firm performance, resource-based theory emphasizes 
the role of firm factors.

 6. Strategic decisions are made solely by and are ultimately the responsibility of the CEO alone.

Multiple Choice
 7. Strategies are formulated in the strategic management stage that occurs immediately after __________.

A. the assessment of internal strengths and weaknesses
B. implementation of the strategy
C. control of the strategy
D. none of the above 

 8. The strategy originally planned by top management is called __________. 

A. grand strategy
B. realized strategy
C. emergent strategy
D. none of the above

 9. The notion that successful firms tend to be the ones that adapt to influences in their industries is based on __________. 

A. IO theory
B. resource-based theory
C. contingency theory
D. none of the above

10. The notion of distinctive competence is consistent with __________. 

A. IO theory
B. resource-based theory
C. contingency theory
D. none of the above

11. In order to contribute to sustained competitive advantage, firm resources should be __________.

A. valuable and rare
B. not subject to perfect imitation
C. without strategically relevant resources
D. all of the above

12. Which of the following is not a characteristic of strategic decisions?

A. They are long term in nature.
B. They involve choices.
C. They do not involve trade-offs.
D. All of the above are characteristics of strategic decisions.

Student Study Site

Visit the student study site at www.sagepub.com/parnell4e to access these additional materials:

•	 Answers to Chapter 1 practice quiz questions

•	 Web quizzes

•	 SAGE journal articles

•	 Web resources

•	 eFlashcards
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The China Challenge
For global companies, ignoring China is not an option. But they must adapt their strategies to the 
country’s changing markets, increased competition, and shifting government priorities.

by Edward Tse

In 2006, the IBM Corporation uprooted the main offices for its global procurement services. It transferred them 
from Somers, N.Y., 20 miles north of corporate headquarters at Armonk, to Shenzhen in south China’s Pearl 

River Delta, just across from Hong Kong. It was a notable moment: the first time one of IBM’s most critical depart-
ments had moved its center from the United States. And it marked a significant milestone along the road toward 
making IBM a “globally integrated enterprise” running “truly global systems of production,” as its CEO, Sam 
Palmisano, had written in Foreign Affairs the same year.

IBM’s executives knew, from many years of firsthand experience, that this region in southern China had 
become home to one of the biggest pools of procurement talent in the world. The company had arrived in 1993, 
manufacturing personal computers—a business it eventually sold in 2005, to Lenovo, a Chinese company. Over 
the years IBM had produced servers, retail store systems, storage devices, and printers in Shenzhen: first for over-
seas markets, and later, increasingly for the Chinese market. It had seen massive supply networks develop in the 
Pearl River Delta. Some suppliers made parts for toys, sports shoes, and other low-end products; others made 
components for sophisticated computing and telecommunications equipment. Still others provided logistics and 
supporting technology. IBM had also seen the Chinese government invest in business-friendly infrastructure: eco-
nomic zones, industrial parks, highways and container ports, universities and training colleges. By locating its 
global procurement headquarters in Shenzhen, IBM was not only strengthening its own supply base, but better 
positioning one of its core businesses: helping clients strengthen their supply chains.

The company has also invested in R&D in China. Its China Research Laboratory, one of eight flagship IBM labs 
around the world, is located in Zhongguancun Software Park, next to Beijing’s main university district. Most of its 
more than 150 researchers hold doctorates or master’s degrees from Beijing, Tsinghua, or other leading Chinese 
universities. The lab specializes in speech and language technologies, cross-border e-business solutions, and per-
vasive computing, which is the embedding of microprocessors in everyday objects. IBM opened another lab in 
Shanghai in 2008. In consulting, despite the global economic slowdown, IBM has been on a growth trajectory, 
doubling its business in 2009 because of Chinese demand. It plans to open four new offices in China, taking its 
total presence from six to 10. Moreover, IBM runs all its global growth businesses from Shanghai. This includes its 
businesses in Asia, Latin America, Russia, eastern Europe, the Middle East, and Africa.

In short, IBM’s presence in China is very different from what might have been envisioned a few years ago. It is 
defined not by an expanding consumer population or by low-wage labor, but by the integration of Chinese activ-
ity with its worldwide enterprise. Like a growing number of other companies—Coca-Cola, Honeywell, KFC, and 
Goodyear among the most prominent—IBM has a “one world”–oriented strategy for its operations in China. In 
addition to sourcing products in China and seeking out Chinese markets, it is investing dramatically in operations 
there and integrating them with the rest of IBM’s global enterprise.

The benefits of a one-world strategy in China have become obvious, and a growing number of multinational 
companies—or “foreign” companies, as the Chinese think of them—are ready to increase their presence. They 
may already market to some Chinese consumers, or draw from the country’s labor pool, or outsource manufac-
turing there, but now they want more. China’s rapid recovery from the global recession, bolstered by its reor-
ganized banking sector and its emerging middle class, has attracted many companies to the Chinese economy. 

Strategy + Business Reading
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As Financial Times columnist Martin Wolf wrote on September 13, 2009, the West’s “reputation for financial and 
economic competence is in tatters, while that of China has soared.” Moreover, profitability is rising for global com-
panies in China. A 2009 study by the American Chamber of Commerce in Beijing noted that in 1999, only 13 per-
cent of companies reported margins in China that were higher than their worldwide averages; in mid-2008 (before 
the onset of the global financial crisis), this figure reached 50 percent. Moreover, a large number of multinational 
executives feel that they have gained enough experience in China to expect a relatively coherent, expanding 
future for their Chinese operations.

But the challenge of doing business in China has increased during the past few years. Most businesses, even 
many that are currently successful, will find themselves inadequately prepared for the turmoil and dynamism to 
come. Not only could they miss out on the opportunities in this economy; they could be pushed aside by rivals, 
old and new, that use China to transform their competitive positions.

In 2005, I wrote in this magazine that in the world’s fastest-growing economy, the experience of the last 
10 years will not be the best guide to the next 10 years. This statement has even more truth, and even greater 
urgency, in 2010. Business leaders around the world who want to be successful will need to take on a chal-
lenge with four components: the growing complexity of the Chinese market, the new sophistication of Chinese 
competitors, the evolving interests of the Chinese government, and their own entrenched assumptions about 
global business.

The Complexity of Open China _____________________________

Only 30 years after it began to open and liberalize its economy, China offers its consumers an extraordinary range 
of brands and products that no other country, even the wealthy consumer markets of Japan, Europe, and the 
United States, can match. In any convenience store in Shanghai or Dalian, you can find Western beverages such as 
Coke, Pepsi, and Schweppes; Japanese soft drinks made by Suntory, Kirin, and Sapporo; Taiwanese flavors under 
the Uni-President label; Hong Kong brands such as Vitasoy; and local teas, coffees, soy milks, and fruit drinks. 
Chinese companies make their own versions of every international flavor, and many flavors that are not produced 
elsewhere.

Outside, on the newsstands, are Chinese magazines and Chinese editions of such familiar global titles 
as Cosmopolitan, Vogue, and Elle. Driving on the streets are locally manufactured vehicles from almost every 
global carmaker—General Motors and Ford, Toyota and Honda, Volkswagen and its subsidiary Audi, BMW and 
Mercedes, Citroën and Hyundai—plus a host of local auto brands, including Chery, Geely, Brilliance, and Great 
Wall Motor. Step inside a department store and you will see a similar proliferation of labels and choices. For most 
of the local patrons in cities such as Shenyang, Wuhan, and Changsha, this is a remarkable change from the 
sparsely stocked, dour shops that they patronized just a decade ago.

The shift in population from predominantly rural to predominantly urban is having an impact on almost every 
aspect of Chinese life. Millions of people are being lifted from poverty, probably far more in the next few years 
than in the past few decades. Since the start of the 1990s, annual retail sales in China have increased more than 
15-fold, from around US$100 billion to more than $1.6 trillion by the end of 2008. (The 2008 figure is about one-
third of the retail sales in the United States during the same year.) The Chinese middle class, although new, will 
not be a short-lived phenomenon; it is here to stay.

At first glance, for global consumer-oriented companies, this situation would seem to be the realization of a 
dream. For years, they have looked forward to the rise of the mythical “land of 1 billion–plus consumers”—eager 
for new products, ready to be sold to. A company with a product or service well targeted for a market category or 
consumer segment—perhaps a packaged good aimed at newly urbanized, frugal, demanding consumers—can 
expect to find hundreds of thousands of potential customers in China. This consumer market represents the larg-
est “niche play” opportunity in the history of world commerce.
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Yet this market is far more complex than many outsiders realize. The expansion of Chinese markets is accom-
panied by phenomenal competition, as well as abrupt rises and falls in market share for both new and established 
products. Most importantly, although China’s markets are open to global products, they are also extraordinarily 
local, rooted in traditional customs and tastes, with extreme variations from one region to the next.

The methods that most global marketers have used in China so far will not be effective in the future. Most 
multinationals have concentrated their Chinese marketing in relatively small parts of the country, targeting only 
a fraction of the potential consumer population. Global companies are most familiar with the “big three” clus-
ters: the Yangtze River Delta region around Shanghai, the Pearl River Delta region running from Hong Kong to 
Guangzhou, and the region around Beijing and its neighbor Tianjin. These three areas account for almost half of 
China’s GDP and have relatively high per capita GDP, about $5,000 to $6,500. But the rest of China represents a 
yet more promising market, with a higher urbanization rate, new transportation and communications links, and 
many cities with populations of more than 1 million. (See Exhibit 1.)

The differences within regions are also enormous. Even in the wealthiest provinces, such as the coastal parts of 
Guangdong or Zhejiang, you need travel only a short distance inland and incomes fall abruptly. The gap between rural 
and urban residents splits the nation; the divide between permanent residents and migrant workers splits many cities.

Exhibit 1   Emerging Cities in China, Present and Future

Source: Edward Tse, The China Strategy: Hamessing the Power of the World’s Fastest-Growing Economy (Basic Books, 2010)

A growing number of cities in China, including many outside the “big three” clusters, are rapidly becoming vibrant 
consumer markets, but are still relatively ignored by global multinationals.
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And although the middle class is large, it is also unpredictable. The rapid pace of economic growth in China has 
disrupted traditional patterns of consumer development that build commitment to a product over time. People who 
were living in frugal, company-assigned, company-owned apartments a decade ago now have their own homes, an 
array of possessions, and possibly a car. With little or no history of consumption, these consumers tend to be difficult 
for marketers to reach: They are fickle and demanding, often shopping on price alone. Brand loyalty is a new notion 
to them. At the same time, a rapidly growing group of people at the high end are very brand conscious and inter-
ested in showing off their wealth as they acquire known products. With markets and tastes continuing to change, it is 
difficult to predict what kind of path China’s consumers will follow. They cannot be taken for granted.

One company that understands the complexity of Chinese consumer markets is KFC, the most successful res-
taurant chain, foreign or domestic, in the country. Since arriving in China in 1987, this American fried chicken spe-
cialist has set up more than 2,900 restaurants in 450 cities, with about 300 outlets opening every year.

KFC spent nearly a decade figuring out its business model for China, even though it was led by a group of execu-
tives who knew the country well. Many of them, including the head of China operations, Sam Su, had been raised 
in Taiwan. Su’s team began by looking at the whole range of the company’s operations, from its menu offerings to 
its supply chain. Their first conclusion: Food, not systems, was the most important thing to get right. They gradually 
extended the menu, experimenting with different items, often making them available for just a limited period. They 
invested in ovens so they could offer more than fried food, and began selling juices, salads, and congee, a Chinese 
rice porridge. Rather than rapidly bringing in menus and practices from elsewhere without carefully assessing their 
merit, they built the KFC business model slowly and fit their approach to China’s diverse conditions.

The Sophistication of Entrepreneurial China _________________

As Chinese companies become more successful, they are becoming global competitors. Some of them, 
like Huawei—the world’s third-largest maker of mobile-infrastructure equipment and the fifth-largest 
telecommunications manufacturer overall—are having a dramatic impact on their industries. Huawei played 
a major role in forcing a global industry restructuring in which Siemens and Nokia merged their network 
infrastructure divisions and Alcatel acquired Lucent.

In general, the 2008 global economic crisis enhanced the position of Chinese companies and their relation-
ships with overseas enterprises, making them much stronger—and presenting a new sort of challenge to other 
global companies. The reasons for this robust recovery have to do with fundamentals. Besides fostering its emerg-
ing consumer base, China had rid itself of most of the structural rigidities inherited from socialism during the 
2000s; its national productivity rose steadily through the decade. The government’s economic stimulus, which 
began to take effect early in 2009, was designed to reinforce these fundamentals and improve the prospects for 
Chinese businesses. The recession also forced the country’s overheated real estate and construction sectors to 
slow down, consolidate, and shed some of the extra capacity that had built up during the manic years of growth 
from the late 1990s to early 2008.

The next five to 10 years will see the emergence of a new generation of Chinese companies, bigger but leaner, 
better able to compete, and prepared to operate on a global basis. For example, over the next five years, while 
American automakers are focused on their problems at home, some of China’s car companies will expand over-
seas. Similarly, while American and European banks are sorting out the consequences of a financial morass of 
their own making, some of China’s leading financial institutions will have growth strategies built on international 
expansion. Not every Chinese company will thrive, but many are in strong positions to take advantage of the 
recession. For instance, they will exploit major declines in corporate valuations in Europe and North America to 
buy companies headquartered on those continents.

The new wave of Chinese entrepreneurship represents a change in business models—away from a depen-
dence on rapid, low-cost production and copycat R&D, and toward effective long-term management—and it will 
take some time to develop. Chinese producers are still prone to the vicious circle of commoditization; its relent-
less focus on cost reduction heightens price competition, which leads to more cost reductions. And most Chinese 
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companies are still relatively unskilled in the kinds of management methods and knowledge that a global com-
pany needs.

But the stronger companies in China are making themselves leaner, with larger market shares and better posi-
tions on their industry value chains. They will increasingly make overseas acquisitions that enhance their technologi-
cal assets, marketing reach, and managerial expertise. These companies will continue to pursue ways of producing 
goods more cheaply; that cost pressure will remain. But they will also figure out ways of producing and marketing 
goods more effectively by applying and reapplying the lessons they have learned. Witness the success of Haier, 
which sells specialized appliances like wine-cooling refrigerators in developed markets, and Fuyao Glass, a maker of 
glass for the automotive industry, which has made itself a supplier to many China-based car producers.

Or consider the game-changing potential of the Chinese aircraft manufacturing sector. At first glance, this tech-
nologically complex, capital-intensive industry would seem like a big leap for a developing nation’s economy. But 
it is official government policy to develop large passenger aircraft and eventually compete with Boeing and Airbus. 
Given China’s record over the last couple of decades of establishing a presence in industries previously deemed too 
technologically advanced for developing countries, the aircraft initiative could well be successful. And it could hap-
pen within a few years—far less time than the two decades it took Airbus to launch its first commercial aircraft.

Chinese manufacturers are entering this market in the same way they develop their presence in every other indus-
try. First they make components; then they sell them at low prices to claim market share; then they expand through 
acquisitions. This gives them access to further know-how and expertise, allowing them to move up the value chain and 
build out the range of components they produce, eventually getting to a point where they can make entire products. In 
2007, Airbus sourced $60 million worth of components from China; by 2015, it expects that value to have risen to $400 
million. In the city of Tianjin, the company’s A320 aircraft are being assembled; the first one was completed in June 
2009. A separate runway has been built at the city’s airport specifically to handle test flights for the aircraft.

China’s aircraft manufacturers could have a natural advantage within the burgeoning Chinese airline industry, par-
ticularly if the market for air travel within China grows as anticipated. The industry is currently expected to need 3,000 
passenger and freight aircraft in the years up to 2025, with an estimated value of just under $290 billion. Like automobile 
and telecommunications companies before them, aircraft makers will discover that they cannot avoid building produc-
tion facilities in China because of the combination of lower costs and better access to China’s markets.

The challenge for global companies facing this sort of emergent Chinese competition is to get the balance 
right: They must position themselves for maximum gain while minimizing risk and maintaining their own distinc-
tive edge. This objective is best accomplished by tailoring products for the Chinese market—often with sophisti-
cated support and services that other companies cannot match.

The Trajectory of Official China_____________________________

To many observers, especially Westerners, China’s embrace of a market-based economy seems to have made the 
country capitalist in all but name. They assume that in a country with economic freedoms and a rapidly growing 
middle class, democracy and political freedom will inevitably follow.

But thus far, that assumption has been wrong. Under every plausible scenario, China’s government will con-
tinue to be authoritarian for the foreseeable future. The Chinese Communist Party (CCP) may be less controlling 
than it was in the past, but its more than 70 million members continue to dominate every level of government and 
society—and they are deeply committed to remaining the country’s sole holders of political power. Moreover, 
they (and many of their country’s citizens) believe that China’s development, both socially and economically, can 
be achieved for now only under the auspices of the CCP.

In the early 2000s, party leaders directed several research institutes to study examples from other nations, includ-
ing the collapse of socialist rule in the Soviet Union and the continued success of Singapore’s People’s Action 
Party. They concluded that even China’s powerful rate of economic growth was not sufficient for stability. They 
would have to create, as party chief (and current president) Hu Jintao called it, a “harmonious society,” reducing 
inequalities that might lead to social unrest, maintaining openness to the rest of the world, embracing environmental 
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responsibility, and spending more on education and health care. They would also maintain close control over the 
business sector, even while fostering more of the entrepreneurial activity that had produced so much success.

For businesses, the result has been a complex and ever-changing set of rules and government practices that 
determine what a multinational company may or may not be able to achieve in China. At the same time, the gen-
eral policy of liberalization continues, toward fewer restrictions on ownership (including the right of non-Chinese 

companies to own all or part of Chinese subsidiaries) and higher levels of “product market freedom”: the ability to 
make business decisions without government restrictions. (See Exhibit 2.)

But some industries are liberalizing further and faster than others. Consumer goods have had high ownership 
freedom and high product market freedom for years, because Beijing decided in the early 1990s that the consumer 
goods industry was not strategic. Telecommunications service companies, by contrast, have had little ownership 
freedom and little product market freedom. In the early to mid-1990s, many of the world’s leading telecom operators 

Foreign companies in industries at the lower left corner of this matrix are those subject to the most restrictions. Those at the top 
right have the most freedom and closely resemble industries in a true market economy. Question marks indicate uncertainty.
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established some kind of presence in China. They all hoped to gain entry when telecom services were liberalized. Yet 
today, the industry remains entirely in the hands of state-owned companies, with their services strictly licensed, and it 
will almost certainly stay that way. Consequently, nearly all the foreign operators have packed their bags and left.

Between those extremes, some industries have relatively liberal ownership regulations, but strict controls over 
what kinds of products and services can be offered. For example, since late 2006, a foreign institution in the banking 
sector has been able to own up to 20 percent of any Chinese bank, as long as the total stake held by foreign institu-
tions in a Chinese bank does not exceed 25 percent. But credit cards can be offered only via a joint venture with a 
Chinese bank. And new products are often subject to long delays before approval; it would be very unlikely for a 
foreign bank to be permitted to introduce an investment innovation before its Chinese counterparts could.

In other sectors, ownership freedom is relatively limited, but product freedom is high. No foreign company 
can own more than 50 percent of a Chinese motor vehicle maker, for example, but there are few constraints on 
what kinds of cars the foreign companies make or how they sell them.

In the more-restricted industries—those that the government has deemed strategic—foreign companies have 
to deal with numerous regulations whose interpretation can vary according to official whim or sentiment. As a 
result, most or all companies operating within these spheres are state owned or controlled. In the less-restricted 
industries, multinational companies find themselves facing a proliferation of competitors, often from all corners of 
the world, quite likely with a surfeit of productive capacity and downward pressure on pricing.

The dynamics of government restriction can be surprisingly complex. For example, since the early 1990s, the 
soft drinks sector has been open to companies from any country, with almost no oversight from the government. 
However, when Coca-Cola attempted to buy China’s biggest juice maker, Huiyuan Juice, in 2008, it ran into offi-
cial resistance. The Ministry of Commerce rejected the bid in 2009, citing China’s new anti-monopoly law. (Public 
opinion, which mounted against the deal on blogs and in online forums, did not help Coca-Cola’s cause.)

Anticipating the impact of potential changes is not easy. Some sectors, possibly including telecommunications 
and media, may even become more restricted for some periods. Acknowledging that such changes may happen 
is essential for a company if it is to be ready to move quickly when events shift in its favor. For some industries, 
this means maintaining an office in Beijing that can interact with the relevant ministry or other official body. This 
degree of readiness requires a strong grasp of China’s official strategic agenda, and it means having access to the 
best possible sources of information on government thinking.

The Mind-set of “One World” Companies ____________________

To meet the Chinese challenge, some multinational companies are rethinking the way they do business. The 
only companies that can take advantage of the massive opportunities are those that place their China activities 
in a global context as part of an integrated web of capabilities, including manufacturing, marketing and sales, 
innovation, new business model incubation, and talent development. And that is the fourth component of the 
challenge: Their own assumptions must change.

For example, global companies will need to become more adept at integrating their Chinese operations into 
their global value chains. They will need to use their Chinese expansion to significantly improve their global 
scale and their leverage in sourcing, and to apply superior product designs and standards from elsewhere to the 
Chinese market. As IBM and Coca-Cola have done, they will need to integrate their upstream activities, such as 
R&D and product development, into their Chinese operations. And they will need to build marketing platforms 
that combine local consumer insights with global brands and platforms.

This could involve moving some key elements of their global business into China, including core practices 
previously maintained at headquarters—just as IBM did with procurement. Nokia, Samsung, and Nike have also 
started down this path. China is Nokia’s leading production center, a major market for its phones, and a pri-
mary source of new technological developments. Samsung set aside $1 billion in Chinese investments in 2009 to 
develop more low- to mid-tier products and to give itself broader market coverage, and Nike built its biggest Asian 
logistics center in the eastern Chinese province of Jiangsu.
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A fully integrated enterprise might also tap into China’s research and development skills by establishing new 
innovation centers, or forming partnerships with Chinese firms or research institutes. So far, many of the new R&D 
facilities in China conduct little genuine research; their main focus is product localization and testing. But they 
help companies draw on the most advanced research being done in China, especially in industries the govern-
ment is prioritizing, such as aerospace, agriculture, and communications technology.

Multinational companies that want to succeed in China will also need to develop better knowledge of Chinese 
local markets and government priorities. Some of this knowledge can be bought directly from sector consultancies, 
or, better yet, developed through relationships with government officials. The National Bureau of Statistics of China, 
the government’s main agency responsible for collecting and collating economic and other data, has a long history of 
collaboration with organizations from overseas. Local Chinese companies can also be a rich source of market under-
standing in the regions where they operate. Most useful, however, is the knowledge acquired through experience, 
the kind that comes from building out an operation product by product, city by city, province by province.

In many companies, these sorts of choices will be the subject of continued discussion between the company’s 
world headquarters and China operations. Indeed, a key element in executing global strategy will be the mainte-
nance and management of communication between the two. Keeping headquarters informed of what’s happen-
ing in China can be a challenge, but when it is overlooked, headquarters executives often fail to understand devel-
opments in the country, and may find it difficult to react to possibilities and opportunities rapidly enough.

A related error is to maintain Chinese operations without benefit of the corporation’s overall knowledge base; 
too few multinationals have brought the best practices of their global operations into the country. Without good 
communication, some companies may find their burgeoning business in China causing disruptions in parts of the 
enterprise that are thousands of miles away.

Finally, the development of a China-conscious talent strategy, particularly for executives, is crucial. Some mul-
tinational companies have a relatively high turnover rate for executives in their Chinese operations. They bring 
in senior people from elsewhere, people who don’t understand the local context, on short-term, rotation-style 
assignments to “bring them up to speed” in China. This has left these companies with little institutional memory of 
their hard-learned experiences. Conversely, the multinationals that have performed well in China have tended to 
leave people in place in the country for years. They look for executives who combine facility in the Chinese lan-
guage with a global perspective, who make a relatively long-term commitment to their position, and who develop 
an extremely valuable base of experience over time.

The Chinese themselves have only just started digesting the implications of the changes they are going through. And 
most multinational companies still have a lot to learn about doing business in China. The transition to being a one-world 
company will feel unfamiliar and challenging for them, because this type of company is new on the world scene.

And so is the Chinese context: its diverse markets and demographics, policies and regulations, cultures and 
tastes. Corporate leaders who see China as a large but still-emerging market must now regard it as a diverse and 
immense group of global consumers. Those who see Chinese companies as partners in joint ventures must come to 
see those companies as active, highly capable global competitors. And those who see the Chinese government as 
simultaneously welcoming and opaque must recognize it as an active, increasingly open player on the global stage. 
In other words, leaders of businesses around the world must see this country in the same way that the corporate 
leaders of the late 19th century saw the still-emerging United States—and change their strategies accordingly. 
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c h a p t e r  2

Industry  
Competition

This chapter marks the beginning of the strategic management process and is the first of 
three that consider the external environment. At this point we are focusing on factors 

external to the organization, viewing firm performance from an industrial organization (IO) 
perspective. Internal factors (e.g., company resources, strategies) are considered later in 
the process.

Each business operates among a group of rivals that produce competing products or ser-
vices known as an industry. The concept of an industry is a simple one, but it is often confused 
in everyday conversations. The term industry does not refer to a single company or specific 
firms in general. For example, in the statement, “A new industry is moving to the community,” 
the word industry should be replaced by company or firm. 

Each industry tends to have its own rules of engagement governing such issues as product 
quality, pricing, and distribution. This is especially true for industries that contain a large num-
ber of businesses offering standardized products and services. Most competitors—but not all— 
follow the rules. For example, service stations in the United States generally offer regular 
unleaded, midgrade, and premium unleaded gasoline at prices that do not differ substantially 
from those at nearby stations. They typically offer an array of soft drinks, snacks, and other con-
venience items as well. These rules, or norms, developed because they tend to serve the market 
effectively. “Breaking the rules” and charting a different strategic course might be possible, but 
businesses that deviate too much from the norm often fail. As such, it is important for strate-
gic managers to understand the structure of the industry(s) in which their firms operate before 
deciding how to compete successfully. 

While industry norms suggest business practices common to most firms in an industry, criti-
cal success factors (CSFs) represent elements of the strategy that are essential for success for 
most rivals. CSFs can be gleaned by examining current and recent examples of success and fail-
ure in an industry; they include factors such as competitive capabilities, product or service attri-
butes, service speed, or even locations. For example, CSFs in the automobile industry include 
vehicle reliability, safety, and modern styling. A firm that possesses these factors is more likely 

27
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than others to succeed. CSFs are only predictors of success and failure, however. They do not 
guarantee any level of performance. 

Industry norms are particularly interesting in the airline industry, where there is a tendency 
for major competitors to follow similar approaches to pricing and fees. Penalties for ticket 
changes typically range from $100 to $150 and are commonly applied across the industry and 
are usually paid by business travelers. Individual airlines hesitate to deviate from the norm 
because they would repel customers if they charged more, and they would sacrifice profits if 
they charged less. According to the U.S. Department of Transportation, ticket change and can-
cellation fees net airlines in the United States about $2 billion per year.1

While the notion of an airline industry is commonly understood, defining a firm’s industry 
is not always an easy task. In a perfect world, each firm would operate in one clearly defined 
industry. However, many firms compete in multiple industries, and strategic managers in simi-
lar firms often differ in their conceptualizations of the industry environment. In addition, some 
companies have utilized the Internet to redefine industries or even invent new ones, such as 
eBay’s online auction or Priceline’s travel businesses. As a result, the process of industry defini-
tion and analysis can be especially challenging when Internet competition is considered.2

A number of outside sources can assist a strategic manager in determining which com-
petitors are in the industry, which are not, and why. Government classification systems, such 
as the popular Standard Industrial Classification (SIC), as well as distinctions made by trade 
journals and business analysts can help strategists “draw the industry lines.” Although the U.S. 
Census Bureau replaced the 4-digit SIC system in 1997 with the 6-digit North American Industry 
Classification System (NAICS)—an alternative system designed to facilitate comparisons of 
business activities across North America—SIC codes continue to be referenced. The first two 
NAICS digits represent 1 of 20 industry sectors (e.g., agriculture, mining, utilities), the third digit 
represents the industry subsector, the fourth represents the industry group, and the fifth repre-
sents the industry; the sixth digit is reserved for nation-specific categories in the United States, 
Canada, or Mexico. The SIC and NAICS categories are worthwhile considerations, but astute 
managers assess these and other sources and add their own rigorous and systematic analysis 
of the competition when defining the industry. Additional information on both classification 
schemes is readily available on the Internet.

Numerous descriptive factors can be employed when drawing the industry lines. In the 
case of McDonald’s, for example, attributes such as speed of service, types of products, 
prices of products, and level of service may be useful. Hence, one might define the industry 
for McDonald’s in the United States as consisting of restaurants offering easy-to-consume, 
moderately priced food products rapidly and in a limited service environment. Broad terms 
like fast food are often used to describe such industries, but doing so does not eliminate the 
need for a clear, tight definition. Terms like fast food can have different meanings to differ-
ent people. 

Some factors are usually not helpful when defining an industry, however, such as those 
directly associated with strategy and firm size. For example, it is not a good idea to exclude a fast 
food restaurant in the industry for McDonald’s because it is not part of a large chain or because 
it emphasizes low-priced food. These factors explain how such a restaurant might be positioned 
vis-à-vis McDonald’s, a concept discussed in greater detail in later chapters.

Industries also change over time. In the mid-2000s, for example, consumer electronics 
big-box stores Best Buy and Circuit City began to face increasing price competition from 
online retailers. When the economy turned sour in 2008, Circuit City’s survival was drawn into 
question. The retailer filed for bankruptcy in 2009 and was dissolved, a departure that rede-
fined the entire industry. Without Circuit City in the picture, Best Buy shifted its competitive 
efforts to Wal-Mart. After enjoying a period of success, Best Buy began to struggle as online 
competitors gained more favor with customers.3 Hence, Best Buy’s industry has shifted mark-
edly since 2009. 
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The concept of primary and secondary industries can be a useful tool in defining an indus-
try. A primary industry may be conceptualized as a group of close competitors whereas a sec-
ondary industry includes less direct competition. When one analyzes a firm’s competition, the 
primary industry is loosely considered to be the industry whereas the secondary industry is 
presented as a means of adding clarity to the analysis. For example, the primary industry for 
McDonald’s includes such competitors as Burger King and Wendy’s whereas its secondary 
industry might also include restaurants that do not emphasize hamburgers and offer more tra-
ditional restaurant seating such as Pizza Hut and Denny’s. The distinction between primary and 
secondary industry may be based on objective criteria such as price, similarity of products, or 
location, but there is always some degree of subjectivity and informed judgment involved in 
assigning an industry definition. 

Once the industry is defined, it is important to identify the market share—a competitor’s 
share of the total industry sales—for the firm and its key rivals. Unless stated otherwise, market 
share calculations are usually based on total sales revenues of the firms in an industry rather 
than units produced or sold by the individual firms. This information is often available from 
public sources, especially when there is a high level of agreement as to how an industry should 
be defined. When available market share information is based on a different industry definition, 
however, the data can be misleading. For example, Southwest Airlines would appear to have a 
higher market share and a stronger market position if its industry is defined in terms of North 
American airlines. Southwest would look like a smaller player when its industry is defined in 
global terms. 

When market share is not available or when there are substantial differences in industry 
definitions, relative market share—a firm’s share of industry sales when only the firm and its 
key competitors are considered—can serve as a practical substitute. Consider low-end discount 
retailer Dollar Tree as an example and assume that the only available market share data consid-
ers Dollar Tree to be part of the broadly defined discount department store industry. If a more 
narrow industry definition is proposed—perhaps one limited to deep discount retailers—new 
market share calculations will be necessary. In addition, it becomes quite complicated when 
one attempts to include the multitude of mom-and-pop nonchain discounters in the calcula-
tions. In this situation, computing relative market shares that consider Dollar Tree and its major 
competitors can be useful. Assume for the sake of this example that there are four major com-
petitors identified in this industry—Dollar General, Family Dollar, Dollar Tree, and Fred’s—with 
annual sales of $13 billion, $9 billion, $6 billion, and $2 billion sequentially. Relative market 
share would be calculated on the basis of a total market size of $30 billion (i.e., 13+9+6+2). In 
this example, relative market shares for the competitors are 43%, 30%, 20%, and 7% sequen-
tially. From a practical standpoint, calculating relative market share can be appropriate when 
external data sources are limited.

A firm’s market share can also become quite complex as various industry or market restric-
tions are added. Unfortunately, the precise market share information most useful to a firm may 
be based on a set of industry factors so complex that computing it becomes an arduous task. In 
a recent analysis, the Mintel International Group set out to identify the size of the healthy-snack 
market in the United States, a task complicated by the fact that many products such as cheese, 
yogurt, and cereal are eaten as snacks in some but not all instances.4 To overcome this barrier, 
analysts computed a total for the healthy-snack market by adding only the proportion of each 
food category consumed as a healthy snack. In other words, 100% of the total sales of prod-
ucts like popcorn and trail mix—foods consumed as healthy snacks 100% of the time—were 
included in the total. In contrast, only 40% of cheese consumption, 61% of yogurt consumption, 
and 21% of cereal consumption were included in the total. While this approach is reasonable 
and can be quite useful, it can only be calculated when one has access to data that may not be 
readily available. Hence, analysts must use the best data available to describe the relative market 
positions of the competitors in a given industry.
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Industry Life Cycle Stages ______________________

Once the industry is defined, it is helpful to understand its stage of development. Like firms, 
industries develop and evolve over time. Not only might the group of competitors within a 
firm’s industry change constantly but the nature and structure of the industry can also change as 
it matures and its markets become better defined. 

An industry’s developmental stage influences the nature of competition and potential profit-
ability among competitors.5 While identifying the current life cycle stage in an industry can be 
challenging, it is important to understand how the industry shifts over time. When top managers 
understand these changes, they can position their firms for both current and future success.

In theory, each industry passes through five distinct phases of an industry life cycle (see 
Figure 2.1).

Figure 2.1  The Industry Life Cycle

Introduction Growth Shakeout Maturity Decline

A young industry that is beginning to form is considered to be in the introduction stage. 
Demand for the industry’s outputs is low at this time because product and/or service awareness 
is still developing. Virtually all purchasers are first-time buyers and tend to be affluent, risk 
tolerant, and innovative. Technology is a key concern in this stage because businesses often 
seek ways to improve production and distribution efficiencies as they learn more about their 
markets. Industries typically progress through the introduction stage very quickly. The existence 
of new firms with products and services that differ significantly from those currently available 
in the marketplace is often a sign of a new industry. Although the new firms might not survive 
buyer scrutiny, the life cycle model assumes that legitimate industries proceed to the next stage 
of development.

Normally, after key technological issues are addressed and customer demand begins to rise, 
the industry enters the growth stage. Growth continues but tends to slow as the market demand 
approaches saturation. Fewer first-time buyers remain, and most purchases tend to be upgrades 
or replacements. Many competitors are profitable, but available funds may be heavily invested 
into new facilities or technologies. Some of the industry’s weaker competitors may go out of 
business in this stage.

Shakeout occurs when industry growth is no longer rapid enough to support the increas-
ing number of competitors. As a result, a firm’s growth is contingent on its resources and com-
petitive positioning instead of a high growth rate within the industry. Marginal competitors are 
forced out, and a small number of industry leaders may emerge.

Maturity is reached when the market demand for the industry’s outputs is becoming satu-
rated. Virtually all purchases are upgrades or replacements, and industry growth may be low, 
nonexistent, or even negative. Industry standards for quality and service have been established, 
and customer expectations tend to be more consistent than in previous stages. The U.S. automo-
bile industry is a classic example of a mature industry. Firms in mature industries often seek new 
uses for their products or services or pursue new markets—often through global expansion. By 
doing so, they seek to revert to a more prosperous growth stage, as U.S. automakers have done 
by expanding vigorously into Asia and other parts of the world. In essence, they have redefined 
their industry in global terms.
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The online auction industry is also in (or is rapidly approaching) the maturity stage—at 
least from the perspective of the U.S. market. The first online auction can be traced back to the 
1980s, but significant industry growth did not commence until the mid-1990s when Onsale, 
Yahoo, eBay, and others entered the market. Shakeout occurred in the late 1990s and early 
2000s as buyers and sellers began to coalesce around eBay and rivals exited the industry. 
Today, eBay is the dominant player across product lines, accompanied by a number of specialty 
auction sites such as StubHub (event tickets) and Auction.com (real estate). Of course, industry 
characteristics vary in other countries and additional growth is possible, particularly as more 
consumers in developing nations gain access to the Internet. 

The decline stage occurs when demand for an industry’s products and services decreases 
and often begins when consumers begin to turn to more convenient, safer, or higher quality 
offerings from firms in substitute industries. The once-stellar typewriter industry declined when 
people began using personal computers instead. Some firms may divest their business units in 
this stage whereas others may seek to “reinvent” themselves and pursue a new wave of growth 
associated with a similar product or service.

Growth is difficult to achieve when an industry is in decline. There are exceptions to the 
rule, however. Lorillard is the third largest cigarette producer in the United States. Sales at the 
top two producers—Altria Group and Reynolds American—declined 23% and 25% respectively 
from 2006 to 2010. Cigarette consumption declined markedly during the period as well, but 
Lorillard sales actually grew by 4%, increasing its market share from 11% to 14%. The company 
has bucked the trend in part by focusing on menthol brands like Newport and in part because 
its customers are younger on average than those of its rivals. Maintaining growth in the 2010s 
will be a challenge, however, as the industry will likely face increased government regulation 
and declining consumer demand.6

A number of external factors can facilitate movement along the industry life cycle. When 
oil prices spiked in 2005 and again in early 2012, for example, firms in oil-intensive industries 
such as airlines and carmakers began to feel the squeeze.7 When an industry is mature, firms are 
often better able to withstand such pressures and survive.

Although the life cycle model is useful for analysis, identifying an industry’s precise position is 
often difficult, and not all industries follow these exact stages or at predictable intervals.8 For exam-
ple, the U.S. railroad industry did not reach maturity for many decades and extended over 100 years 
before entering decline whereas the personal computer industry began to show signs of maturity 
after only 7 years. As the previous examples in the automobile and online auctions demonstrate, 
the stage of an industry’s development can vary across borders. Moreover, following an industry’s 
decline, changes in the macroenvironment may revitalize new growth. For example, the bicycle 
industry fell into decline when the automobile gained 
popularity but has since been rejuvenated by society’s 
interest in health and physical fitness. 

The notion of hypercompetition also cre-
ates a challenge. According to this perspective, 
industries emerge, develop, and evolve so rap-
idly that attempting to remain in the current 
stage may be neither possible nor worthwhile.9 
Because the old rules of industry evolution and 
competition are no longer valid, executives 
should be wary of life cycle models. For these 
reasons, identifying the industry life cycle stage 
can inform the strategic management process, 
but it is important not to place too much empha-
sis on the stage when making strategic decisions 
(see Case Analysis 2.1).
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Industry Structure ____________________________

Factors associated with industry structure can play a dominant role in the performance of many 
companies with the exception of those that are their notable leaders or failures.10 As such, 
one needs to understand these factors at the outset before delving into the characteristics of 
a specific firm. Michael Porter, a leading authority on industry analysis, proposed a systematic 
means of analyzing the potential profitability of firms in an industry known as Porter’s five forces 
model.11 According to Porter, an industry’s overall profitability (i.e., the combined profits of all 
competitors) depends on five basic competitive forces, the relative weights of which vary by 
industry (see Figure 3.2):

1. The intensity of rivalry among incumbent firms

2. The threat of new competitors entering the industry

3. The threat of substitute products or services

4. The bargaining power of buyers

5. The bargaining power of suppliers

These five factors combine to form the industry structure, and they suggest (but do not 
guarantee) profitability prospects for firms that operate in the industry. Each of the factors will 
be discussed in greater detail.

Intensity of Rivalry Among Incumbent Firms ______

Competition intensifies when a firm identifies the opportunity to improve its position or senses 
competitive pressure from other businesses in its industry, which can result in price wars, 

After the organization has been introduced, its industry must be defined in specific terms. This process can be difficult, depend-
ing on the firm. For example, most would agree that Kroger is in the “grocery store industry,” and its competition comes primar-
ily from other grocery stores. However, not all industry decisions are this simple. For example, should Wal-Mart be classified 
in the department store industry (competing with upscale mall-oriented stores) or in the discount retail industry (competing 
with low-end retailers such as Family Dollar)? Does Pizza Hut compete in the fast-food industry or in the broader restaurant 
industry? To further complicate matters, many corporations are diversified and compete in a number of different industries. For 
example, Anheuser-Busch operated both breweries and several theme parks before InBev acquired the firm and divested the 
parks in 2009. In cases in which multiple business units are competing in different industries, one needs to identify multiple  
industries. Market shares or relative market shares for the firm and its key competitors—based on the best available data—
should also be identified. 

The industry life cycle stage should also be identified. As discussed in future chapters, changes in firm- and business-level 
strategies may be necessary as the industry evolves. Understanding the stage is an important precursor to developing appropri-
ate strategies.

The importance of clarifying the industry definition at the outset cannot be overstated. External environmental forces that 
affect the industry cannot be assessed realistically without a clear definition. In addition, a firm’s relative strengths and weak-
nesses can be classified as such only when compared to other companies in the industry.

Case Analysis 2.1 Step 2: Identification of the Industry, the Life Cycle Stage, and the 
Competitors
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advertising battles, new product introductions or modifications, and even increased customer 
service or warranties.12 Rivalry can be intense in some industries. For example, a battle is waging 
in the U.S. real estate industry, where traditional brokers who earn a commission of 5% to 6% 
are being challenged by discount brokers who charge sellers lower fees. Agents for the buyer 
and seller typically split commissions, which usually fall in the $7,000 range for both agents 
when a home sells for $250,000. Discount brokers argue that the most critical service provided 
by the seller’s agent is listing the home in a multiple listing service (MLS) database, the primary 
tool used by most buyers and their agents to peruse available properties. Some discount brokers 
and do-it-yourself firms like FSBO.com provide sellers with an MLS listing for a flat fee in a 
number of markets—sometimes less than $1,000. Traditional brokers are angry, however, and 
argue that discount brokers do not provide the full array of services available from a full service 
broker. Traditional brokers continue to dominate the industry, however. They often control 
the local MLS databases (see realtor.com), and many discount brokers claim that they are not 
provided equal access to list their properties.13 Rivalry in this industry—especially between full 
service and discount brokers—remains quite intense.

Many retail sectors—from consumer electronics to department stores—are highly competi-
tive. In the United States, the intensity of rivalry is most apparent on the day after Thanksgiving, 
the official beginning of the Christmas shopping season. Retailers typically slash prices and offer 
huge incentives to attract customers on this day known as “Black Friday.” Many stores open 
as early as 5:00 am with discounts so deep that some consumers begin forming a line the day 
before. In 2011, a number of stores including Target, Macy’s, Kohl’s, and Best Buy even backed 
their opening times to midnight to get a jump on the competition.14

A similar situation exists in the airline industry, where fares are not based solely on cost and 
distance traveled but also on competitive pressures. One study found that passengers flying out 
of Pittsburgh paid an average of 77% less per mile for a domestic airline ticket when compared 
to passengers flying out of Cincinnati. The reason for the difference has little if any to do with 
airport costs but instead with the presence of discount airlines such as Southwest Airlines and 
AirTran Airways.15 Hence, rivalry in this industry is intense, and price wars can have a keen 
effect on firm behavior.

Competitive intensity often evolves over time and depends on a number of interacting fac-
tors, as discussed next. Each of these factors should be assessed independently and then inte-
grated into an overall perspective.

Figure 2.1  Porter’s Five Forces Model

Barriers to Entry

Existing Rivalry

Threat of
Substitutes

Bargaining Power
of Suppliers

Bargaining Power
of Buyers
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Concentration of Competitors
Both the number of companies in the industry and their relative sizes or power levels influence 
an industry’s intensity of rivalry. Industries with few firms tend to be less competitive, but those 
with many firms that are roughly equivalent in size and power tend to be more competitive, as 
each one fights for dominance. Competition is also likely to be intense in industries with large 
numbers of firms because some of those companies may believe that they can make competi-
tive moves without being noticed.16

A quick means of assessing market concentration is to sum the market shares of the four 
leading firms in an industry. The larger the four-firm concentration ratio, the more concentrated 
the industry. A limitation of this measure is that it does not consider the relative sizes of the top 
four firms—only the sum. An industry with five rivals each holding 20% of the market would be 
more competitive than an industry whose largest four firms hold 75%, 2%, 2%, and 1% respec-
tively. In this example, however, both industries would have the same four-firm concentration 
ratio: 80.

The Herfindahl-Hirschman Index (HHI) is a commonly accepted, more sophisticated 
measure of market concentration. The HHI is calculated by summing the squares of the mar-
ket shares for each firm competing in an industry. Following the previous example, the HHI in 
the first industry would be 202 + 202 + 202 + 202 + 202, or 2,000 whereas the HHI in the second 
industry would be 752 + 22 + 22 + 12, or 5,634. The higher the HHI, the more concentrated the 
industry.17

Regulators often block proposed mergers and acquisitions when industry concentration is 
high. Historically, the U.S. Department of Justice and the Federal Trade Commission have con-
sidered HHI scores above 1,800 to be concentrated and scores below 1,000 to be unconcen-
trated. These regulators have often approved proposed mergers where the HHI would remain 
below 1,000 and rejected those where the resulting HHI would be above 1,800. Proposed merg-
ers resulting in an HHI between 1,000 and 1,800 require additional scrutiny. The heavy reliance 
on the HHI in assessing the competitive effects of a proposed merger is changing, however, as 
other industry- and firm-specific factors have become greater considerations.

Needless to say, the HHI depends on one’s definition of industry, and firms involved in 
proposed mergers tend to argue for broader definitions than do regulators. The same holds 
true when regulators seek to dismantle a monopoly, such as occurred in 1982 when the U.S. 
Department of Justice “broke up” the single telephone company AT&T into seven regional hold-
ing companies. When Office Depot and Staples announced plans to merge in 1996, the two 
firms claimed to control only 6% of the market for office supplies. Regulators, however, limited 
the industry to “superstores,” claiming a much higher figure and charging that a merger would 
stifle competition. To prove this claim, they noted that prices at Staples stores were higher in 
towns where there was no Office Depot. The merger was rejected, and both retailers have oper-
ated as separate entities ever since.18

When the satellite radio providers Sirius and XM announced a merger in 2007, critics—
including many in the U.S. Department of Justice—claimed that the combined company would 
hold a monopoly and consumers would be forced to pay higher prices. Company executives 
questioned the industry definition, as satellite radio is not the only means by which consumers 
can access a wide array of information, music, and other audio programming. When terrestrial 
radio and the Internet are also considered, satellite radio represents only a small percentage of 
the overall market. The Justice Department closed its investigation of the proposed merger in 
2008, at which time the two entities were combined to form Sirius XM. 

Similar arguments continue to be made in the case of Microsoft’s Windows operating sys-
tem. Critics claim Microsoft controls 80% of the operating system industry whereas Microsoft 
argues that it is a small player in the broader software industry. Hence, the notion of market con-
centration is inseparable from one’s definition of the industry.
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High Fixed or Storage Costs
When firms have unused productive capacity, they often cut prices in an effort to increase pro-
duction and move toward full capacity. The degree to which prices (and profits) can fall under 
such conditions is a function of the firms’ cost structures. Those with high fixed costs are most 
likely to cut prices when excess capacity exists because they must operate near capacity to be 
able to spread their overhead over more units of production. 

The U.S. airline industry experiences this problem periodically, as losses generally result 
from planes that are flying either with lots of empty seats or are not flying at all. This dynamic 
often results in last-minute fare specials in an effort to fill vacant seats. Consider the difficult 
times for U.S. airlines immediately following the 9/11 terrorist attacks. Price wars were common 
and were even initiated by low-cost airlines such as JetBlue and Southwest.19

Slow Industry Growth
Firms in industries that grow slowly are more likely to be highly competitive than compa-

nies in fast-growing industries. In slow-growth industries, one firm’s increase in market share 
must come primarily at the expense of other firms’ shares. Competitors often place more atten-
tion to the actions of their rivals than to consumer tastes and trends when formulating strategies.

Slow industry growth can be caused by a sluggish economy, as was the case for vehicles 
during the early 2000s and again in the early 2010s. As a result, manufacturers began to empha-
size value by enhancing features and cutting costs. In the early 2000s, Ford, General Motors, 
Nissan, Toyota, and others began to produce slightly larger trucks with additional features while 
trimming prices. Producers also began to develop lower-priced luxury cars in a fierce battle 
for sales.20 In the early 2010s, many producers emphasized value and fuel economy to attract 
buyers.

Slow industry growth—and even a decline in total revenues—is frequently caused by shifts 
in consumer demand patterns. For example, per capita consumption of carbonated soft drinks 
in the United States fell from its peak of 54 gallons in 1997 to around 46 gallons by 2009. During 
this same period, annual world growth declined as well as rising consumption of fruit juices, 
energy drinks, bottled water, and other noncarbonated beverages. Coca-Cola and PepsiCo 
acquired or developed a number of noncarbonated brands during this time in efforts to coun-
ter the sluggish growth prospects in soft drinks. Interestingly, these rivals now appear to have 
modified their industry definitions from a narrow “soft drink” focus to a broader perspective 
including noncarbonated beverages.21

Lack of Differentiation or Low Switching Costs
The more similar the offerings among competitors, the more likely customers are to shift 

from one to another. As a result, such firms tend to engage in price competition. When switch-
ing costs—one-time costs that buyers incur when they switch from one company’s products or 
services to another—are low, firms are under considerable pressure to satisfy customers who 
can easily switch competitors at any time. Likewise, when products or services are less differ-
entiated, purchase decisions are based on price and service considerations, resulting in greater 
competition.

Switching costs include both financial and nonfinancial costs that must be incurred by cus-
tomers who switch from one rival to another. For example, the switching costs for PC users who 
switch to a Mac include both financial outlays—the price of a new computer, software, and the 
like—and the time, energy, and effort required to become accustomed with a new operating 
system. Hence, where switching costs are high, the original producers tend to retain a strong 
position and can even thwart newcomers with more attractive offerings and prices. 
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Interestingly, firms often seek to create switching costs in efforts to encourage customer 
loyalty. Internet service provider (ISP) America Online (AOL), for example, encourages its users 
to obtain and use AOL e-mail accounts. Historically, these accounts were eliminated if the AOL 
customer switched to another ISP. When free e-mail accounts with Yahoo and other providers 
proliferated in the mid-2000s, AOL loosened this restriction in 2006, suggesting that most con-
sumers no longer see the loss of an e-mail account as a major factor when considering a switch 
to another ISP. Frequent-flier programs also reward fliers who patronize one or a limited num-
ber of airlines. 

The cellular telephone industry in the United States benefited from key switching costs for 
a number of years. Until regulations changed in late 2003, consumers who switched provid-
ers were not able to keep their telephone numbers. Hence, many consumers were reluctant 
to change due to the complications associated with alerting friends and business associates of 
the new number. Today, however, number portability greatly reduces switching costs, allowing 
consumers to retain their original telephone number when they switch providers.22 Of course, 
cellular providers continue to offer free to deeply discounted phones with 1- and 2-year com-
mitments to make switching difficult. Hence, while prospective newcomers prefer low switch-
ing costs to facilitate entry into an industry, incumbents tend to raise these costs whenever 
 possible to keep them out. 

Capacity Augmented in Large Increments
When production can be easily added in single increments, overcapacity is not a major concern. 
However, if economies of scale or other factors dictate that production be augmented in large 
blocks, then capacity additions may lead to temporary overcapacity in the industry, and firms 
may cut prices to clear inventories. Airlines and hotels, for example, must acquire additional 
capacity in large increments because it is not feasible to add a few airline seats or hotel rooms 
as demand warrants. When additional blocks of seats or rooms (i.e., additional planes or hotels) 
become available, firms are under intense pressure to cover the additional costs by filling them.

Diversity of Competitors
Companies that are diverse in their origins, cultures, and strategies often have different goals 
and means of competition. Such firms may have a difficult time agreeing on a set of “rules of 
combat.” As such, industries with global competitors or with entrepreneurial owner-operators 
tend to be diverse and particularly competitive. Internet businesses often “change the rules” for 
competition by emphasizing alternative sources of revenue, different channels of distribution, 
or a new business model. This diversity can increase rivalry sharply.

High Strategic Stakes
Competitive rivalry is likely to be high if firms also have high stakes in achieving success in a 
particular industry. For many strong, traditional companies, failing in their web-based ventures 
may not be seen as an option. A web presence is viewed as necessary regardless of profitabil-
ity. Large global firms seeking a permanent presence in a particular country might be willing to 
operate at a loss for an extended period of time. In industries with high strategic stakes, new 
entrants would be forced to compete with existing firms that are not even profitable.

High Exit Barriers
Exit barriers are economic, strategic, or emotional factors that keep companies from leaving 
an industry even though they are not profitable or may even be losing money. Examples of 
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exit barriers include fixed assets that have no alternative uses, labor agreements that cannot be 
renegotiated, strategic partnerships among business units within the same firm, management’s 
unwillingness to leave an industry because of pride, and governmental pressure to continue 
operations to avoid adverse economic effects in a geographic region.23 When substantial exit 
barriers exist, firms choose to compete at a loss as a lesser of two evils—a practice that can drive 
down the profitability of competitors as well.

Threat of Entry _______________________________

An industry’s productive capacity expands when new competitors enter. Unless the market 
is growing rapidly, new entrants intensify the fight for market share, lowering prices, and, 
ultimately, industry profitability. When large, established firms control an industry, new entrants 
are often pelted with retaliation when they establish their operations or begin to promote 
their products aggressively. For example, Seven-Up launched Like Cola directly against Coke 
and Pepsi in 1982 in an effort to make inroads into the cola segment of the soft drink market. 
Without delay, the two major competitors responded with strong promotional campaigns, Like 
was withdrawn from the market, and Pepsi and Coke have dominated the cola market in the 
United States ever since. Hence, if prospective entrants anticipate a firm retaliation from existing 
firms, they are less likely to enter the industry in the first place. Retaliation is most likely to occur 
when incumbent firms are committed to remaining in the industry or have sufficient cash and 
productive capacity to meet anticipated customer demand in the future.24

The likelihood that new firms will enter an industry is also contingent on the extent to which 
barriers to entry have been erected—often by existing competitors—to keep prospective 
newcomers out.25 From a global perspective, many barriers have declined, as firms in countries 
like India and China make use of technology—and specifically a developing global fiber-optic 
network—to gain access to industries in the West. For example, as many as half a million U.S. 
Internal Revenue Service (IRS) tax returns are prepared annually in India. Hence, barriers are 
always changing as technology, political influences, and business practices also change.26

The seven major barriers (obstacles) to entry are described in the following sections (see 
also Strategy at Work 2.1). As with intensity of rivalry, each factor should be assessed indepen-
dently and then integrated into an overall perspective on entry barriers.

U.S. airline deregulation in 1978 was intended to encourage new start-up ventures and foster 
competition. For a while, it seemed to be working; new companies such as Southwest Airlines 
and AirTran (acquired by Southwest in 2011) helped to lower ticket prices significantly. Over 
time, however, the major airlines have succeeded in erecting enormous barriers to entry, such as 
the following:

1. The global alliances that exist among major world carriers result in substantial control 
over hubs and passenger-loading gates at large airports, where such carriers already typi-
cally hold 20- to 40-year leases. In addition, most airlines have a large number of U.S. hub 
airports, a feeder system to those hubs, and international routes that tie into the hubs. 
Such systems take decades and hundreds of millions of dollars to acquire.

(Continued)

Strategy at Work 2.1: Creating Barriers to Entry in the Airline Industry27
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Economies of Scale
Economies of scale refer to the decline in unit costs of a product or service that occurs as the 
absolute volume of production increases. Scale economies occur when increased production 
drives down costs and can result from a variety of factors, most namely high firm specialization 
and expertise, volume purchase discounts, and a firm’s expansion into activities once performed 
at higher costs by suppliers or buyers. Economies of scale exist in most industries but to differ-
ent extents. Substantial economies of scale deter new entrants by forcing them either to enter an 
industry at a large scale—a costly course of action that risks a strong reaction from existing firms—
or to suffer substantial cost disadvantages associated with a small-scale operation. For example, 
a new automobile manufacturer must accept substantially higher per-unit costs as a result of the 
massive investment required to establish a production facility unless a large volume of vehicles can 
be produced at the outset. In contrast, while a new restaurant can enjoy economies of scales by 
attracting a large number of customers early on, higher per-unit costs associated with a slow start 
are easier to overcome as long as the firm is able to achieve modest growth.

Brand Identity and Product Differentiation
Established firms may enjoy strong brand identification and customer loyalties that are based 
on actual or perceived product or service differences. Typically, new entrants must incur sub-
stantial marketing and other costs over an extended period of time to overcome this barrier. 
Differentiation is particularly important among products and services where the risks asso-
ciated with switching to a competitive product or service are perceived to be high, such as 

(Continued)

2. Major airlines own the computer reservation systems, negotiate commission arrange-
ments with travel agents for bringing business to them, and charge small carriers hefty 
fees for tickets sold through those systems. By operating their own websites, U.S. airlines 
have been able to eliminate the commission fees paid for domestic bookings. Even the 
surviving online agencies like Travelocity, Orbitz, and Expedia must seek profits by pack-
aging hotels and rental cars with airline tickets or by purchasing blocks of airline tickets 
on select flights far in advance to control the price.

3. All major carriers operate frequent-flier programs that encourage passengers to avoid 
switching airlines. Many of the programs expire when a passenger does not fly on the 
airline after a specific period of time, often 3 years.

4. Airline computer-pricing systems enable them to selectively offer low fares on certain 
seats and to certain destinations (often purchased well in advance or at the last minute), 
thereby countering a start-up airline’s pricing edge.

5. The dominant major carriers are willing to match or beat the ticket prices of smaller niche 
airlines and often respond to price changes within hours. Most are capable of absorbing 
some degree of losses until weaker competitors are driven out of business.

These barriers are designed to keep control of the airline industry’s best routes and markets in 
the hands of a few carriers, even after two decades of deregulation. As such, newly formed carri-
ers are often limited to less desirable routes. Although many upstarts fail in their first year or two 
of operation, others such as Southwest and JetBlue have been successful and are filling viable 
niches in the industry. Interestingly, the airline industry fallout from the events of 9/11 was felt 
the most by established competitors such as American Airlines and United Airlines.
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over-the-counter drugs, insurance, and baby-care products. The producer of a new toothpaste 
typically spends heavily to counter affinities to established brands like Colgate and Crest.

Capital Requirements
Generally speaking, higher entry costs tend to restrict new competitors and ultimately increase 
industry profitability.28 Large initial financial expenditures may be necessary for production, 
facility construction, research and development, advertising, customer credit, and inventories. 
Some years ago, Xerox cleverly created a capital barrier by offering to lease, not just sell, its 
copiers. As a result, new entrants were faced with the task of generating large sums of cash to 
finance the leased copiers.29 Of course, this barrier was short-lived. As the industry grew and 
technological advances lowered the cost of copiers, this barrier eroded.

Switching Costs
As previously discussed, switching costs are the upfront costs—financial and nonfinancial—that buy-
ers of one firm’s products may incur if they switch to those of a rival. If these costs are high, buyers 
may need to test the new product first, make modifications in existing operations to accommodate 
the change, or even negotiate new purchase contracts. When switching costs are low—typically 
the case when consumers try a new grocery store—change may not be difficult. Likewise, fast-food 
restaurants generally have little difficulty persuading consumers to switch from one restaurant to 
another—at least once—when products are introduced.

Access to Distribution Channels
In some industries, firms that wish to use existing distribution channels must entice distributors 
through price breaks, cooperative advertising allowances, or sales 
promotions. Existing competitors may have distribution chan-
nel ties based on long-standing or even exclusive relationships, 
requiring the new entrant to create its own channels of distribu-
tion. For example, a number of manufacturers and retailers have 
formed partnerships with FedEx or UPS to transport merchandise 
directly to their customers. As a distribution channel, the Internet 
may offer an alternative to companies unable to penetrate the 
existing channels.

Cost Advantages Independent of Size
Many firms enjoy cost advantages emanating from economies of 
scale. Existing competitors may have also developed cost advan-
tages not associated with firm size that cannot be easily duplicated 
by newcomers. Such factors include patents or proprietary tech-
nology, favorable locations, superior human resources (HR), and 
experience in the industry. For example, eBay’s experience, repu-
tation, and technological capability in online auctions have made 
it very difficult for prospective firms to enter the industry. When 
such advantages exist for one or more existing competitors, pro-
spective new entrants are usually hesitant to join the industry.

Government Policy
Governments often control entry to certain industries with licens-
ing requirements or other regulations. For example, establishing 
a hospital, a nuclear power facility, or an airline cannot be done 
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in most nations without meeting substantial regulatory requirements. Although firms generally 
oppose government attempts to regulate their activity, this is not always the case. Existing com-
petitors often lobby legislators to enact policies that increase costs because they also make entry 
into their industry a complicated or costly endeavor.

Pressure From Substitute Products ______________

Firms in one industry often compete indirectly with firms in other industries that produce 
substitute products. By definition, substitute products are produced by firms in other 
industries; they satisfy similar consumer needs but differ in specific characteristics. It should 
be emphasized that products and services affected by a firm’s competitors (i.e., companies 
in the same industry) do not represent substitutes for that firm. Substitutes always reside 
outside of a firm’s industry.

Because substitutes are not part of the industry, they cannot be identified until the industry is 
defined clearly. For example, suppose the industry of McDonald’s is defined specifically as fast 
food. Because Applebee’s does not meet the criteria for inclusion in the industry—fast service, 
drive-thru service, easy-to-eat food, and the like—it would not be considered a substitute. If 
the industry of McDonald’s is defined more broadly to include all restaurants, then Applebee’s 
would meet the criteria. In this instance, Applebee’s would be a rival, not a substitute. 

Although they emanate from outside the industry, substitutes can influence demand pat-
terns within the industry and can even limit the prices that firms can charge. For instance, low 
fares offered by airlines can place a ceiling on the long-distance bus fares that Greyhound can 
charge for similar routes. Hence, firms that operate in industries with few or no substitutes are 
more likely to be profitable.

Bargaining Power of Buyers ____________________

Firms in every industry must negotiate with both suppliers of required resources and buyers of 
the finished products or services. The buyers of an industry’s outputs can lower that industry’s 
profitability by bargaining for higher quality or more services and playing one firm against 
another. Levi Strauss discovered this when negotiating a sizeable contract with mega-retailer 
Wal-Mart. Ultimately, the famous American jean-maker decided to create a lower-cost brand by 
overhauling production and distribution efforts.30

A number of circumstances can raise the bargaining power of an industry’s buyers:

1. Buyers are concentrated, or each one purchases a significant percentage of total 
industry sales. If a few buyers purchase a substantial proportion of an industry’s 
sales, then they will wield considerable power over prices. This is especially 
prevalent in markets for components and raw materials.

2. The products that the buyers purchase represent a significant percentage of the 
buyers’ costs. When this occurs, price will become more critical for buyers, who 
will shop for a favorable price and will purchase more selectively.

3. The products that the buyers purchase are standard or undifferentiated. In such 
cases, buyers are able to play one seller against another and initiate price wars.

4. Buyers face few switching costs and can freely switch from one rival to another. 
Fast food is a prime example because consumers can readily switch among res-
taurants that are typically clustered together.

5. Buyers earn low profits, creating pressure for them to reduce their purchasing costs 
and negotiate more aggressively with industry firms. Producers of automobile parts 
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are often squeezed when profits decline among manu-
facturers.

6. Buyers can engage in backward integration by 
becoming their own suppliers. Large fast-food restau-
rants can purchase their own potato farms if they 
wish. Aware of this possibility, potato producers are 
under constant pressure to provide high-quality prod-
ucts and favorable terms. 

7. The industry’s product is relatively unaffected by the 
quality of the buyers’ products or services, thereby 
creating an incentive for firms to change suppliers 
and demand the lowest prices. When companies pur-
chase bottled water for office consumption, price is a 
key component. In contrast, when the quality of the 
buyers’ products is greatly affected by what they pur-
chase from the industry, buyer power is reduced 
because quality and special features will be the most 
important characteristics.

8. Buyers have access to the same product, market, 
and cost information as producers in the industry. 
The more information buyers have regarding 
demand, actual market prices, and supplier costs, 
the greater their ability to play one against another. 
The Internet has increased the quantity and quality of information available to 
buyers in a number of industries.

Bargaining Power of Suppliers __________________

The tug of war between an industry’s rivals and their suppliers is similar to that between the 
rivals and their buyers. When suppliers to an industry wield collective power over the firms in 
the industry, they can siphon away a portion of excess profits that may be gleaned. Alternatively, 
when an industry’s suppliers are weak, they may be expected frequently to cut prices, increase 
quality, and add services. This was the case among U.S. automakers during the 1990s and 2000s.31

The struggle between U.S. service stations and their suppliers—big oil companies—is 
another interesting example. When the popularity of E85 ethanol—a mixture containing 85% 
ethanol and 15% gasoline—began to rise in the mid- to late 2000s, many U.S. service stations 
were prohibited from carrying the alternative fuel. Oil companies that do not supply E85 lose 
sales every time a driver fills his tank with the ethanol mix. As a result, many prohibit their 
franchisees from carrying fuel from other producers. Service stations that are allowed to carry 
E85 are often required to dispense it from a pump on a separate island not under the main 
canopy, which is a costly endeavor. Because there are only a few major oil companies and 
thousands of service stations in the United States, the oil companies are able to wield most of 
the power.32

The conditions that make suppliers powerful are similar to those that affect buyers because 
negotiations are similar in both instances. Specifically, suppliers are powerful under the follow-
ing circumstances:

1. The supplying industry is dominated by one or a few companies. Concentrated 
suppliers typically exert considerable control over prices, quality, and terms 
when selling to fragmented buyers. This is especially true when a monopoly—
one dominant producer—exists. 
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2. There are no substitute products, weakening an industry’s rivals in relation to 
their suppliers. Automobile producers must purchase tires; there are no alterna-
tives. Other factors equal, this reality gives power to the tire manufacturers.

3. The industry as a whole is not a major customer of the suppliers. If a particular 
industry does not represent a significant percentage of the suppliers’ sales, then 
the suppliers control the balance of power. If competitors in the industry com-
prise an important customer, however, suppliers tend to understand the inter-
relationships and are likely to consider the long-term viability of their 
counterparts—not just price—when making strategic decisions.

4. The suppliers pose a credible threat of forward integration by “becoming their own 
customers.” If suppliers have the ability and resources to distribute their own prod-
ucts and operate their own retail outlets, they will possess considerable control over 
buyers. Many producers have exerted this control by selling directly to consumers.

5. The suppliers’ products are differentiated or have built-in switching costs, 
thereby reducing the buyers’ ability to play one supplier against another. In such 
instances, firms have little or no choice but to purchase the products, regardless 
of price or other terms.

Limitations of Porter’s Five Forces Model _________

Generally speaking, the five forces model is based on the assumptions of the IO perspective 
on strategy, as opposed to the resource-based perspective. Although the model serves as a 
useful analytical tool, it has several key limitations. First, it assumes the existence of a clear, 
recognizable industry. As complexity associated with industry definition increases, the ability 
to draw coherent conclusions from the model diminishes. Likewise, the model addresses only 
the behavior of firms in an industry and does not account for the role of partnerships, a growing 
phenomenon in many industries. When firms “work together,” either overtly or covertly, they 
create complex relationships that are not easily incorporated into industry models.

Second, the model does not take into account the fact that some firms, most notably large 
ones, can often take steps to modify the industry structure, thereby increasing their prospects for 
profits. For example, large airlines have been known to lobby for hefty safety restrictions to cre-
ate an entry barrier to potential upstarts. Mega-retailer Wal-Mart even employs its own team of 
lobbyists in Washington, D.C.

Third, the model assumes that industry factors, not firm resources, comprise the primary 
determinants of firm profit. This issue continues to be widely debated among both scholars and 
executives.33 This limitation reflects the ongoing debate between IO theorists who emphasize 
Porter’s model and resource-based theorists who emphasize firm-specific characteristics. The 
resource-based perspective is addressed later in the strategic management process.

Finally, a firm that competes in many countries typically must analyze and be concerned 
with multiple industry structures. The nature of industry competition in the international arena 
differs among nations and may present challenges that are not present in a firm’s host country.34 
One’s definition of the industry of McDonald’s may be limited to fast-food outlets in the United 
States but may also include a host of other traditional restaurants when other countries are con-
sidered. Different industry definitions for a firm across borders can make the task of assessing 
industry structure quite complex.

These challenges notwithstanding, a thorough analysis of the industry via the five forces 
model is a critical first step in developing an understanding of competitive behavior within an 
industry.35 In a general sense, Porter’s five forces model provides insight into profit-seeking 
opportunities, as well as potential challenges, within an industry (see Case Analysis 2.2). 
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Porter’s five forces model should be applied to the industry environment—as identified in the previous step—by examining 
threat of entry, rivalry among existing competitors, pressure from substitute products, and the bargaining power of buyers and 
suppliers. Each of the specific factors identified in the rivalry and new entrants sections should be assessed individually. In addi-
tion, each of the five forces should be evaluated with regard to its positive, negative, or neutral effect on potential profitability 
in the industry. In most instances, both positive and negative influences will be identified. An overall assessment that considers 
the composite effect of all five forces should also be provided. This assessment identifies the industry as profitable, unprofit-
able, or somewhere in between.

Step 4: What Firms Have Succeeded and Failed in the Industry,  
and Why? What Are the Critical Success Factors?

Every industry has recent winners and losers. To understand the CSFs, one must identify the companies that are doing well, as 
well as those that are doing poorly, and determine whether their performance levels appear to be associated with similar fac-
tors. For example, McDonald’s, KFC, and Taco Bell are long-term successful players in the fast-food industry, while rival Arby’s 
has struggled. Are there any common factors that may help explain the differences in performance? Consider that many ana-
lysts have noted that consistency and speed of service are CSFs in the fast-food industry. Indeed, McDonald’s, KFC, and Taco 
Bell are all noted for their fast, consistent service.

Several key CSFs can usually be identified by studying an industry’s history. Examples of success and failure should be identi-
fied and used as a basis for identifying CSFs. A business may succeed even if it does not possess a key industry CSF, although this 
is the exception, not the rule. Chipotle Mexican Grill, for example, has become a highly successful fast-food chain without display-
ing its products, advertising on television, franchising, or constantly cutting costs—all factors one might consider to be CSFs in the 
fast-food industry.36 However, the likelihood of success is diminished greatly when a business does not possess a CSF.

Case Analysis 2.2 Step 3: Potential Profitability of the Industry

Summary

An industry is a group of companies that produce similar products or services. Industries tend to progress through readily 
predictable life cycle stages. Michael Porter has identified five basic competitive industry forces that can ultimately influence 
profitability at the firm level: (1) intensity of rivalry among incumbent firms in the industry, (2) the threat of new entrants 
in the industry, (3) the threat of substitute products or services, (4) bargaining power of buyers of the industry’s outputs, 
and (5) bargaining power of suppliers to the industry. Firms tend to operate quite profitably in industries with high-entry 
barriers, low intensity of competition among member firms, no substitute products, weak buyers, and weak suppliers. These 
relationships are tendencies, however, and do not mean that all firms will perform in a similar manner because of industry 
factors. Although Porter’s model has its shortcomings, it represents an excellent starting point for positioning a business 
among its competitors.

Key Terms

Barriers to Entry: Obstacles to entering an industry, including economies of scale, brand identity and product 
differentiation, capital requirements, switching costs, access to distribution channels, cost disadvantages independent 
of size, and government policy.
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Critical Success Factors (CSFs): Elements of the strategy that are essential for success among most or all competitors 
within a given industry.

Exit Barriers: Economic, strategic, or emotional obstacles to leaving an industry.

Herfindahl-Hirschman Index (HHI): A sophisticated measure of market concentration calculated by summing the 
squares of the market shares for each firm competing in an industry.

Hypercompetition: The notion that industries emerge, develop, and evolve so rapidly that identifying the current life 
cycle stage may be neither possible or worthwhile.

Industry: A group of competitors that produces similar products or services.

Industry Life Cycle: The stages (introduction, growth, shakeout, maturity, and decline) through which industries are 
believed to pass.

Market Share: The percentage of total market sales attributed to one competitor (i.e., firm sales divided by total 
market sales).

Relative Market Share: A firm’s share of industry sales when only the firm and its key competitors are considered 
(i.e., firm sales divided by sales of the key firms in the industry).

Substitute Products: Alternative offerings produced by firms in another industry that satisfy similar consumer needs.

Switching Costs: One-time costs that buyers of an industry’s outputs incur as they switch from one company’s 
products or services to another’s.

Review Questions and Exercisess

1. Visit the websites of several major restaurant chains. Identify the industry(s) in which each one operates. 
Would you categorize them in the same industry or in different industries (e.g., fast food, family restaurants)? 
Why or why not?

2. Identify an industry that has low barriers to entry and one that has high barriers. Explain how the difference 
in entry barriers influences competitive behavior in these industries.

3. Identify some businesses whose sales have been adversely affected by substitute products. Why has this 
occurred?

4. Identify an industry in which the suppliers have strong bargaining power and another industry in which the 
buyers have most of the bargaining power. How does this affect potential profitability in the industries?

Practice Quiz

True or False?

 1. A firm always operates in a single, distinct industry.

 2. All industries follow the stages of the industry life cycle model. 

 3. The likelihood that new firms will enter an industry is contingent on the extent to which barriers to entry 
have been erected.

 4. Higher capital requirements for entering an industry ultimately raise average profitability within that industry.

 5. Substitute products are produced by competitors in the same industry.

 6. A key limitation of Porter’s five forces model is its reliance on resource-based theory.
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Multiple Choice
 7. Industry growth is no longer rapid enough to support a large number of competitors in __________.

A. growth
B. shakeout
C. maturity
D. decline

 8. The intensity of rivalry among firms in an industry is dependent on __________.

A. concentration of competitors
B. high fixed or storage costs
C. high exit barriers
D. all of the above

 9. The decline in unit costs of a product or service that occurs as the absolute volume of production increases is known as 
__________. 

A. production effectiveness
B. effective operations management
C. economies of scale
D. technological analysis

10. When switching costs are high, __________. 

A. customers are less likely to try a new competitor.
B. companies spend more on technology.
C. companies seek new suppliers to reduce costs.
D. none of the above 

11. Which of the following is not a cost advantage independent of scale?

A. proprietary technology
B. favorable locations
C. experience in the industry
D. high volume of production

12. What is occurring when those who purchase an industry’s goods and services exercise great control over pricing and 
other terms?

A. a high bargaining power of suppliers
B. a low bargaining power of suppliers
C. a balance of power among suppliers
D. none of the above

Student Study Site

Visit the student study site at www.sagepub.com/parnell4e to access these additional materials:

•	 Answers to Chapter 2 practice quiz questions

•	 Web quizzes

•	 SAGE journal articles

•	 Web resources

•	 eFlashcards
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Focus and Scale on the Internet
The next wave of online business models must focus narrowly, rather than blindly pursuing scale.

by Tim Laseter

During the early days of the Internet, popular wisdom highlighted the power of the new virtual business model 
that could reach a mass market without the bricks-and-mortar constraints of the “old economy.” Venture capital-
ists threw money at the lucky startups and encouraged them to get big fast before competitors could gain a foot-
hold. Operating strategies were all about “scalability.” Although that model worked fine for a few companies, like 
Amazon and eBay, it proved a dead end for most. Today a simplistic approach built around mass markets and 
scalability is a near-certain recipe for failure.

That’s not to say that we won’t continue to be amazed by growth phenomena—like Facebook and Google—
that expand quickly by creating fundamentally new business models. But most Internet businesses are simply 
offering a new twist on an old business idea and, accordingly, seek to displace existing companies. No longer 
expecting every new idea to transform the old economy, entrepreneurs (and even venture capitalists) are begin-
ning to realize that scale is the result—not the cause—of business success.

A careful look at some past successes and failures as well as a few emerging Internet stars reveals that a clear 
focus on distinct capabilities has led to success. And, perhaps surprisingly, the old model of mass-market scal-
ability is being turned on its head by a new local focus. Instead of using the virtual nature of the Internet to reach 
a geographically unconstrained mass market, new companies are building distinct capabilities at a local level to 
attract loyal customers. Those capabilities—not scale—provide the barriers to entry that allow these companies to 
outperform their competitors. Much as in the old economy, leading Internet businesses are gaining scale by repli-
cating their success rather than pursuing scale as the key to success.

The Fallacy of Scale in B2B _______________________________

An examination of “B2B e-marketplaces”—a class of early Internet companies that sought to transform 
business-to-business transactions—demonstrates the fleeting value of scale and the virtual enterprise. Consider 
FreeMarkets Inc., founded in 1995, which offered to save companies up to 15 percent on their purchases through 
the use of online auctions. FreeMarkets used the Internet to help its clients tap a broader range of suppliers 
and create more competitive market dynamics through real-time feedback showing the latest price reduction. 
Over the course of a few hours, the clients confidently discovered the absolute rock-bottom prices by pushing 
every supplier to its “walk away” point. The traditional methods of issuing requests for quotes, then conducting 
multiple rounds of negotiations with a narrow list of candidates, took far longer and often left money on the table 
for the supplier to claim. The success FreeMarkets achieved led to a December 1999 initial public offering (IPO) 
that raised nearly US$200 million at a stock price of $48 per share. By the end of the opening day, the price had 
skyrocketed to close at $280 per share, which valued the company at a staggering $8 billion, despite its having 
revenues of only $13 million in the first nine months of that year.

Not surprisingly, the big industrial customers using the online auction services of the startups concluded that 
owning a B2B e-marketplace could be worth even more than the savings from the auctions. General Motors 
Company, which had accounted for 17 percent of the revenues earned by FreeMarkets during the nine months 
prior to the IPO, announced a consortium with rivals Ford Motor Company and Daimler-Chrysler AG just months 
later, in early 2000. The new entity, Covisint, would offer online auctions to its members and would also automate 
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information sharing and a host of transactions among the Detroit Three automakers and their suppliers. The vir-
tual scale of FreeMarkets was quickly trumped by the actual scale of existing players.

But the massive complexity costs of collectively redesigning the critical interfaces among all the vehicle manufactur-
ers and hundreds of suppliers swamped the anticipated benefits of economies of scale. As the Internet bubble burst, 
the auto companies realized that each of them worked with suppliers in different ways and had little desire to standard-
ize, especially because each had the scale to develop its own Internet software tools independently. FreeMarkets then 
acquired the auction services business line of Covisint in 2003 before being subsumed under Ariba Inc. in 2004. Also in 
2004, the collaborative software tools developed by Covisint were sold to the Compuware Corporation, which repur-
posed the software for a broader set of smaller companies that lacked the scale to develop their own tools.

So much for using the Internet to fundamentally transform the staid industries of the old economy. Maybe 
scale was not all it was cracked up to be.

Scale in Internet Retailing ________________________________

But perhaps FreeMarkets and even e-marketplaces in general were simply flawed business models. Or maybe 
the business-to-business market suffers from too much inertia to allow a startup to succeed. After all, Amazon and 
eBay offer great models of success in the business-to-consumer (B2C) market, even though B2B mostly offers 
Internet failures.

True, Amazon, a “pure play” startup founded in 1994, has come to dominate online retailing. With $34 billion 
in 2010 sales, Amazon is 2.5 times bigger than the second-largest online retailer and more than 70 times the size 
of the 50th-ranked one. Although a powerful example, Amazon’s success needs to be put into context: Online 
retail sales account for less than 4 percent of total retail in the United States. So Amazon may appear to be a big 
fish, but it is really just a medium-sized fish in a relatively small pond compared with the ocean of total global 
retail. The next 10 companies on the list of the top 500 Internet retailers as published by Internet Retailer maga-
zine all existed well before the World Wide Web came to our offices and homes, and have more sales in total than 
Amazon. Big-box office-supply retailers Staples, Office Depot, and OfficeMax take up three of those 10 slots. 
And although the online channel accounted for less than 1 percent of its total sales, Walmart garnered sixth place. 
Even the perennially troubled Sears made the top 10 by channeling 6.3 percent of its $44 billion in sales through 
the Internet. You have to drop to 12th place to find another pure-play online retailer, Newegg, a purveyor of 
computer hardware and software that was founded in 2001. Netflix, founded in 1997 and 14th on the list, offers 
another example of a company launched on the promise of the Internet. However, Newegg, Netflix, and Amazon 
are the only three nontraditional retailers in the top 25.

The vast majority of the pure-play startups that sought to dominate the mass market proved to be spectacu-
lar failures. One of the earliest flameouts, Value America Inc., offers a classic case of unbridled pursuit of scale. 
Founded in 1996 and funded by such heavyweights as FedEx founder Fred Smith and Vulcan Capital (the venture 
company of Microsoft cofounder Paul Allen), the company sought to sell anything and everything online. Value 
America used the deep pockets of its investors to buy full-page advertisements in USA Today. At the end of its 
first day of trading as a public company in April 1999, the company achieved a valuation of $2.4 billion; it filed for 
bankruptcy a mere 16 months later, in August 2000.

Webvan Group Inc. similarly sought to be a one-stop shop by delivering everything to the consumer’s door. 
Funded by a record-breaking $400 million in four rounds of venture capital financing, Webvan launched opera-
tions in Oakland, Calif., in June 1999. By the end of the year, it had raised another $400 million to initiate nationwide 
expansion in the form of 26 additional distribution centers, each carrying a price tag of $35 million. But revenues did 
not come as quickly as expected. Rather than meeting the projections to generate positive cash flow in five quar-
ters, the Oakland facility was operating at less than 30 percent capacity utilization at the end of 2000. By the spring 
of 2001, Webvan was losing $100 million per quarter and its stock price had dropped from a high of $34 at its initial 
public offering to less than 30 cents. It shut down in July 2001, just over two years after it began online operations.

Amazon may appear to be a lucky exception, but in reality it built its scale via a combination of an initially nar-
row focus and a major investment in unique capabilities. Although Jeff Bezos chose the name Amazon as a nod to 
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the world’s most voluminous river, with a vision of being Earth’s biggest store, he started by focusing on the inef-
ficient supply chain of bookselling. From this base, Bezos invested in technology and operational capabilities that 
would provide a source of competitive advantage. Amazon’s website defined the standards for online shopping 
convenience, with innovations such as its patented one-click shopping feature. Unlike other startups, Amazon 
did not seek to outsource fulfillment, but instead sought to become the industry leader by continuously investing 
in and improving this critical capability. Not until 1999—five years after the company was launched—did Bezos 
make the claim (publicly and audaciously, in a Time magazine article) that Amazon fulfillment centers were being 
designed to handle “Anything, with a capital A.”

Lessons in Focus ________________________________________

Amazon has gained scale through its success rather than seeking scale as the key to success. In doing so, it 
followed a path similar to that of Walmart, the dominant mass-market player of traditional retailing. As the world’s 
largest company, Walmart certainly benefits from scale economies, but it did not become the world leader 
because of a scale advantage. When Sam Walton opened his first Walmart in 1962, he had already spent 17 years 
learning about retail. His new chain built discount stores in smaller, underserved cities and towns in the southern 
United States. It took 30 years of steady growth for Walmart to pass the then-dominant discounters, Kmart in 1990 
and Sears in 1992. Walmart’s revenues now total $419 billion, nearly 10 times the combined sales of those formerly 
dominant rivals, which now operate as the Sears Holdings Corporation after a survival merger in 2005.

Many of the recent success stories of the Internet demonstrate the value of focus over scale. Two of the best 
examples are Zappos.com Inc. and Quidsi Inc., both high-profile acquisitions by Amazon over the last two years. 
In 2009, Amazon closed a $1.2 billion acquisition of Zappos, its biggest deal ever. Zappos, founded in 1999, focuses 
on shoes, a tough category to sell on the Internet because customers want to try shoes on to ensure proper fit, and 
they often return them. So Zappos focused not only on shoes, but more importantly on building a set of capabilities 
to attract and retain loyal customers. (See “At Zappos, Culture Pays,” by Dick Richards, s+b, Autumn 2010.) Under 
the leadership of CEO Tony Hsieh, the company moved its headquarters to Las Vegas in 2004 because of diffi-
culty  finding good customer service staff in San Francisco. Las Vegas already had a large call-center industry and a 
 24-hour-a-day culture fitting for an online business. But Zappos also rewrote the rules of the typical call center to 
build a capability far different from the traditional mass market–focused model of other online retailers. Amazon tries 
to encourage customers to interact through the Web rather than the phone, whereas Zappos encourages members 
of its “customer loyalty team” to connect emotionally with the customer whenever possible. Team members are not 
measured on call productivity—that is, how quickly they can process a customer and get off the phone. Instead, 
company lore celebrates the record for the longest call with a single customer, now standing at around eight hours.

Zappos cares about cost—one of its 10 core values is “Do more with less.” But according to VP of 
Merchandising Steve Hill, “We price competitively, but we do not compete on cost. That’s not the way to attract 
loyal customers.” Zappos has nurtured those loyal customers to drive the growth of a $4.3 billion online shoe mar-
ket—and come to dominate it. Amazon was losing the game in the category despite its industry leadership and 
the extensive shoe offering on its main store and through a separate website, Endless.com, which it launched in 
2007. The Zappos focus on customer loyalty was trumping Amazon’s cost-based, mass-market model.

In November 2010, Amazon announced another large acquisition: Quidsi, the parent company of Diapers.
com and Soap.com. Again, both sites sold products that Amazon already offered online. But Quidsi was suc-
ceeding by building capabilities focused tightly on the needs of its core customer base: busy new parents. It now 
hopes to grow by following the evolving needs of this clear demographic segment.

Focus on Local Capabilities _______________________________

The latest trend on the Internet takes to the extreme a focus on capabilities rather than scale. Instead of seeking to 
serve the mass market from a virtual node on the Internet, independent of geography, companies are starting to 
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leverage the Internet at a local level, turning the scale-based model on its head—and perhaps putting the final nail 
in the coffin of the original Internet model.

Consider one of the latest phenoms, Groupon, which captured headlines in December 2010 by rejecting a $6 
billion offer from Google. Groupon started in Chicago in November 2008 and quickly expanded to Boston, New 
York City, and Toronto. In 2010, it expanded to nearly 500 new markets in North America and Europe, a stagger-
ing pace of nearly 10 cities per week.

A fairly simple concept has fueled this phenomenal growth. In each of its 500 markets, Groupon offers a “daily 
deal” that taps the marketing dollars of local businesses (a market in which Google has struggled). Consumers 
in the local market see promotional discounts from local merchants ranging from 50 to 90 percent off. Unless a 
predefined number of Groupon customers make a purchase, the deal does not “tip”; no one gets the bargain and 
the merchant pays nothing to Groupon. But the need to tip the deal encourages buyers to solicit their network of 
friends and family members to join the deal directly or through various social media such as Facebook. By early 
2011, the company had offered more than 100,000 deals in partnership with 58,000 local businesses.

Groupon certainly gains scale economies by serving so many locations, and the model has strong network 
effects. It boasts more than 50 million subscribers, which obviously attracts merchants interested in offering deals. 
But most deals are local and, accordingly, the relevant number for most merchants is not the 50 million subscrib-
ers but instead the number of local subscribers.

To ensure successful execution, Groupon uses the Internet and its global scale to attract customers through mass-
market advertising. But it also has to ensure its deals will appeal to its local customer base by vetting the local merchants 
in each city. Groupon has developed deep capabilities for identifying targeted merchants within priority cities, and 
it turns down the vast majority of the proffered merchant deals. With a promise of at least one deal a day in each city 
served, the company must have an effective and efficient set of routinized processes for working at the local level.

Some lesser-known examples of the emerging local focus are beginning to attract the attention of venture 
capitalists. Like Amazon before it, J. Hilburn—a Dallas-based startup—seeks to disintermediate an inefficient sup-
ply chain used by traditional local players. Founded in 2007, J. Hilburn offers custom-tailored clothing made from 
high-quality fabric, but at a price within the reach of most business professionals. The company makes use of the 
Internet to eliminate both the need to hold inventory and the risk of unsold products by procuring to order along 
a focused supply chain. In 2010, the company sold 60,000 custom-tailored shirts made from Italian fabric at its fac-
tory outside Macau, China, at prices ranging from $80 to $150 each.

To offer custom-made shirts, the company needs a local capability, provided by a network of “style advisors” 
who go to a client’s home or office to take tailoring measurements. As is the case in other direct-sales businesses, 
the style advisors receive a commission on their own sales as well as on the sales of other advisors they recruit 
to their network. J. Hilburn currently employs more than 500 style advisors, typically women with school-age 
children seeking extra income. Although potential customers can visit the company’s website to initiate the pur-
chase process, a search for the name of a style advisor is limited to a maximum of 30 miles from a given zip code. 
Despite the importance of its virtual model, building the local network remains key to J. Hilburn’s ability to fully 
leverage its Internet-enabled supply chain.

The clearest example of turning the old model on its head can be found in the grocery industry and the 
infamous “last mile” terrain that Webvan sought to tackle with the “get big fast” model of scalability and a mass-
market focus. (See “The Last Mile to Nowhere: Flaws & Fallacies in Internet Home-Delivery Schemes,” by Tim 
Laseter, Pat Houston, Anne Chung, Silas Byrne, Martha Turner, and Anand Devendran, s+b, Third Quarter 2000.) 
Unlike Webvan—or even the largely successful FreshDirect—Retail Relay Inc. seeks to minimize capital invest-
ment and avoid the pursuit of scale economies and mass-market consumers by building uniquely local capa-
bilities. Founded in 2007, the company offers online grocery shopping in Charlottesville and Richmond, Va., in 
partnership with local retailers, farmers, and employers through its website, RelayFoods.com. (Disclosure: I have 
served as an advisor to Relay since its founding.) The site offers more than 15,000 items in each city from a com-
bined network of roughly 90 local farms and stores, and taps into the food movement popularized by Michael 
Pollan in the New York Times bestseller The Omnivore’s Dilemma: A Natural History of Four Meals (Penguin Press, 
2006). Instead of targeting major metropolitan markets, Relay scales its operations to smaller cities and towns. It 
can afford to serve these less-dense populations by offering a mix of pickup locations throughout the area rather 
than seeking to serve all customers through a home delivery model.
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Like Zappos and Quidsi, the company does not seek the generic mass-market customer but instead focuses 
on a particular demographic—in this case, time-strapped “locavores”—that it can serve with a superior business 
model and turn into loyal customers. Relay views its ties to the local community as its competitive barrier to entry.

The Relay model stands in stark contrast to the failed models of the past as well as the current competition. 
Amazon also launched an experiment in online grocery, Amazon Fresh, in 2007. Although it is well aware of the 
challenges faced by Webvan and other online grocers, Amazon cannot ignore groceries, which represent a huge 
portion of total retail sales, if it expects to be Earth’s biggest store. Doug Herrington, the company’s VP of consum-
ables, told Bloomberg magazine in September 2009, “We have a lot of confidence in the long-term economics. For 
a significant portion of the population, they’re going to find that the convenience, selection and pricing of online 
grocery shopping is going to be really compelling.”

Although the thin margins and operational complexity in grocery have constrained Amazon from extending 
its pilot efforts beyond Seattle and London, no pure-play Internet retailer is better positioned for the challenge of 
precise, cost-effective delivery. Amazon can leverage its technological and operational expertise in a scale-based 
model once the market reaches the necessary size. Similarly, online grocer Peapod, founded in 1989, can lever-
age the existing footprint and scale of its parent, the $39 billion, Netherlands-based global grocer Royal Ahold NV, 
which operates hundreds of supermarkets in the U.S., including the Stop & Shop and Giant chains.

Execution Matters _______________________________________

Focusing on developing loyal customers and unique, local capabilities does not guarantee success on the Internet. 
Companies must inevitably fend off the competition by executing their strategies well. In September 2010—about 
halfway between its first and second funding rounds in Groupon—Battery Ventures founder Rick Frisbie told 
the Wall Street Journal, “I’m still not absolutely convinced that Groupon will be the kind of success we hope it will 
be.” He went on to explain that the company faces immense competition and a potentially indefensible position 
despite its current dominant market leadership.

Consider even the highly lauded Facebook. It leveraged its eye-popping growth rate to attract investors to fund invest-
ments in capabilities that attracted more and more users, which in turn attracted more investors, and, finally, some advertis-
ing revenue. Facebook has such a large base of users that it can help advertisers seek tightly focused customer segments. 
But now that Facebook has provided a blueprint, could a new competitor focus on a specific segment and steal those 
advertising dollars? Unlike the loyal customers of a Zappos or a Quidsi, the mass market can be quite fickle. As a reminder, 
Facebook CEO Mark Zuckerberg, who was named Time’s Person of the Year for 2010, might want to think about past 
magazine covers featuring the CEOs of what Time described as famous Web flameouts: Friendster, Napster, and Pets.com. 
Groupon founder Andrew Mason reportedly keeps these on display alongside his own Forbes cover in his Chicago head-
quarters, as a constant reminder that competitive advantage can be fleeting and that scale isn’t everything.

For most aspiring Internet entrepreneurs in today’s online environment, the most likely paths to success will 
start with focus, build on success, and then—and only then—lead to scale.

Author’s Note: A host of collaborators have helped discern the evolving trends on the Internet, including for-
mer Booz & Company colleagues Barrie Berg, Silas Byrne, Chris Capers, Anne Chung, Anand Devendran, David 
Evans, Pat Houston, Angela Huang, Brian Long, David Torres, and Martha Turner. More recently, academic col-
laborators Ken Boyer, Brent Goldfarb, David Kirsch, Eve Rosenzweig, Aleda Roth, Johnny Rungtusanatham, and, 
especially, Elliot Rabinovich have helped shape my thinking. 
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A fter the industry has been clearly defined and its potential profitability assessed, forces 
outside the industry should be considered. Constant changes in these external forces 

can present numerous challenges to strategic managers. It is important to understand how 
these forces collectively influence the industry in which a firm competes before strategic 
plans are developed. Although a number of individual companies are discussed, this chap-
ter continues with an industrial organization (IO) perspective by emphasizing effects on 
entire industries, not just firms.

Analysis of the External Environment ____________

Organizations and industries exist within a complex network of external forces. Together, these 
elements comprise the external environment, or macroenvironment. There are four categories 
of macroenvironmental forces: (1) political-legal, (2) economic, (3) social, and (4) technologi-
cal (see Figure 3.1). The analysis of external factors may be referenced as PEST—political-legal, 
economic, social, and technological—an acronym derived from the first letter of each of the four 
categories of forces. The effects of external environmental forces on a firm’s industry should be 
well understood before strategic options are evaluated. Political-legal and economic forces are 
addressed in this chapter. Social and technological forces are addressed in the next chapter.

Firms operating in multiple, distinct geographical markets may be affected in different 
manners by external forces in each market. For example, wide roads and relatively modest 
fuel taxes (i.e., political/legal factors) and a high standard of living (i.e., an economic factor) 
suggest higher demand for moderate to (relatively) large vehicles in the United States. In 
contrast, increased environmental concerns (i.e., a social force) and advances in electric 
vehicle production (i.e., a technological force) suggest higher demand for small, more fuel-
efficient vehicles. The environment is different in Latin America, where narrow roads, higher 
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fuel taxes, and less disposable income suggest higher demand for smaller cars. Interpreting the 
complexities of the external environment is both important and challenging.

Although large organizations and trade associations often attempt to influence change 
in the macroenvironment, these forces are usually not under the direct control of business 
organizations. On occasion, a dominant firm like Wal-Mart may be able to exert some degree of 
influence over one or more aspects of the macroenvironment. However, this level of influence 
is not common to most organizations because strategic managers typically seek to enable a firm 
to operate effectively within largely uncontrollable environmental constraints while capitalizing 
on the opportunities provided by its environment. 

Consider examples from rival retailers. Wal-Mart’s political action committee usually 
contributes heavily to candidates of both major parties in the United States every election year.1 
Wal-Mart mobilized its store managers through the United States in 2008, warning that a win by 
the Democrats would likely make it easier for workers to unionize. In 2010, Target contributed 
$150,000 to Minnesota Forward, a political group in its home state that backs pro-business 
candidates. One such candidate also opposed same-sex marriage, sparking demonstrations of 
gay-rights supporters outside of Target stores across the United States and a petition signed by 
240,000 consumers promising to boycott the retailer. The protest effort was organized by MoveOn.
org and demonstrates the risks firms can face when they seek to influence the political landscape.2

As previously mentioned, strategic managers must first identify and analyze these national and 
global forces and understand how each force affects the industries in which they operate before 
addressing firm-specific strategy concerns. Hence, understanding a force’s broad effects should 
precede understanding its specific effects. Applications of these forces that are unique or specific 
to the firm are considered as opportunities and threats later in the strategic management process.

Political-Legal Forces _________________________

Political-legal forces include such factors as the outcomes of elections, legislation, and judicial 
court decisions, as well as the decisions rendered by various commissions and agencies at every 
level of government. Some regulations affect many or all organizations. When the Massachusetts 
state legislature passed a bill in 2006 to require that businesses provide health insurance for 

Figure 3.1  Macroenvironmental Forces 
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its workers, all firms operating in the state were affected.3 When the 
U.S. Supreme Court ruled in 2007 that the Clean Air Act applies to car 
and truck carbon dioxide emissions, carmakers knew immediately 
that higher federal fuel economy standards were likely forthcoming.4 
When President Obama signed the Dodd-Frank Wall Street Reform and 
Consumer Protection Act in 2010, financial institutions were faced with 
heightened federal regulation.

Government regulations—regardless of intent or justification—can 
be costly to some business enterprises. For example, guidelines revised 
in April 2010 by the U.S. Environmental Protection Agency (EPA) 
required businesses that repair or renovate older buildings to adhere to 
strict lead-safe work practices. The new regulations most directly affect 
homes, schools, day care centers, and other buildings built before 
lead-based paint was banned in 1978. Renovators now must invest 
in equipment and supplies such as lead-testing kits, plastic sheeting, 
respirators, and protective clothing. At least one worker involved in the 
project must have EPA certification. Michael Davis, CEO of Guardian 
Preservation Services, a Chicago mold-removal company, estimates 
compliance costs to his company to be between $160,000 and 
$300,000 annually. These costs must be passed along to customers.5 

Regulations can be much more stringent in certain nations, such 
as in Venezuela where President Hugo Chavez has nationalized firms 
in the oil, telecommunications, and electricity industries following 
ascendency to power in 1998. The Venezuelan government typically compensates firms 
it nationalizes, but the extent to which they receive market value for their assets is widely 
questioned.6 

Argentina’s president Cristina Kirchner has also heavily regulated a number of industries, 
especially in areas controlled by global interests. In 2009, her administration crafted restrictive 
import-licensing requirements and imposed what is known as el impuestazo (“the big tax”), 
a doubling of the value-added tax (VAT) on imported electronics. At the same time, her 
administration cut taxes paid by electronics firms in Tierra del Fuego—the frigid and isolated 
southernmost part of the nation—in a protectionist attempt to create jobs. Kirchner’s move in 
2012 to nationalize the country’s largest oil-and-gas producer, YPF SA, received sharp criticism 
from both majority owner Repsol YPF of Spain and the Spanish government. Kirchner declared 
the petroleum industry to be of “national public interest” and confiscated 51% ownership of the 
firm from Repsol YPF’s 57% stake. The Argentine government did not pay the market price for 
the shares but instead appointed a federal tribunal to calculate a “fairer” (lower) payment.7

The automobile industry in the United States has been affected by a number of regulations 
in recent years. The U.S. National Highway Traffic Safety Administration constantly tests cars 
and trucks sold in the United States and pressures carmakers to improve safety performance.8 
Corporate average fuel economy (CAFE) standards can require that producers develop new 
vehicles or modify existing ones so that average fuel economy targets are met. This can be a 
costly venture. When President Bush signed the Energy Independence and Security Act of 2007, 
requiring automakers to increase average gas mileage to 35 miles per gallon by 2020, analysts 
estimated that the industry would spend more than $6 billion to comply, adding $275 to the 
price tag of a large truck by 2011.9 When President Obama announced an additional increase in 
CAFE standards to 55 miles per gallon by 2025, some analysts estimated that production costs 
will rise by as much as $3,000 per vehicle. Proponents of the higher standards argue that fuel 
savings would more than compensate for the additional costs if the target can be achieved.10

The effects of regulations can be complex, especially when enforcement is lax or 
inconsistent. Chipotle Mexican Grill discovered this in 2011 when U.S. Immigration and 
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Customs Enforcement (ICE) inspected company records and identified a large number of 
undocumented workers. Chipotle had to let go a large number of workers—more than half 
of its 900 employees in Minnesota alone. The fast-growing restaurant operated about 1,000 
restaurants with 30,000 employees—about one-half Hispanic—in 2012 with plans to hire an 
additional 100,000 workers by 2015. Chipotle operates in a high turnover industry where illegal 
immigrants are frequently hired and enforcement is sporadic and unpredictable. The ICE raid 
prompted CEO Monty Moran to meet with several U.S. senators in an effort to reform U.S. 
immigration policy.11

Military conflicts can also influence how a number of industries operate—especially 
those with tight global ties. For example, during the 2003 war in Iraq, many firms modified 
their promotional strategies, fearing that their television advertisements might be considered 
insensitive if aired alongside breaking coverage of the war. At the same time, others began 
to plan for meeting the anticipated future needs in Iraq for such products as cell phones, 
refrigerators, and automobiles. After the previous regime was ousted in mid-2003, American 
firms began to compete vigorously for lucrative reconstruction contracts.12

Interestingly, some firms—particularly large ones—favor specific regulations because they 
erect barriers to newcomers in the industry. In some instances, firms welcome direct financial 
assistance from government entities. Following the sharp declines in air travel in the United 
States after the 9/11 tragedy, airlines on the verge of bankruptcy campaigned for and received 
$15 billion in government support in 2002 and an additional $2.9 billion in 2003.13 In 2004, 
for example, Ford chief Bill Ford said he would support higher fuel taxes in exchange for 
government incentives to produce more energy-efficient vehicles.14 In 2008, the Troubled Asset 
Relief Program (TARP) provided direct financial assistance to General Motors and a number of 
financial institutions in the United States. Most recipients welcomed the assistance although it 
was accompanied by increased oversight and scrutiny.

Some government intervention is specifically designed to benefit certain industries—at least 
in the short term. For example, in 2009, the Car Allowance Rebate System (CARS)—better known 
as “Cash for Clunkers”—was deployed in the United States. CARS sought to provide government 
rebates up to $4,500 to consumers who traded in their less fuel-efficient vehicles for more efficient 
new ones. The $3 billion program was designed to improve overall emissions by requiring that 
“clunkers” be destroyed, and to provide a boost for an automobile industry suffering in a recession. 
Although CARS resulted in a late summer increase in short-term sales for carmakers as predicted.15

The unintended consequences or side effects of such intervention should also be considered.16 
CARS likely prompted many consumers to purchase vehicles earlier than they otherwise would 
have, reducing demand the following year. Money spent on vehicles cannot be spent in other 
sectors of the economy, which may explain while retail sales in July 2009—the month CARS funds 
were made available—were the lowest since January. Sales at used car dealers also declined during 
this period and used car values rose because of the fewer number available for resale. Automobile 
parts retailers such as AutoZone and Pep Boys also suffer when older vehicles are removed from 
the roads.17 Hence, as with any government action, the unintended consequences of market 
intervention designed to aid specific firms or industries must be considered.

In more cases than not, however, regulation can prove costly for firms in an industry. When 
mad-cow disease—a rare ailment of the brain transmitted through tainted meat—began to show 
up in the United Kingdom in early 2001, most of Europe responded by banning the import 
of British beef. Financial losses for the industry were staggering.18 Since 2005, U.S. packaged 
food manufacturers have been required to disclose the amount of trans fats in the products 
they distribute through grocery stores.19 Health advocates have also lobbied for governmental 
regulation of salt content in packaged foods, warning of the link between salt and high blood 
pressure. Deeply ingrained in the food production process, however, salt is all but impossible to 
eliminate because of its many benefits. Salt is inexpensive, enhances the taste of myriad foods, 
and often extends the shelf life.20
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Additional examples of costly regulations abound. In 2006, 
the U.S. Food and Drug Administration (FDA) issued guidelines 
concerning when food companies can reference their products as 
“whole grain.” Food companies can use the label if their products 
are made of rye, oats, popcorn, and wild rice but not soybeans, 
chickpeas, and pearled barley. The use of terms such as good source 
and excellent source to describe the amount of whole grains included 
in a product are also subject to debate and FDA rulings.21

In 2010, Chesapeake Bay Candle decided to build its first 
production facility in the United States. The candlemaker had three 
plants in Asia but wanted to be closer to its primary customer base 
in the United States. Its founders projected a cost of $2.5 million over 
9 months to build the facility but ended up spending more than $3.5 
million and waiting an additional several months due to regulatory 
delays. Expensive upgrades required to meet local building codes, 
special oil containment rooms and drainage requirements, new 
sprinkler and air-handling systems, and handicapped-accessible 
bathrooms slowed progress and raised costs dramatically.22

All societies have laws and regulations that affect business 
operations, although the extent of government intervention varies 
across nations. A major shift in U.S. policy occurred in the late 1970s and 
the 1980s in favor of “deregulation,” eliminating a number of legal constraints in such industries 
as airlines, trucking, and banking; however, not all industries were deregulated. By 1990, a 
reversal of trade protectionism and strong governmental influence in business operations began 
to take place. New economic policies reduced governmental influence in business operations 
by deregulating certain industries, lowering corporate taxes, and relaxing rules against mergers 
and acquisitions. This trend continued into the twenty-first century but crested in the early 
2000s. President Barack Obama’s election in 2008—coupled with Democrat Party majorities in 
both houses of Congress—solidified a shift in the opposite direction toward a greater federal 
government role in business affairs.23 The political winds can change frequently, however, as 
Republicans regained a majority in the House of Representatives in 2010, a balance of power 
that continued with Obama’s reelection in 2012. Interestingly, share prices of U.S. coal firms rose 
before Election Day in anticipation of a possible win by challenger Mitt Romney. Prices declined 

Legislation Purpose

Sherman Antitrust Act (1890) Prohibits monopoly or conspiracy in restraint of trade

Clayton Act (1914) Forbids contracts that tie the sale of one product to the sale of 
another

Federal Trade Commission Act (1914) Stops unfair methods of competition, including deceptive 
advertising, selling practices, and pricing

Webb-Pomerene Export Trade Act 
(1918)

Permits selected American firms to form monopolies in order to 
compete with foreign firms

Fair Labor Standards Act (1938) Sets minimum-wage rates, regulations for overtime pay, and child 
labor laws

(Continued)
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Table 3.1  Selected Examples of Government Regulation of Business in the United States

(Continued)

Legislation Purpose

Antimerger Act (1950) Makes the buying of competitors illegal when it lessens competition

Equal Pay (1963) Prohibits discrimination in wages on the basis of sex when males 
and females are performing jobs requiring equal skill, effort, and 
responsibility under similar working conditions

Clean Air Act (1970) Directs the Environmental Protection Agency (EPA) to create 
emission standards for potential pollutants

Occupational Safety and Health Act 
(1970) 

Requires employers to provide a hazard-free working environment

Consumer Product Safety Act (1972) Sets standards on selected products, requires warning labels, and 
orders product recalls

Equal Employment Opportunity Act 
(1972)

Forbids discrimination in all areas of employer–employee relations

Foreign Corrupt Practices Act (1978) Outlaws direct payoffs and bribes of foreign governments or business 
officials

Americans with Disabilities Act (1992) Protects the physically and mentally disabled from job discrimination

Family and Medical Leave Act (1993) Offers workers up to 12 weeks of unpaid leave after childbirth or 
adoption or to care for a seriously ill child, spouse, or parent

Food Quality Protection Act (1996) Reduces the amount of carcinogenic pesticides allowed in foods

Pension Security Act (2002) Gives workers more freedom to diversify their investments and 
greater access to quality investment advice concerning their 401(k) 
plans

Sarbanes-Oxley Act (2002) Created more detailed reporting requirements for boards and 
executives in public U.S. companies and accounting firms

CAN SPAM Act (2003) Prescribes rules and penalties for e-mail spammers, although 
enforcement is difficult

Car Allowance Rebate System (2009) Provided government rebates for consumers who traded in cars with 
low gas mileage for new, more efficient models; also called CARS or 
“Cash for Clunkers”

Patient Protection and Affordable Care 
Act (2010)

Increases regulation of health care providers and insurance 
companies in an effort to lower costs and expand coverage

Dodd-Frank Wall Street Reform and 
Consumer Protection Act (2010)

Outlines comprehensive regulation of U.S. financial markets and 
credit rating agencies

sharply the day after the election as investors expected a continuation of anti-coal policies initiated 
in President Obama’s first term.

A plethora of government regulations abounds; Table 3.1 presents examples of some of the 
major ones in the United States. 
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Many regulations, such as those listed in Table 3.1, affect multiple industries. Others, however, 
are designed specifically for a single industry, category of firms, or even a particular company. For 
example, a 1992 U.S. Supreme Court ruling requires retailers to collect state sales taxes only if they 
have a physical presence—typically a store—in the state where the customer initiates the purchase. 
Large and small retailers alike have since argued that the ruling enables online merchants like 
Amazon.com to effectively discount their goods at the expense of government coffers. Amid severe 
state budget crises in the early 2010s, big-box stores like Wal-Mart, Target, Best Buy, Home Depot, 
and others backed the efforts of a coalition called the Alliance for Main Street Fairness to change 
state laws to require online merchants to collect taxes across state lines. Online sales accounted for 
4.4% of retail activity in 2010, a figure projected to increase to 14.6% by 2020.24

In 2005, 18 U.S. states implemented the Streamlined Sales Tax Project in an effort to 
remove obstacles preventing retailers from collecting sales taxes with online sales. Estimated 
uncollected taxes associated with Internet sales was between $10 billion and $11 billion in the 
United States in 2011. A Credit Suisse 2011 study estimated that if Internet retailers were required 
to collect state sales tax, Amazon alone would lose $653 million in sales in 2011, approximately 
1.4% of an estimated $46 billion in revenue.25 

Consider a second example. In 2006, a U.S. federal court ruled that cigarette manufacturers 
cannot use the adjectives light or low tar to describe their products. This ruling not only requires 
firms to rename some of their products but it requires them to reposition them and hope that 
smokers do not assume that other aspects of the cigarettes have been changed as well. Hence, 
familiar brands like Altria’s Marlboro Lights and Reynolds American’s Camel Lights must be 
changed to accommodate the ruling.26 

Industry- and firm-specific regulations often follow a safety crisis. After Kam Air Flight 
904 crashed and killed all 104 people on board in 2005, the European Union placed Phoenix 
Aviation—the company that leased the plane to the small, private Afghan carrier—on its backlist 
of carriers considered too dangerous to fly within the European Union. The U.S. FDA instituted 
stricter food safety regulations for an entire industry in 2008 following a salmonella outbreak 
linked to lettuce, peanut butter, and even pet food.27 

Other regulations represent a response to public demand. Debates over public bans on 
smoking, for example, have pitted smokers and defenders of their rights against those concerned 
about the effects of smoking on the health of nonsmokers. A prominent study in Scotland found 
that hospital admissions for heart attacks and coronary problems fell 14% for smokers and 20% for 
nonsmokers in the year after Scotland banned smoking in public. Such findings have fueled calls 
for greater limits, resulting in varying degrees of government regulation in various locales in the 
United States. Not only have such bans affected the cigarette industry but smoking bans also affect 
other establishments, including restaurants, hotels, and retailers.28

In late 2010, the San Francisco board of supervisors voted to disallow restaurants from 
including toys as part of a meal unless the accompanying food complied with prescribed limits 
of calories, sugar, sodium, and fat content. Ostensibly aimed at curbing childhood obesity, 
the measure targeted McDonald’s Happy Meals. The new rule was scheduled to take effect in 
December 2011. Shortly after the San Francisco vote, the advocacy group Center for Science 
in the Public Interest—on behalf of a 41-year-old mother of two—filed a lawsuit against 
McDonald’s accusing the chain of employing deceptive advertising practices to attract children 
to their restaurants. The center alleges that Happy Meals contain amounts of fat, sodium, and 
calories much higher than government recommended levels. Responding to the attacks, CEO 
Jim Skinner attacked the “food police,” charging the legislation “takes personal choice away 
from families who are more than capable of making their own decisions . . . We’ve seen many 
years of someone trying to dictate behavior through legislation. . . . We sell choices on the menu 
that make our customers feel better about their lifestyle.”29 

Industry regulation can arise when consumers express confusion about a specific category 
of products or services. For example, in 2011, the U.S. FDA issued labeling requirements for 
sunscreens. Many consumers did not understand the different types of protection offered and 
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simply relied on the ultraviolet B (UVB) sun protection factor (SPF) provided on the label. While 
UVB rays primarily cause sunburn, ultraviolet A (UVA) rays can also contribute to wrinkles and 
skin cancer. The new rules required sunscreens labeled broad spectrum to protect against both 
UVA and UVB rays. Only those with an SPF rating of 15 or higher will be allowed to state that 
they reduce the risks of premature aging and cancer; those with SPF ratings below 15 were 
required to carry a warning. Moreover, manufacturers were prohibited from using the terms 
waterproof or sweat-proof, and only those that pass a test can claim to be water-resistant.30 

Sometimes political-legal forces target specific firms, especially when they are dominant 
in their industries.31 Environmental suits ostensibly funded by grassroots organizations slowed 
or prevented Wal-Mart’s expansion into a number of communities in the 2000s. In 2010, the 
Wall Street Journal reported that competitors Safeway, Supervalu, and Ahold were secretly 
funding hundreds of lawsuits against the industry leader. In late 2010, Wal-Mart began fighting 
back against what it saw as an ongoing corporate-sabotage campaign sponsored by its rivals. 
Wal-Mart petitioned judges to require its opponents to disclose individuals and organizations 
funding the suits.32 

The threat of government regulation can have a significant affect on an industry as well. For 
example, a number of states passed laws prohibiting the use of talking and/or texting on cell 
phones while driving in the early 2010s. With other states and the National Highway Traffic Safety 
Administration considering additional regulations, many automobile and cell phone manufacturers 
joined in an effort called the Car Connectivity Consortium to develop and promote functionality 
standards for smartphones. The idea is to develop phones and apps that utilize hands-free 
technology and create fewer distractions for drivers. Surveys also suggest that most consumers 
consider texting while driving to be a major safety threat and favor government bans. Hence, social 
pressure—a topic discussed in the next chapter—is also prompting industry change.33

Government action can also emanate from litigation. In 2008, for example, the U.S. Justice 
Department reached a settlement with the National Association of Realtors in an antitrust case 
involving the trade group’s control of home listings displayed on the Internet. Association rules had 
previously allowed brokers to block their listings of homes for sale from being displayed on the 
websites of other brokers. The settlement disallowed such activity aimed as restricting equal access 
of “online brokers” to the same database accessible by traditional, full-commission brokers.34

Sometimes the threat of government action can result in negotiated solutions that affect how 
business is transacted. For years, retailers in the United States were prohibited from charging 
fees to their customers who used credit cards. Some wanted to pass the so-called swipe fees—
typically around 3% of a sale—to customers who chose to pay with a card. In 2012, a settlement 
of a lawsuit against Visa, MasterCard, and bank credit-card issuers was reached allowing 
retailers to charge additional fees at their discretion. The decision to charge a swipe fee is not an 
easy one, however, as some consumers might resist paying it, especially on big ticket items.35 

Global Considerations
It is interesting to consider broad global trends toward regulation in recent decades. The 
period from World War II to the late 1980s was marked by increased trade protection. Many 
countries protected their industries by imposing tariffs, import duties, and other restrictions. 
Import duties in many Latin American countries ranged from less than 40% to more than 
100%.36 However, this trend was not limited to developing nations. Countries in Europe and 
Asia—and even the United States—imposed import fees on a variety of products, including 
food, steel, and cars. In the 1980s, the United States also convinced Japanese manufacturers 
to voluntarily restrict exports of cars to the United States in lieu of a tariff. Interestingly, 
this particular tariff may be largely responsible for Japanese automobile manufacturers 
establishing a large number of production facilities in the United States, thereby blurring the 
concept of the “foreign car.”
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During this time, however, leaders from many nations recognized that all countries 
would likely benefit if trade barriers could be reduced across the board. After the end of 
World War II, 23 countries entered into the cooperative General Agreement on Tariffs and 
Trade (GATT), working to relax quota and import license requirements, introduce fairer 
customs evaluation methods, and establish a common mechanism to resolve trade disputes. 
The World Trade Organization (WTO) and the International Monetary Fund (IMF) were also 
established. By 1994, GATT membership had expanded to more than 110 nations when it 
was replaced by a new WTO. Today, the WTO contains 153 members and continues to 
negotiate global trade agreements. Of course, member nations must ratify the agreements 
before they become effective. 

The move toward free marketing has also been seen in Europe, where a number of nations 
banded together to develop a trade-free European Community. Today, the European Union 
represents a market of about 500 million consumers. The European Economic Area, as it is 
called, is the largest trading bloc on Earth, accounting for more than 40% of the world’s gross 
domestic product (GDP).37 The shift toward a united and ostensibly stronger Europe—with 
a common currency—has not been easy, as debt crises in the early 2010s in Spain, Portugal, 
Greece, Italy, and other member nations illustrate.

Meanwhile, the United States, Canada, and Mexico established the North American Free 
Trade Agreement (NAFTA) to create its own strategic trading bloc. Many analysts believe that 
world business will eventually be divided into several such blocs, each providing preferred 
trading status to other nations within the bloc. 

The global trend toward less regulation extended to the former communist countries as 
well. Nations of the former Soviet bloc in Eastern Europe overturned their governments in the 
1990s and began to open markets and to invite foreign investment.38 Markets have become freer 
in much of Africa as well but not in all nations. Nestle’s milk business has been under constant 
threat in Zimbabwe, where regulations require that 51% of foreign companies operating there 
be owned by local, black-owned entities.39 

China is an interesting case to consider. Although China is officially ruled by the Communist 
party, its economic development policies have shifted toward a free market approach since the 
late 1990s. McDonald’s awarded its first franchise in China in 2004. The number of franchises 
awarded in China by McDonald’s, Yum Brands (which includes KFC and Pizza Hut), and others 
began to increase dramatically in early 2005 after Chinese officials introduced new guidelines 
concerning such issues as recruitment of entrepreneurs and property rights, a move required 
before China’s entry into the WTO. Previously, Western companies feared a loss of trade secrets 
and brands by offering franchises in China.40 Regulation—or the lack thereof—always seems 
to be a key political and business issue, as has also been seen recently in copyrighted products 
distributed electronically such as software, music, and movies.41

In 2004, U.S. chemical maker SI Group opened a tire production factory in China. After 
SI plant manager Xu Jie left the firm and joined Chinese competitor Sino Legend Chemical, 
the Chinese rival developed a rubber-bonding resin remarkably similar to the signature resin 
used by SI. Sino Legend executives claimed the product was developed independently, but SI 
officials are not convinced. By 2011 SI had spent over $1 million pursuing legal action against 
Sino Legend, but CEO Steven J. Large alleged that Chinese authorities have thwarted his efforts. 
This case is but one of many intellectual property disputes in China. Almost 43,000 such cases 
were filed in China in 2010.42 

The case of China highlights the fact that political considerations and regulations are often 
inconsistent across borders and can require coordination. For example, China has lagged 
behind other nations in vehicle emissions regulations. In 2007, China’s State Environmental 
Protection Agency postponed new standards originally slated for implementation that year 
because oil refineries would have been unable to meet the demand for cleaner fuel.43 Following 
a rash of toy recalls across the globe, Chinese and U.S. officials worked together in 2007 to ban 
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lead paint in toys produced in China and exported to the United States.44 The new nations have 
also worked together to facilitate the export of Chinese pharmaceuticals to the United States.45 

It is difficult to overstate the complex influence of political-legal forces on industries, 
especially when firms operate across borders. For example, Internet search firms Yahoo 
and Google must negotiate Chinese regulations in order to operate in China. The Chinese 
government believes that the Internet must be controlled to maintain social stability and thereby 
imposes strict censorship and security laws. This control represents a distinct challenge for the 
search engines, whose purpose is to enable users to access the full spectrum of information 
available, not just what governments prefer users to see.46

Pollution is also becoming more of a challenge every day in China’s capital, Beijing, where 
nearly 1,000 new cars are added to the congestion every day. This is expected to change 
markedly, however, with some analysts predicting an increase to more than 130 million by 
2020.47 Hence, automakers should anticipate increased regulations in the coming years to 
combat this growing problem.

The notion that globalization tends to benefit skilled more than unskilled workers, coupled 
with greater awareness of the social costs it engenders, has led many to conclude that some 
forms of protectionism may be appropriate.48 In 2008, the U.S. housing and financial crises 
resulted in a cacophony of calls for greater government intervention into business affairs as 
some Americans attributed the primary cause to lax regulation.49 The recession of the late 2000s 
also raised the specter of protectionist policies as governments sought measures that promoted 
their own firms without regard to global trade. The economic stimulus package passed by 
the Obama administration in 2009 included consumer incentives that favored troubled U.S. 

automakers. Of course, protectionist battles are waged outside of 
the United States as well.

In 2009, the Chinese government disallowed Coca-Cola’s 
proposed $2.4 billion acquisition of Huiyuan Juice, expressing 
concern that Coke might not buy its fruit from Chinese farmers 
and that the Huiyuan brand name might be changed. Hence, 
policy makers often shift their economic focus to immediate 
concerns in challenging economic times. The benefits free trade 
creates are more apparent over the long term.50 

The notion of “free trade” is relative, as trade across borders 
is never completely unabated. Some trade restrictions across 
borders will always exist, especially in politically sensitive areas. 
For example, the United States and other Western countries 
have banned the export of advanced technology in certain 
circumstances. The United States prohibits the export of certain 
electronic, nuclear, and defense-related products to many countries, 
particularly those believed to be involved in international terrorism. 
Many of these restrictions were revised and strengthened following 
the 9/11 terrorist attacks51 (see Case Analysis 3.1).

The answer to this question depends on the industry but should include the effects that political and legal events will likely 
have on the industry in which the organization operates. Some key issues include (but are not limited to) the following:

1. Legislation at all levels

2. Court judgments, as well as decisions rendered by various federal, state, and local agencies

Case Analysis 3.1 Step 5: What Political-Legal Forces Affect the Industry?
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3. Environmental regulations and enforcement of antitrust regulations

4. Tax laws

5. Consumer lending regulations

6. Outcomes of elections

7. International trade regulations and tariffs

8. Laws on hiring, firing, promotion, and pay

9. Political stability

The focus at this point should be on the industry, not a specific firm. The application of the firm in question is discussed in 
the strengths, weaknesses, opportunities, and threats (SWOT) analysis in Chapter 9.

As with economic, social, and technological forces, some political-legal forces affect different firms in the same industry in 
different manners. However, one should identify the key external factors affecting the industry and explain how they affect 
the overall industry. For example, stating that a particular industry will be affected by changes in tax laws is not sufficient. One 
should elaborate by discussing specific changes, such as an increase in the investment tax credit, and elaborate on how this 
change affects the industry as a whole. Although referencing individual firms in this section is acceptable, emphasis should be 
placed on the effects of political-legal and other environmental forces on the entire industry. Specifics concerning how these 
factors affect a particular organization should be elaborated in the section on opportunities and threats, which is later in the 
analysis.

Researching political-legal forces, as well as other environmental forces, requires some digging and intuition and a lot of 
reading. Rarely will one find a website that provides a comprehensive “macroenvironmental report” for a given firm or industry. 
When one is conducting research, it is often helpful to create four charts—one for each element in the macroenvironment—and 
add to it throughout the research process. One may locate direct and indirect references at the company home page and in 
various articles, but trade journals are often the best single source of information for reports on relevant issues in the external 
environment. As many as two dozen (or more) different sources may be required to complete the analysis of the four macroenvi-
ronmental forces. It is rare that complete and thorough information can be found in only one or two sources.

If a company competes in multiple industries (with multiple business units), one needs to analyze the major business units 
and industries. What constitutes “major” depends on the firm. For example, Ford Motor Company receives the majority of its 
revenues from automobile sales, but it also has a business unit that provides customer financing. With Ford, it would make the 
most sense to analyze its automobile business unit and not spend considerable time on the financial business unit. With other 
companies, however, determining which business unit or units are “major” may be more difficult. The key is to consider the rela-
tive contribution of each business unit to corporate revenues and profits. If questions remain, it is a good idea to present the 
professor with a list of the company’s business units and each one’s proportion of company revenues and profits, along with a 
proposal on how to proceed, and ask for guidance.

Economic Forces _____________________________

Economic forces significantly influence business operations, including growth or decline in 
GDP and increases or decreases in economic indicators such as inflation, interest rates, and 
exchange rates. Other factors such as hikes in energy prices and health care costs and access to 
labor can also play a role. 

Although the focus here is on the effects of economic changes on an industry, some 
competitors may be hurt more than others. Increases in fuel prices in mid-2005, for example, 
did not have the same effect on all airlines, although specific effects are difficult to determine 
because of other simultaneous environmental and competitive changes in the industry. Initially, 
weak players like Delta Air Lines seem to have been hit the hardest, while budget carriers like 
Southwest Airlines and Ryanair may have been able to experience some mild gains. As prices 
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continued to rise, however, it became apparent that low-cost airlines were not going to suffer 
less than their traditional counterparts because fuel represents a higher percentage of running 
costs on short-haul flights such as those championed by budget carriers. While low-cost airlines 
hoped to spread these increased costs over more customers with higher occupancy rates, this 
became more difficult because traditional airlines began to lower fares in 2006 in an effort to 
increase their own occupancy rates.52

Many airlines recovered in the late 2000s, but problems resurfaced in 2010 and 2011 when 
fuel prices rose again, winter storms in the United States were particularly treacherous, and 
the ripple effect from the Japanese earthquake and tsunami reduced travel. For example, the 
average cost of airline fuel rose by 45% between March 2010 and March 2011. As a result, the 
percentage of airline costs attributed to fuel increased from 24% to 35% during the same period. 
While some of the additional cost was passed along to consumers in the form of higher fares, 
increased travel costs and a sluggish economy kept many prospective travelers at home.53

The tragic events in Japan set off ripple effects in other markets as well. Consider that 
production in the automobile industry had been scaled back in 2009 and 2010. When Japan 
was hit with a major earthquake and a tsunami in early 2011, shortages hit the supply chain in 
Japan even further, leading to further cutbacks at Toyota, Nissan, and Honda. This confluence 
of events resulted in a shortage of new vehicles and higher prices as well. The price spikes 
were also evident with used cars, prompting some prospective buyers to defer purchases and 
maintain their present vehicles, a boon for automobile repair shops.54 

When wholesale beef prices rose sharply in late 2009 and 2010, McDonald’s, Burger King, 
and other fast-food restaurants shifted promotional efforts to chicken, turkey, and even pork 
ribs. Most of these hamburger alternatives were already on the menus or in development, but 
the hike in beef prices prompted the move.55 

Economic forces can also have interesting cross-border effects. Toymakers in the West 
suffered during the 2006 Christmas season when power and labor shortages in China limited 
production of many of the projected top sellers.56 Hence, analyzing the political environment 
should not necessarily be limited to a firm’s host country.

Several classes of economic forces tend to have broad effects on industries. Four of them are 
discussed next.

Gross Domestic Product
GDP refers to the value of a nation’s annual total production of goods and services. GDP is 
a key area of concern for all firms but can become quite complex for those heavily involved 
in global markets. Although there are clear relationships among the world’s economies, they 
do not always rise and fall together. For example, while GDP levels in the West were stagnant 
during the late 1990s and early 2000s, China’s GDP grew at a staggering pace and provided 
expansion opportunities for a number of Western firms. China continued to grow during the 
global recession in the late 2000s and early 2010s as well.57

Consistent GDP growth generally produces a healthy economy fueled by increases in 
consumer spending. In contrast, however, a GDP decline signals lower consumer spending 
and decreased demand for goods and services. When GDP declines for two consecutive 
quarters, a nation’s economy is generally considered to be in a recession, during which time 
competitive pressures can lower profits and increase business failure rates. Consumers respond 
to a recession by spending less. When a recession hit in the 2000s, revenues declined at 
restaurants such as Olive Garden, Red Lobster, Chili’s, and Applebee’s, while fast-food chains 
like McDonald’s and Burger King fared well.58 In Europe, consumers began to eat out less and 
became more price-conscious in their visits to grocery stores.59

Firms typically respond to economic downturns by cutting costs. Although Gordon 
Trucking typically replaces 20% of its 1,500 big rigs with new trucks each year, the company 
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decided in 2008 to forgo purchases in 2009.60 Facing fewer passengers and rising fuel prices, 
airlines began washing their engines more frequently to save fuel.61 Many, such as JetBlue and 
Delta Air Lines, canceled and deferred orders for new planes.62 Because cost-cutting at one firm 
translates into lost revenues for another, a ripple effect is felt across the entire economy.63

After expanding stores in the early 2000s, many mall retailers suffered losses during the 
2008 to 2010 recession. Sales per square foot in the United States peaked at $454 in 2007 and 
had declined to $401 by 2009. To cope, Gap, the largest retailer in the United States, responded 
by reducing the size of many of its stores from about 18,000 square feet to the 8,000 to 12,000 
range. Long-term leases complicated the move, and Gap executives acknowledged that the 
shopping experience often declines in a smaller store. Nonetheless, economy reality triggered 
the move.64 

Not all firms responded to the recession by pulling back, however. Volkswagen’s Audi 
unit invested heavily in the United States in 2009, a down year for the automobile industry, 
increasing marketing expenditures by 20%. Audi’s U.S. sales tracked industry trends and 
declined that year, but its share of the American luxury car market grew from 6.9% to 8.3%.65 

Recessions do not threaten all industries equally. College and university enrollments 
often increase as undergraduate and graduate students seek to gain an advantage in a tight 
job market.66 Likewise, dollar stores—those that price all products at $1—typically perform 
especially well during times of economic downturn.67 The converse is also true, however. After 
an extended growth surge, sales at dollar stores in the U.S. leveled off in the mid-2000s after the 
economy rebounded from a recession. Some analysts at the time suggested that the industry had 
matured and retailers like Family Dollar, Dollar Tree, Dollar General, and Fred’s could no longer 
anticipate increased earnings from sales growth.68 

With dim prospects for rapid growth in the United States, some dollar stores began to 
move abroad in the mid-2000s. California-based My Dollar Store operates only about 50 
stores in the United States and holds only a minuscule share of the market. It has expanded 
aggressively outside of the United States, however, and operates about 200 stores in Central 
America, Eastern Europe, and Southeast Asia where it faces less competition. My Dollar Store 
beat Wal-Mart to India, where it sells products for 99 Indian rupees—about $2—and targets 
middle-class consumers.69 Some of these discounters have not performed as well as expected 
in India, however, as the expected retail boom never materialized, and activity was thwarted 
by a global recession in the late 2000s.70 However, the recession bode well for dollar stores 
and other discount retailers back in the United States as consumers began to trade down to less 
expensive merchandise.71 While most mall-based retailers reported profit declines and losses, 
many discounters like Dollar Tree, Big Lots, and Wal-Mart performed relatively well. 

A recession can have long-term effects for an industry. The economic downturn that started 
in 2008 took a heavy toll on U.S. wineries that sold wine for $20 or more per bottle. Consumers 
traded down in this industry as well, a shift that benefited producers of wine in the $9 to $12 
category. Sales in the $20 category improved as the recession began to abate in 2010 and 2011, 
but the lower-priced category grew faster as many consumers decided to stay with cheaper 
wines.72

The effect of an economic downturn on an industry can be complex, however. In the early 
months of the recession, chain pawnshops such as Cash America and EZCorp performed well. 
Share prices of First Cash Financial Services even doubled in one 7-week period in 2008. But 
these pawnshops do more than make collateral-based loans. All three make short-term, high-fee 
cash advances called payday loans. Fees from these loans accounted for a high percentage of 
revenues—more than half in the case of Cash America in 2007. A recession typically increases 
the default rate on such loans, creating greater risk for the firms.73 In this instance, the recession 
created both opportunities and threats in the same industry.74 

Unfortunately, it is difficult to forecast a recession in advance, and many are identified as 
such only after they have “bottomed out.”
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Inflation Rates
High inflation rates have a negative effect on most but not all businesses. High rates raise 
many of the costs of doing business, and continued inflation constricts the expansion plans 
of businesses and triggers governmental action designed to slow economic growth. The U.S. 
Federal Reserve often raises its discount rate during inflationary periods to slow economic 
growth and cuts it during recessions to spur activity. Its counterparts in other developed nations 
typically follow suit and in some cases precede Fed action.

Inflation concentrated in certain sectors can create significant challenges for specific firms 
and industries, as seen in the soft drink and snack food industries in the early 2010s. Although 
price increases across the board were modest at that time, costs associated with industry 
production—aluminum for cans, corn for snacks, corn syrup for drinks, and crude oil for plants 
and delivery trucks—had risen at a much faster pace. Unfortunately for companies like PepsiCo 
and Coca-Cola, the sluggish economy during this time made it very difficult to pass these higher 
costs along to consumers in the form of higher prices.75 

Like high interest rates, periods of inflation can present opportunities for some firms. For 
instance, oil companies may benefit during inflationary times if the prices of oil and gas rise 
faster than the costs of exploration, refinement, and transportation. Companies that mine or 
sell precious metals may also benefit during periods of inflation because such metals serve as 
inflation hedges for consumers.76

Interest Rates
Short- and long-term interest rates affect the demand for many products and services, 
especially “big ticket” items whose costs are financed over an extended period of time, such as 
automobiles, appliances, and even major home renovations or repairs. At the consumer level, 
low short-term interest rates, for instance, are particularly beneficial for retailers such as Wal-
Mart and J.C. Penney because they also tend to lower rates on credit cards, thereby encouraging 
consumer spending. At the corporate level, interest rates also influence strategic decisions 
related to financing. High rates, for instance, tend to dampen business plans to raise funds to 
expand or to replace aging facilities. Lower rates, however, are more likely to spawn capital 
expenditures on expansion and development.

An economic slowdown can have mixed effects on a particular industry through its effect 
on interest rates. During a recession, for example, new car retailers tend to have a difficult 
time attracting prospective customers to their showrooms. However, slowdowns are often 
accompanied by central bank interest rate cuts, which in turn reduce both interest rates for 
consumers and bank costs dealers must incur to finance their inventories. Hence, one needs to 
consider the composite impact that an economic factor may have on an industry, not only the 
single effect that may be most intuitive.

Interest rates are typically linked to inflation rates. The cost of borrowing can be high in 
developing countries with annual interest rates sometimes exceeding 100%. These high interest 
rates are often accompanied and influenced by excessive rates of inflation, as was the case in 
parts of Latin America in the 1990s. In small nations such as Bolivia, annual inflation has been 
as high as 26,000%. Even in the industrialized nation of Brazil, annual inflation averaged 446% 
between 1980 and 2010.77 Routine decisions such as pricing and setting costs become almost 
impossible to make when rates are extraordinarily high. In addition, high inflation rates cause 
the prices of goods and services to rise and become less competitive in international trade.

Exchange Rates
Currency exchange rates can be influenced by international agreements, the coordinated 
economic policies of governments, and international economic conditions. When such 
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conditions raise the value of the dollar, for example, U.S. firms find themselves at a competitive 
disadvantage internationally—at least in the intermediate term—as the prices of American-
made goods rise in foreign markets. At the same time, American consumers may be inclined to 
purchase products that were produced abroad, which are less expensive than goods produced 
domestically.

When the dollar is strong, American manufacturers tend to locate more of their plants 
abroad and make purchases from foreign sources. However, when the dollar weakens as it 
did during much of the 2000s and early 2010s, the financial incentive for American companies 
to purchase from foreign sources becomes more limited, and they tend to focus their activities 
more on the domestic markets. When the dollar weakened relative to the euro in early 2008, 
some Europeans even traveled to the United States to purchase a European car and ship it 
back home.78 One U.S. dollar was worth over 120 Japanese yen in 2007 but less than 80 yen in 
2012, a drop that negatively affected profits at Toyota and other Japan-based carmakers.79 This 
precipitous decline in the dollar relative to the yen undermined the price competitiveness of 
Japanese autos, resulting in corresponding declines in U.S. market share for both Honda and 
Toyota from 2008 to 2011.80

When the U.S. dollar declined in value to the yen, the euro, and other world currencies 
in 2011, production costs for U.S. production firms operating in India, Mexico, and elsewhere 
became more expensive, and many contemplated a return to the United States. When rising 
wage rates abroad and tax incentives back home were also considered, firms like Caterpillar 
and General Electric began to announce plans to shift some existing production abroad back 
home as well.81 

The exchange rate between the U.S. dollar and the Chinese yuan has been a key concern. 
China’s central bank fixes the exchange value of its currency in part to the dollar, a policy that 
has facilitated a relatively strong dollar and cheap Chinese goods for U.S. consumers. A number 
of economists have encouraged China to allow its currency to float freely, a policy that would 
strengthen the yuan and reduce China’s trade surplus with the United States.82

Currency exchange rates present challenges because of their dramatic and often 
unpredictable changes over time. For instance, the Mexican peso has been historically devalued 
relative to the world’s major currencies once or twice every decade, reducing the profits of U.S. 
firms operating there. In 2010, when Hugo Chavez devalued the Venezuelan bolivar, it had a 
similar effect. These rampant fluctuations began to subside in the late 1990s and early 2000s, but 
the future remains uncertain.

Ecological Influences
The term ecology refers to relationships between humans and their surrounding environment, 
including other living creatures, plants, air, and water. Ecological influences include shifts in 
the natural environment that can influence business activity. Because organizations use 
natural resources in their production activities, the interdependence between firms and the 
environment is substantial. This is especially true in industries such as automobile production, 
where ecological ramifications include the production of steel and car batteries, the 
consumption of oil, and even the disposal of cars that are no longer operational.

Major ecological shifts—particularly natural disasters—can have substantial positive and 
negative economic effects, particularly in certain industries. In 2010, for example, farmers in the 
United States benefited from food shortages created by droughts in Russia and Eastern Europe.83 

A prominent ecological concern for many industries—particularly those involved in 
heavy manufacturing—is the ongoing debate over anthropogenic (man-induced) climate 
change. Proponents contend that carbon dioxide produced by human activity is the impetus 
for substantial changes in global climate patterns. If unchecked, these changes will influence 
life on earth in dramatic ways. Because firms emit a significant amount of carbon dioxide into 
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the atmosphere, they must voluntarily reduce their 
carbon footprint by modifying their production 
processes or governments should require them to 
do so (involuntarily).

Critics of the anthropogenic climate change 
hypothesis question the causal link between 
carbon dioxide in the atmosphere and global 
temperatures. While the two appear to be 
positively correlated—to the extent that average 
global temperatures can be measured and 
computed accurately—shifts in temperature 
appear to precede changes in carbon dioxide 
levels, not the other way around. They also note 
the inconsistency of recent scientific declarations. 
In the June 24, 1974, issue of Time magazine, 
a number of scientists warned of a coming ice 

age and speculated that a period of global cooling since 1945 could be attributed to increased 
manufacturing activity since World War II. When temperatures began to rise, however, many 
scientists in the 1990s and 2000s warned of impending global warming, also linking it to human 
activity and carbon emissions. Global temperatures appear to have been cooling in the late 
2000s and early 2010s, however, prompting a change in nomenclature to the more all-inclusive 
term climate change.84 Hence, critics emphasize that additional research is required before 
man’s activity can be inexorably linked to significantly and adverse climate change.

Although this debate is complex and beyond the scope of this text, the economic considerations 
can be quite substantial. Moreover, ecological forces like climate change are often intertwined 
with political-legal forces as well because governments frequently attempt to manage economic 
development or address ecological concerns with various policies. For example, a number of plans 
have been proposed to tax carbon emissions, require firms to buy and sell carbon permits in order 
to engage in production, or restrict certain manufacturing activity altogether. While the ecological 
impact of such measures is open to debate, the economic ramifications of such measures would be 
significant, especially in manufacturing industries (see Case Analysis 3.2).

Some key issues include (but are not limited to) the following:

 1. GDP

 2. Disposable personal income

 3. Short- and long-term interest rates

 4. Inflation

 5. Exchange rates

 6. Unemployment rate

 7. Energy costs

 8. Stage of the economic cycle

 9. Monetary policy

10. Environmental disasters

As with other macroenvironmental forces, it is important to clarify specifically how various economic forces influence the industry.

Case Analysis 3.2 Step 6: What Economic Forces Affect the Industry?
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Summary

Four forces in the external environment affect every industry: political-legal, economic, social, and technological (PEST). 
Political-legal forces include various forms of legislation and judicial rulings, such as the decisions of various commissions 
and agencies at all levels of government. Economic forces include the effects of elements such as GDP, inflation, interest 
rates, and exchange rates. Regulatory changes have had dramatic effects on a number of industries. The recession of the late 
2000s and early 2010s had also created a number of challenges, although some industries have benefited from the downturn. 
The other two components of PEST—social and technological forces—are discussed in the next chapter. 

Key Terms

Anthropogenic Climate Change: The notion that human activity (e.g., heavy manufacturing) has a substantial effect 
on global weather patterns.

Ecology: Relationships between humans and their surrounding environment, including other living creatures, plants, 
air, and water.

Gross Domestic Product (GDP): The value of a nation’s annual total production of goods and services.

Macroenvironment: The general environment that affects all business firms in an industry, which includes political-
legal, economic, social, and technological forces.

PEST: An acronym referring to the analysis of the four macroenvironmental forces: (1) political-legal, (2) economic, (3) 
social, and (4) technological.

Recession: A decline in a nation’s GDP for two or more consecutive quarters.

Review Questions and Exercises

1. Explain how changes in interest rates affect the automobile, home construction, and auto repair industries.

2. How has government regulation affected the agriculture and banking industries?

3. Using your college or university as an example, explain how political-legal and economic forces have affected 
its operations over the past decade.

4. Select an industry with which you are at least somewhat familiar. Utilize the search engines at www.findarticles.
com and identify some of the important macroenvironmental influences faced by competitors in the industry.

Practice Quiz

True or False?

 1. It is unusual for a single firm to influence a macroenvironmental force.

 2. Government regulations in the United States have declined consistently since the mid-2000s.

 3. Some firms favor specific regulations because they erect barriers to newcomers in the industry.

 4. The Collective Trade Assessment (CTA) has worked toward greater freedom in trade across nations.

 5. A decline in GDP negatively affects all industries.

 6. When the dollar is weak, American manufacturers often open new production facilities abroad and increase 
purchases from foreign sources.



STRATEGIC MANAGEMENT70

Multiple Choice
 7. The acronym referring to the analysis of forces in the external environment is __________.

A. WASP

B. PEST

C. STOP

D. SERCH

 8. In this stage of analysis, macroenvironmental forces should be applied to __________.

A. the firm

B. the industry

C. all industries

D. multiple firms

 9. Increased government regulation __________.

A. is universally opposed by firms

B. is necessary to promote free trade

C. is all of the above

D. is none of the above

10. At the global level, the period from World War II to the late 1980s was marked by __________.

A. an increase in trade protection

B. a decrease in trade protection

C. an absence of U.S. imports

D. none of the above

11. When the value of the U.S. dollar increases, U.S. firms __________.

A. compete at an advantage in foreign markets

B. compete at a disadvantage in foreign markets

C. tend to decrease exports to nations whose currencies are directly tied to the dollar

D. none of the above 

12. A decline in a nation’s GDP for two or more consecutive quarters is known as __________. 

A. a depression

B. a recession

C. economic stagnation

D. none of the above

Student Study Site

Visit the student study site at www.sagepub.com/parnell4e to access these additional materials:

•	 Answers to Chapter 3 practice quiz questions

•	 Web quizzes

•	 SAGE journal articles

•	 Web resources

•	 eFlashcards
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Competing for the Global Middle Class
Three types of companies are jockeying for position in emerging economies, seeking to capture the 
loyalty of billions of new consumers.

by Edward Tse, Bill Russo, and Ronald Haddock

In the 1920s, when Alfred P. Sloan Jr. reorganized General Motors Company, he promised shareholders “a car 
for every purse and purpose.” Sloan tapped into a teeming middle-class market of Americans who couldn’t 

afford luxury cars, but nonetheless wanted product options far beyond the “any color so long as it’s black” Model 
T Ford. This immense U.S. middle-class cohort propelled GM past Ford into a leadership position among carmak-
ers that lasted for the rest of the century.

Today, leaders of multinational corporations have a similarly lucrative opportunity on a much bigger playing 
field: a global middle-class market. This worldwide economic phenomenon encompasses a huge customer base. 
In 2011, it includes about 400 million people in the mature middle classes of the U.S., Europe, and Japan, and 
another 300 to 500 million people, depending on how the middle class is defined, in emerging economies. (The 
World Bank defines middle class as people who are above the median poverty line of their own countries. This 
might make them poor by the standards of Europe or the U.S., but gives them enough purchasing power to 
become consumers of manufactured goods and services.) This new global middle class is particularly evident 
in Brazil, China, India, Indonesia, Mexico, Nigeria, Turkey, Vietnam, and other countries with relatively large 
working populations and rapid economic growth rates.

The middle class in each of these emerging economies has its own unique profile of demand. However, they 
all have one thing in common: They are recovering from the global recession with an increasingly urbanized 
lifestyle, and their numbers are expanding at very high rates, especially compared with the rest of the world. 
The value chain of companies that provide this population with goods, services, and infrastructure is becoming 
known as the “global middle market.” Companies that secure leading positions within that market could well 
become the 21st-century equivalents of Alfred Sloan’s General Motors.

One such company may be China’s Haier Group. In 1985, Haier was a bankrupt domestic refrigerator 
manufacturer. Product quality was so bad that general manager Zhang Ruimin (now chairman and CEO) built 
his case for change by lining up 76 defective units and ordering workers to destroy them with sledgehammers. 
Today, one of the sledgehammers is on display in corporate headquarters, and Haier is one of the world’s largest 
appliance makers—a multinational corporation with a reputation for world-class quality and 2010 revenues 
approaching US$20 billion.

Zhang put in place three successive strategic initiatives, aimed, respectively, at improving product quality, 
expanding globally, and diversifying the company’s product line: for example, offering washers at a range of price 
points for consumers in different income segments, just as GM did with its cars early in the 20th century. Then, in 
December 2005, Zhang announced a new thrust. Haier would stop shipping products from China to the rest of 
the world; instead, it would design and manufacture products elsewhere, customizing them for specific national 
and regional markets. Today, Haier produces extra-large-capacity washers that can accommodate the robes of 
Middle East consumers; electronically sophisticated washers that can cope with the frequent power fluctuations 
in India; whisper-quiet, timer-equipped washers for Italians who want to take advantage of the lower power rates 
available late at night; and other locally targeted variants.

Haier is not the only company that has transformed itself to seek a share of the global middle-class market. 
In a variety of industries—including consumer packaged goods, electronics, automobiles, medical products, and 
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agricultural equipment—corporate leaders are discovering that they must rethink their product and service lines, 
go-to-market strategies, and operating models to build a presence in emerging economies.

Momentum in the Middle _________________________________

The first step toward becoming a leading company for the global middle market is recognizing the pace of 
development in the countries where you hope to do business. All industrializing countries follow an “arc of 
growth”: an evolutionary path of economic change. They start as nascent economies (emerging from subsistence, 
with large numbers of young people). They gradually evolve into mature economies, with relatively flat growth 
and large numbers of aging people. In between, there is a critical stage of urbanization and economic momentum. 
During this “momentum phase,” many countries have large, relatively young populations and high economic 
growth rates. These countries are the seedbed of the emerging middle-class markets.

Three types of corporate players are jockeying for position in these markets:

1. Local upstarts are companies that have traditionally provided low-priced goods for bottom-of-the-
pyramid customers in their home markets. They are migrating upward into their domestic middle 
markets as their customers become more prosperous. These companies now provide products and 
services with more features, better quality, and increased brand status.

2. Global aspirants are local companies that have already developed products for their domestic mid-
dle markets. Now, they seek to expand their geographic reach and power, parlaying their existing 
capabilities and knowledge into serving the global middle class.

3. Multinational incumbents are mature global companies, often from Japan, Europe, and the United 
States. They are intent on adapting their existing product lines to capture the attractive growth oppor-
tunities in emerging middle markets.

You can see all three types of competitors in most sectors in countries that are in the momentum phase. For 
example, in China’s automobile sector, local upstarts are represented by players that have traditionally made low-
cost cars, such as Chery Automobile Company, Great Wall Motor Company, and Geely Automobile Holdings. 
They are moving up the product pyramid. In 2010, Geely purchased the Swedish carmaker Volvo from Ford at 
the bargain-basement price of $1.8 billion and immediately raised production plans to 300,000 Volvos annually, 
almost double the previous worldwide production.

Global aspirants in China’s middle market include South Korea’s Hyundai Motor Company. Hyundai entered China 
in 2002 and has since achieved remarkable success in the middle market with a major redesign of its Elantra model.

Among the multinational incumbents are long-established automakers aggressively seeking to carve out 
significant shares of China’s middle market. These include GM, with its Chevrolet Spark and Buick Excelle, and 
Volkswagen, with its Polo and Golf models. All of these multinationals pursue this market through joint ventures 
with Chinese partners. For example, the Guangzhou Automobile Group makes Honda-branded cars for the 
middle-class market. The Shanghai Automotive Industry Corporation launched the Lavida with Volkswagen and is 
working with GM on a new-generation small car called the Baojun (Chinese for “treasured horse”).

Incumbent automakers such as Honda, Volkswagen, and GM aren’t simply exporting cars from their home 
countries to China. Since 2005, they have been modifying and restyling their vehicles to better align them with 
the needs and tastes of Chinese consumers. For example, Volkswagen installs smaller engines in some vehicles, 
such as the Polo GTI and the Golf 6. Such changes enable incumbents to offer two types of vehicles. They make 
low-priced cars for entry-level Chinese consumers who prioritize cost and value, and cars with added features for 
more affluent mid-market consumers who can pay for the quality and brand status associated with foreign cars. 
One sign of the value of the Chinese auto market to incumbents is GM’s sales there, which exceeded its U.S. sales 
in 2010—the first time sales in another national market eclipsed U.S. sales in the company’s 102-year history.
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The same three types of competitors—local upstarts, global aspirants, and multinational incumbents—are 
active in China’s construction equipment market, probably the most vibrant construction equipment market in the 
world right now. Local upstarts such as Zoomlion and Longking have been moving into the domestic middle-class 
market in China. Some, like the LiuGong Machinery Corporation and Sany Heavy Industry, have become global 
aspirants. In 2008, LiuGong opened a factory in India. In 2009, Sany announced it would invest € 100 million 
($144 million) in an R&D and manufacturing center in Germany; it also has major plants under construction in the 
U.S. and Brazil.

Incumbent construction equipment makers, such as South Korea’s Doosan Infracore, Japan’s Komatsu, and 
U.S.-based Caterpillar, are aggressively targeting the Chinese middle market as well. Caterpillar’s stated goal is 
to become the top brand in its sector in China by 2015. In the 1990s, the company was focused on developing 
government relationships to facilitate sales of its existing product lines. But as the middle market heated up, 
Caterpillar found its market share squeezed by Japanese and Korean competitors and rising local players. In the 
late 2000s, Caterpillar’s leaders recognized that the company’s traditional product line and business model were 
not adequate for China. It lowered its cost base through the establishment of local R&D centers and through the 
acquisition of Shandong Engineering Machinery, a leading Chinese wheel loader manufacturer.

Just as countries evolve over time, so do companies. Many of today’s local upstarts will be global aspirants 
tomorrow; today’s global aspirants often become multinational incumbents. The differences among them appear 
primarily in the way they choose to compete, and in the level of resources that they use to enter a market. The 
more intelligent they are about their approach, the more likely they are to move to the next level. Unfortunately 
for the incumbents, local companies are increasingly intelligent about the way they make the transition, using 
joint ventures or regional expansion to gain the experience they need to compete on a larger scale.

A More Complex Market __________________________________

The world is far from homogeneous. The buying power, needs, and desires of the middle classes vary by nation 
and region. In developing nations, for example, middle-market customers are seeking products that have some 
of the premium features and quality that customers in developed nations are used to, but at lower price points. 
Furthermore, customers in each geographic market are drawn to buy products that fulfill local needs and desires. 
As Pankaj Ghemawat, professor of global strategy at IESE Business School, notes in World 3.0: Global Prosperity 
and How to Achieve It (Harvard Business Press, 2011), there are

numerous casual examples of cultural difference [in consumer products]. . . . The Czechs drink way 
more beer than people in Saudi Arabia, and even more than the Irish, who come in second. Pakistanis 
google sex more often than any other national population, just slightly more than the Vietnamese and 
far more than the Irish and Czechs. Eritreans google god the most as well as figuring in the top five 
nationalities searching for sex. India and China are so close geographically that they still haven’t resolved 
their territorial disputes, but couldn’t display more distinct food cultures, particularly around which 
animals and parts of animals should or shouldn’t be eaten. Argentines see psychotherapists more than 
other nationalities, and Brazilians spend a higher proportion of their income on beauty products than the 
citizens of any other major economy.

To successfully serve middle-market customers, companies must identify which product attributes the 
customers in a specific market value and don’t value. Then, they must either add those attributes to or cull them 
from their existing products. Ghemawat uses the examples of McDonald’s, KFC, and Coca-Cola, all of which vary 
their products geographically: Coke, for instance, uses cane sugar as sweetener in some countries and corn syrup 
in others. This type of variation adds complexity across product and marketing mixes, and in all the operations 
and functions related to them. It can require much extra expense and attention from companies, especially those 
with heavily centralized, scale-driven business models.
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But companies that seek leadership positions in their industries may have little choice but to pursue the 
global middle market. The developed middle markets are a huge and indispensable source of sales volume, 
and market share can decline precipitously as local upstarts or global aspirants redouble their efforts. In most 
of these markets, competition is already intense: Companies track their market share gains and losses in tiny 
increments—a point or even a fraction of a point at a time. In addition, most developed middle markets are driven 
more by the rise and fall of macroeconomic cycles than by underlying fundamentals, such as an unusually fast-
growing customer base. This means that during the stable parts of the cycle, the gains that new players make will 
come out of the pockets of incumbents.

The global middle market is also spawning game-changing new products that can migrate to and eventually 
threaten the status quo in developed markets. Tuck School of Business at Dartmouth College professors 
Vijay Govindarajan and Chris Trimble have coined the phrase reverse innovation to describe the process by 
which products designed for developing economies become hits in developed economies because they fill 
undiscovered needs and desires of customers in those nations. (See “How to Be a Truly Global Company,” by 
C. K. Prahalad and Hrishi Bhattacharyya, s+b, Autumn 2011.)

Myths and Realities ______________________________________

Because the case for pursuing the global middle market is compelling, and the complexities are daunting, it is 
understandable that many senior executives at major consumer and industrial product companies are ambivalent 
about—or even resistant to—the idea. Their resistance, however, should be reconsidered. It is usually based on 
one or more of the myths below.

Myth: It’s too early to enter the middle markets in emerging economies.

Reality: It may already be too late. The competitive collisions between local upstarts, global aspirants, and 
multinational incumbents are occurring at different speeds in different industries, and some industries are already 
becoming saturated with competitive rivals. In major appliances, for example, most countries now have offerings 
from Haier (which not long ago was an upstart); South Korea’s LG and Samsung (which were recently considered 
global aspirants, but now operate as full-fledged global incumbents); and GE, Whirlpool, and Electrolux 
(multinational incumbents trying to win share in emerging middle markets and defend their shares in the mature 
middle markets of developed nations).

The fortunes of companies will be made or lost depending on the timeliness of their entry into the emerging 
middle markets. If the current pattern holds true, those that fail will likely become the acquisition targets of global 
aspirants. This has already happened to some carmakers, such as Volvo and Saab. Midsized domestic companies 
in developed markets will also become targets as new competition enters their home markets and their home 
markets become an ever-smaller percentage of the global middle market.

Myth: We can’t make money in the middle markets of emerging economies.

Reality: Yes, products aimed at the middle classes of developing nations are usually priced 20 to 40 percent lower 
than their counterparts in developed nations. But in emerging economies, lower prices do not necessarily mean 
lower profits, because the sales volume is potentially two to three times greater than the volume in more mature 
markets. Multinational incumbents need to develop the capability to profitably address consumers in these price 
segments, because that is often where emerging competitors gain their initial foothold.

Moreover, the cost of making products tends to be lower in emerging economies than in mature markets. 
These products usually have fewer premium features and often, as with the smaller engines in Volkswagen’s Polo 
and Golf, have less-expensive parts. The producers of these goods tend to rely on a simpler value chain, with 
more of it located in low-cost countries, which also reduces costs and boosts margins. Finally, companies earn 
additional dividends in shareholder value as they expand into new, higher-growth markets.
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Myth: We don’t need to alter our products—we just need to educate our customers.

Reality: In the near term, many newly minted middle-class consumers cannot afford developed-market 
products no matter how much they might value them. As the middle classes mature and their purchasing power 
grows, this will change. Nonetheless, customers in countries such as India, Brazil, and Turkey will continue 
to want distinctive features and options. Many of their needs, wants, and tastes stem from unique cultural or 
environmental conditions, and are unlikely to change soon.

Too often, companies try to create middle-market variants of higher-priced products by subtracting a few 
features and pushing them through the existing business model and value chain. This results in compromised 
products at overly high prices. The better alternative is to rethink the value chain entirely. For example, the 
papermaking machinery industry in China is a rapid-growth, low-margin sector with many local upstart 
competitors. Multinational incumbents that want to enter this market must provide integrated manufacturing 
packages, including fiber systems, environmental solutions, automation, and rolls and fabrics. To accomplish this, 
they often build their capabilities through acquisitions and partnerships.

Myth: Entering the global middle market will be too disruptive to our operations.

Reality: Companies need a business model suited to the task. The R&D function, for example, should avoid 
innovation races and the creeping elegance associated with sophisticated and expensive products. Instead, 
take a more local approach to innovation, designing products for specific markets. The products can then flow 
elsewhere, finding support and additional markets wherever they strike a chord. Investing in local R&D that can 
rapidly turn middle-market customer insights into products and services is another key to success.

The manufacturing footprint will likely expand in many companies as the number of products designed 
for specific middle markets begins to grow. In lower-income markets, manufacturing processes may need to 
emphasize volume and efficiency over customization. Farther back in the value chain, suppliers will be rewarded 
for minimizing complexity and meeting the value and cost expectations of middle-market customers.

Marketing will need to identify distinct middle-class markets and gain an intimate understanding of the 
customer segments within each one. It will have to craft and effectively communicate tailored value propositions 
that don’t undermine more expensive offerings, especially when they bear the same brand names. Sales and 
service will need to be rightsized for each market—often, this will entail more of a self-serve approach that keeps 
costs low.

For executives of multinational corporations, it may take a change in the conventional business mind-set to 
tap into global middle markets effectively. The most successful companies are establishing new business units; 
rethinking their decision rights and other practices; and giving their leaders the freedom, authority, financial 
resources, and talent needed to develop and run these businesses. The opportunities in the global middle market 
are worth the effort
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c h a p t e r  4

The External Environment
Social and Technological Forces

79

The previous chapter discussed two components of the macroenvironment: (1) politi-
cal-legal forces and (2) economic forces. This chapter continues our examination of  

external influences on the industry by addressing the other two elements of the PEST 
(political-legal, economic, social, and technological): social and technological forces.

As previously mentioned, each external force embodies a number of key issues that vary 
across industries. Some issues are specific to a single force whereas others are related to more 
than one force. Automobile safety, for example, has political-legal (e.g., legislation requiring 
that safety standards be met), social (e.g., consumer demands for safe vehicles), and technologi-
cal (e.g., innovations that may improve safety) dimensions. In such situations, it is important to 
understand how the various forces combine to influence industry behavior and performance.

Social Forces ________________________________

Social forces include such factors as societal values, trends, traditions, and religious practices. 
Societal values refer to concepts and beliefs that members of a society tend to hold in high 
esteem. In the United States, traditional societal values include individual freedom, fairness, 
free enterprise, and equality of opportunity. In a business sense, these values translate into an 
emphasis on entrepreneurship and the belief that one’s success is limited only by one’s ambi-
tion, energy, and ability. Interestingly, these values have attracted millions of immigrants to the 
United States and Canada during the past centuries in search of religious, economic, and politi-
cal freedom, resulting in a business environment that is more vibrant than in countries that do 
not hold similar values.1

Even imbedded cultural forces such as religion can shift over time. Christianity, for example, 
has influenced social and economic development in the United States throughout the nation’s 
history. In recent years, however, the number of American adults who depart the faith of their 
upbringing has increased. About one-quarter of Americans identify themselves as Roman 
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Catholic. Although this percentage has remained fairly stable over the years, one-third of adults 
raised as Catholics have left the faith and have been replaced by a wave of Catholic Latino immi-
gration. Protestants have declined from about two-thirds of the population just two decades 
earlier to about one-half. The number of Americans reporting no religious affiliation has risen 
to 16%. Overall, the fluidity of religious preference has changed markedly in the United States.2 

Convenience is a core value for American consumers. The average Wal-Mart shop-
per spends only 21 minutes in the store but finds only 7 of the 10 items on the shopping list. 
Historically, big-box stores like Wal-Mart and Home Depot have focused on more products and 
larger stores. Now they are searching for ways to help their customers locate more of what they 
need in less time.3 

Restaurants in the United States have expanded rapidly as the percentage of working 
women climbed from 33% in 1948 to around 60% throughout the 2000s and early 2010s. With 
higher incomes and less disposable time, families with two working adults instead of one tend 
to eat out more often. The number of restaurant meals purchased per person annually seems to 
have peaked at around 210, a substantial increase from decades earlier.4

Many firms have recognized the importance of marketing their products and services to 
women. Facing increased competition from Wal-Mart and Amazon, Best Buy embarked on a 
concentrated effort to attract more female shoppers in 2010. Best Buy controlled 22% of the 
U.S. consumer electronics market in 2010, but only 16% of its sales were to women. Redesigned 
showrooms and smaller “Best Buy Mobile” locations—discussed later in this chapter—have 
been part of the strategy.5

Increases in costs and inconveniences associated with health care have also created oppor-
tunities for retailers. Since the mid-2000s, Wal-Mart, Target, and CVS Caremark have launched 
medical clinics in select stores, whereby consumers can pay between $25 and $60 and receive 
fast access to basic medical services without an appointment. Costs are trimmed by staffing the 
clinics with nurse practitioners who are permitted to treat patients and write prescriptions in 
most states.6

Societal trends can have a keen influence on the rise and fall of industries. Today, the aver-
age American is older, busier, better educated, less likely to be a member of the Caucasian race 
than in previous years, more bargain conscious, and more technologically astute and Internet 
savvy.7 The latter trend has had a profound effect on the demand for personal computers and 
educational services and has led firms operating in the broad middle-age market to modify 
their strategic approaches to include either younger or older adults. Cosmetics maker Avon, 
confronted with a shrinking clientele, launched a major effort in 2002 to expand its appeal to 
the trendier 16- to 24-year-old market.8 In 2005, Gap launched 10 test stores designed to target 
boomer women (currently in their 40s and 50s), a category that typically spends less on apparel 
than younger adults.9 In the mid- to late 2000s, retailers like J.C. Penney, May Department 
Stores, and Sears have begun to open stand-alone locations to provide easier access to custom-
ers too busy to plan a day at the mall, a trend that has continued well into the 2010s.10 

Even casket makers can be affected by social forces. An increasing preference for crema-
tion throughout the 2000s into the early 2010s has stymied the casket industry. Casket sales 
in the United States declined from 1.9 million per year in 2000 to about 1.7 million in 2009. 
As a result, casket makers have begun to emphasize less expensive models, move into the 
cremation business, and even invest in unrelated businesses altogether. In one diversification 
effort, Hillenbrand, parent of Batesville Casket, spent $435 million in 2010 to acquire K-Tron 
International, a factory equipment manufacturer.11 

Societal trends also include demographic changes that can dramatically affect business 
opportunities. The U.S. baby boom, which lasted from 1945 through the mid-1960s, initially 
provided opportunities for businesses such as clothing, baby apparel, and diaper manufactur-
ers, private schools, and candy and snack makers. Later, as the baby boomers entered the job 
market, universities and businesses were blessed with a tremendous pool of applicants. As 
they have continued to age, the baby boomers have begun shopping at home more and are 
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spending heavily for health care needs, leisure activities, and vacation alternatives.12 Moreover, 
this population segment may not be as brand loyal as previous generations of Americans and 
represents a key group of purchasers of goods and services on the Internet.13 

By 2010, ethnic minorities accounted for 49% of the children born in the United States. 
In Hawaii, New Mexico, California, Texas, and the District of Columbia, the percentage had 
climbed to 65.14 The Hispanic population in the United States surged from 35.3 million in 2000 
to 50.5 million in 2010. Latinos accounted for 16% of the nation’s total population of 308.7 mil-
lion according to 2010 census figures, more than half of the overall gain from 2000.15 Moreover, 
Hispanics tend to spend more on cleaning and beauty products and typically have more brand 
loyalty than the average U.S. consumer. Firms have taken notice, tailoring advertisements to 
Hispanic audiences and providing English and Spanish on their product labels. In the 2000s, 
consumer products firm Colgate-Palmolive leveraged its strength in Latin American markets to 
establish a dominant position in the United States. In 2011, Procter & Gamble (P&G)—using 
insights from its team of researchers—followed suit and instituted a number of changes specifi-
cally designed to attract Latino consumers. P&G tweaked a number of its products and began to 
feature Latino celebrities in many of its advertisements.16

Demographic changes have taken a toll on American Express. Long known for catering to 
older, more affluent executives, American Express is having a difficult time reaching members 
of a new generation to whom the prestige of having an American Express card means little or 
nothing. Between 1984 and 2004, the number of credit cards in circulation in the United States 
rose from fewer than 200 million to over 600 million, while the number of debit cards grew from 
0 to over 200 million. In an effort to permeate the credit and debit card fog among young con-
sumers, American Express even began offering some unusual perks targeted to young prospec-
tive cardholders like free chocolate martinis and discounts at trendy nightspots.17 

Firms in the United States are pursuing the growing Hispanic and immigrant populations, not 
only with Spanish advertisements and websites but also with products and services tailored to cul-
tural differences. Firms such as Kraft and Anheuser-Busch InBev have invested large sums in Spanish 
advertising campaigns. Some financial institutions began offering checking accounts and mortgages 
to immigrants lacking documentation in the 2000s. In 2007, Bank of America even began offering 
credit cards to customers without Social Security numbers—typically illegal immigrants—a decision 
based on what executives called a large untapped group of potential customers.18 

Attempting to target multiple cultural groups can be a challenge. Pizza Patrón is a 100-unit 
Hispanic-focused restaurant chain based in Dallas. Featuring toppings such as chorizo sausage 
and jalapeno peppers, Pizza Patrón has targeted Hispanic-American consumers since its incep-
tion in 1986, billing itself as the number one Latin pizza brand. The company shifted its empha-
sis in the early 2010s to a bilingual, bicultural audience. As brand director, Andrew Gamm 
noted, “Hispanics born in the U.S. have one foot in each culture. They are very into adopting 
American culture without fully letting go of their Hispanic roots. In [the past], we focused on 
these peoples’ parents.”19  

Social forces are often intertwined with forces in other areas of the external environment. 
For example, the global recession of the late 2000s and early 2010s—and economic force—
has spawned a greater emphasis on frugality. As cautious consumers spent less, retailers like 
 Wal-Mart and Home Depot responded by cutting costs through reductions in work hours and 
inventories. Lower costs often translate into lower prices, better positioning these retailers to 
compete for consumer spending.20

Societal trends present various opportunities and threats to businesses. For example, the 
health and fitness trend that emerged in the 1990s has spawned growth in a number of manu-
facturers of fitness equipment, as well as producers of healthy drinks, while hurting a number of 
businesses in less health-friendly industries such as tobacco and liquor. In the 2000s, Anheuser-
Busch launched Michelob Ultra, a low-carbohydrate beer, in an effort to tap the health- 
conscious market.21 PepsiCo has increased its sales of healthy snacks, including baked and  
low-fat offerings, substantially in the past decade.22
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A number of consumer-related trends have been sparked by development of the Internet. 
Online retail sales in the United States have risen rapidly in recent years. Purchases of big-ticket 
items such as furniture and appliances have also grown as consumers have become more com-
fortable making large purchases via the Internet, creating opportunities for big-box retailers.23 
Online shopping has also received a boost from rising fuel prices. For example, after gas prices 
spiked in April 2011, online sales in the United States rose by 19.2% over the April 2010 figures, 
the fastest pace in nearly 4 years.24

The Internet has also facilitated the use of social media such as Facebook and Twitter. 
Consumers use social media to rapidly exchange information and ideas about products and 
services. Firms and industries can benefit when a video featuring a product “goes viral” on a 
site such as YouTube. Alternatively, they can suffer when troublesome information—accurate 
or not—spreads quickly among customers. For example, meat processor AFA Foods filed for 
bankruptcy in 2012 a few months after consumers rejected the lean finely textured beef (LFTB) 
added to the firm’s beef products. Rivals Beef Products and Cargill also scaled back production 
substantially. Concern about the filler—termed pink slime by detractors—became widespread 
in part because of social media. LFTB actually refers to trimmings of lean, low-fat beef sepa-
rated from fat through an innovative process that raises the temperature to about 100 degrees 
Fahrenheit. Some media outlets erroneously tagged LFTB as an additive unfit for human con-
sumption, and many consumers changed their demand patterns immediately. Several major 
supermarket chains in the United States, including Kroger, Safeway, and Supervalu, responded 
by discontinuing products with LFTB, thereby placing an immediate strain on meat processors.25  

Buyer behavior is a key concern, especially for retailers (see Strategy at Work 4.1). Many 
traditional retailers have struggled to keep pace with their online rivals, most of which trans-
late their lower overhead costs into lower prices. Traditional department stores such as Sears, 
J.C. Penney, and Dillards suffered revenue declines in the late 1990s and early 2000s as a result 
of changes in consumer buying habits that favor discounters such as Target and Wal-Mart and 
e-tailers such as Amazon. Department stores have responded by streamlining stores to facilitate 
faster service, modifying product lines to target specific consumer groups, and even increasing 
their reliance on private label brands.26

Hasbro, Inc., is the largest seller of traditional board games in the United States and is known for 
classics like Monopoly, Operation, and Scrabble. But the world’s largest toymaker is experiencing 
difficult challenges.

Although Hasbro has been a favorite of Christmas shoppers for years, sales plummeted dur-
ing the 2010 season, resulting in a 15% decline in profits for the first quarter of 2011. Its stock 
price declined almost 30% in 2011 amidst fear that the company appears unable to recover. 
While Hasbro has emphasized traditional games, rivals like Mattel and Lego have capitalized on 
changes in consumer preferences. Mattel shares rose by almost 10% in 2011, sparked by innova-
tive board games like Angry Birds. 

The largest share of Hasbro’s $4 billion annual revenue comes from boy toys such as Nerf 
foam weaponry, followed by games. Many analysts believe that the company has been too 
slow to adapt to online social gaming trends. Zygna’s Words with Friends has 13 million active 
monthly users on Facebook compared to only 1 million for Scrabble. 

Hasbro remains the leader in board games, but recent declines underscore the importance of 
comprehending and addressing changing social forces, especially consumer tastes. Technology 
also plays a role in this instance, as the shift toward online gaming leverages advances in com-
puter and Internet speed and graphics. As chief marketing officer John Frascotti put it, “The U.S. 
market has been challenged in terms of gaming, but clearly we need to do better.”

Strategy at Work 4.1. Angry Birds and Hasbro27
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Increases in online sales have caused traditional retailers to develop new ways to attract 
prospective buyers to their stores. They discovered that many consumers were less likely to 
frequent a traditional retailer unless it also provided some form of entertainment value. Bass Pro 
Shops, for example, increased its store traffic substantially by including such amenities as a large 
fish tank, live baits, and even a rock-climbing wall. Mall developers began to include “activity 
zones” in their facilities for such attractions as skating and fitness centers. This trend of mixing 
retailing with entertainment is expected to continue in the coming years.28

Trends toward socially responsible manufacturing and waste management practices, as well 
as concerns for saving private wetlands from business development, should be noted too.29 The 
last decade of the 20th century witnessed a heightened interest in both consumer recycling and 
the production of recyclable products by manufacturers in the United States and other parts of 
the world. Some leisure travelers are even demanding more economically friendly vacations 
and wish to patronize providers that limit carbon emissions or even provide a “carbon-neutral” 
vacation.30 However, many consumers are often unwilling to pay the higher prices typically 
associated with environmentally friendly products and services.31

In 2009, Wal-Mart unveiled an environmental labeling program designed to disclose the full 
environmental costs associated with its products, enabling consumers to consider this rating 
alongside price when making their purchases. Although the program will take years to fully 
implement, it reflects the increased interest in providing accurate environmental information to 
consumers at the level of purchase.32  

The tragic events of 9/11 have engendered social changes that affect a variety of industries. 
For example, concerns over air travel safety have greatly influenced everything from routes to 
marketing strategies of major airlines. Broadly speaking, Americans are more willing to accept 
inconveniences associated with their transactions if they believe that safety and security are 
heightened as a result. Studies also suggest that investment and personal life strategies have 
become more conservative and reflective as a result of the tragedy.33 Even churches are taking 
notice, as the 25% increase in national attendance immediately following the events of 9/11 had 
all but disappeared by early 2002.34

The following two subsections develop in detail the changes in two key social forces: 
(1) eating habits and (2) automobiles. These examples illustrate both the richness and the complex-
ity of social change and how it affects firms. The final subsection elaborates on global concerns. 

Case #1: Eating Habits
A key social force affecting a number of industries in the 
United States and across the globe is the changing of eat-
ing habits. One can argue that some firms in food-related 
industries have achieved success primarily on the basis of a 
single social force. Since its founding in 1980, Whole Foods 
Markets grew to 189 stores and $5.6 billion annual sales 
in 25 years as the largest organic and natural foods grocer 
in the United States. John Mackey, chief executive officer 
(CEO), has demonstrated that the natural and organic food 
movement is not merely a fad but constitutes a movement 
substantial enough to support a national grocer. Of course, 
Whole Foods faces a number of potential threats associated 
with this movement. If it declines, the grocer will most likely 
suffer. Alternatively, if it becomes mainstream, traditional 
grocers will continue to expand their natural and organic 
food product lines, increasing competition for the firm.35 
During the economic downturn of the late 2000s, many 
consumers were not willing to spend more on organic food 
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products. In 2009, grocers like Safeway and Supervalu expanded their private label organic 
brands in order to provide lower priced organic foods to their customers. The expansion of 
generic product offerings tends to trim margins across the board, which is not beneficial to high-
end retailers like Whole Foods.36 

During the late 2000s, many consumers also shifted from brand-name products to less 
expensive store brands. Food producers like Kraft and Kellogg’s responded by cutting costs and 
trimming prices to narrow the gap between their offerings and store brands. By 2010, U.S. shop-
pers began to shift back to national brands.37

Food producers understand the value of staying abreast of changes in consumer tastes, 
especially in terms of diet fads and health trends. While food sales have grown at a modest pace 
of about 2% annually, sales related to diet fads rise and fall rapidly, rewarding firms with the 
right array of products at the right time. In the mid-2000s, companies like Nestle, Unilever, and 
Kraft began experimenting with special starches and fibers to create foods that make people feel 
full for a longer period of time. The success and failure of such products has been mixed.38

Interestingly, American consumers have been sending a mixed message of the celery stick 
and the double chocolate peanut swirl for the past decade, further complicating the task of 
identifying demand patterns for restaurants and packaged food producers alike. In the late 
1990s and early 2000s, fast-food consumers began eating less at traditional giants such as Burger 
King, Pizza Hut, and Taco Bell in favor of more healthy alternatives such as Subway and Panera 
Bread. Traditionally synonymous with hamburgers, McDonald’s has since responded with more 
salads, expanded advertising campaigns, a rotation of temporary items, revamped dollar menus, 
and even credit card service, but the company’s “fried” image remains intact and sales increases 
have been difficult to muster.39 In 2010, McDonald’s began testing a wider variety of menu items 
at some of its restaurants, including flatbread sandwiches, garden snack wraps (chicken and 
vegetables wrapped in a tortilla), oatmeal, caramel-mocha, vegetables, and frozen strawberry 
lemonade.40

In the fast-food business, rapid and effective adaptation to changes in taste can spell the dif-
ference between profit and loss. In the mid-2000s, tastes shifted from hamburgers and chicken 
to toasted sandwiches. Subway equipped its stores with high-tech ovens and began offering 
consumers the option of toasting their sandwiches. Rivals took similar measures as the sale of 
sandwiches grew at twice the pace of burgers.41 Even as U.S. fast-food icons continue to expand 
abroad, restaurant chains from other parts of the world, such as Guatemala’s Pollo Campero and 
Mexico’s El Tizoncito, are expanding into the United States.42

During the past decade, many fast-food restaurants have been “supersizing” their meal com-
binations by adding extra fries and larger drinks (a practice McDonald’s later discontinued), 
while at the same time expanding alternatives for items such as grilled chicken sandwiches and 
salads.43 In 2004, Coca-Cola and PepsiCo began to emphasize smaller cans and bottles (at higher 
per-ounce prices),44 while McDonald’s introduced low-carb menu items.45 Eating habits even 
changed markedly after the U.S.-led war with Iraq began as Americans consumed large quanti-
ties of high-calorie takeout food while watching war coverage on television.46   

In early 2005, the U.S. government released a revised design of the food pyramid, a graphi-
cal depiction reflecting food choices the U.S. Dietary Guidelines Advisory Committee believe 
to be appropriate; interest in regulating food products with healthy considerations increased 
further with the election of President Obama. In the early 2010s, First Lady Michelle Obama 
spearheaded a campaign to promote healthy eating habits, particularly among children.47 With 
the success and longevity of products like Hardee’s Monster Thickburger with 107 fat grams and 
1,418 calories, the extent to which many American consumers consider health factors when pur-
chasing fast food is not clear.48

Food consumption patterns often vary across borders. Traditionally, food in China has been 
viewed as something to be savored, not rushed. Only about 10% of business at fast-food res-
taurants in China is takeout. KFC (Yum Brands) opened its first drive-thru in China in 2002 and 
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added a second in 2005. Response was slow at first, but drive-thrus became more common in 
the late 2000s. McDonald’s opened its first drive-thru in China in 2005 and partnered the fol-
lowing year with Sinopec, China’s largest gasoline retailer, to build a large number of additional 
units in Sinopec service stations. With the faster pace of Chinese life and more cars on the road, 
McDonald’s has banked on acceptance of the drive-thru concept (in Chinese, De Lai Su, which 
translates into “come and get it fast”). Encouraged by success, McDonald’s had introduced 105 
drive-thrus by 2010, with plans to introduce 300 more by 2013.

This move also reflects an increased effort by McDonald’s to tailor its offerings more to local 
tastes, an approach more common at rivals like KFC and Pizza Hut. Chicken outsells beef at 
McDonald’s in China, where the fast-food giant blends traditional favorites like Big Macs and 
fries with local favorites like corn, spicy chicken wings, and triangle wraps—chicken or beef 
mixed with rice and vegetables in a tortilla-type wrapper.49

Chinese consumers have become more interested in healthy eating as well. In 2010, Nestle 
and PepsiCo began introducing health food products in China that include wolfberry plants, 
chrysanthemum teas, and tremella, which are natural ingredients associated with wellness 
among consumers there. Sales of wellness foods and beverages increased 28% over 5 years 
to $1.5 billion in 2009. Nestle hopes to capitalize on this heightened awareness in China and 
throughout the world by investing $500 million globally over the next 10 years to develop foods 
with health benefits. For example, with an estimated 92 million Chinese suffering from diabetes, 
Nestle began testing in 2010 a mulberry yogurt that is designed to naturally regulate blood sugar 
levels.50

American and British females between the drinking age of 21 and 24, for example, con-
sumed 33% more alcoholic beverages in 2004 than they did just 5 years earlier, a trend likely 
connected to the fact that women are starting families later in life and therefore have more dis-
posable income at the age.51 Concern about obesity in the United States, the United Kingdom, 
and other developed nations has become more pronounced in recent years. Critics charge that 
sedentary lifestyles and unhealthy foods have led to increases in diabetes, heart disease, and 
other medical problems associated with obesity. Many charged that food processors and fast-
food restaurants such as McDonald’s have contributed to this phenomenon by encouraging 
individuals to consume larger quantities of unhealthy foods.52 At the same time, however, a 
number of food producers and restaurants began catering to consumer interest in low-carb regi-
ments as dieter concern shifted from fat content in foods to carbohydrate content. Unilever, for 
example, began promoting low-carb Skippy peanut butter, Wishbone dressing, and Ragu spa-
ghetti sauce.53 In 2006, Kraft Foods, Campbell Soup, and PepsiCo agreed to set guidelines for fat, 
sugar, sodium, and calories for snacks sold in stores, snack bars, and school vending machines.54 

Alcoholic beverage producers are responding with new alternatives targeted to the taste 
preferences of young females. Responding to shifts in alcoholic beverage consumption patterns 
is not always easy, however. In late 2005, Anheuser-Busch teamed up with notable Harvard epi-
demiologist Meir Stampfer to tout the potential medical benefits of beer consumption. Stampfer 
cites a number of studies suggesting that moderate consumption of alcohol may reduce the 
risk of heart attack, diabetes, and other ailments. Beer’s share of the overall consumption of 
alcoholic beverages in the United States declined in the 2000s while wine’s share increased. 
Although Anheuser-Busch attributes some of this shift to the preference for beverages low in 
carbohydrates, the firm believes that a key factor is a misconception that moderate wine con-
sumption can be healthy whereas moderate beer consumption is not.55

In 2011, the Obama administration attempted to address the marketing side of the equa-
tion by releasing voluntary standards designed to govern how McDonald’s, Coca-Cola, General 
Mills, and others advertise their products to children. For example, under the guidelines, food 
marketed to children under 17 must provide a “meaningful contribution” to a healthy diet by 
including specified amounts of fruits, vegetables, whole grains, or other health foods. Although 
the guidelines are “voluntary,” many are concerned that regulations will follow if they are not 
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met. As Dan Jaffe, executive at the Association of 
National Advertisers, put it, “There’s clearly a veiled 
threat here that if they don’t act, someone’s going 
to step further.”56

Case #2: Automobiles
Social trends have been key factors in the automo-
bile industry. The 1990s experienced the rise of the 
sport utility vehicles (SUVs) on the American auto-
motive landscape. By the end of the decade, SUVs 
were the vehicle of choice for many suburban fam-
ilies, and the minivan was passé. Auto manufactur-
ers realized, however, that the new breed of SUV 
patrons was willing to give up some of the rugged 
features associated with the SUV in exchange for 

the additional space and softer ride associated with the minivan. One General Motors (GM) 
executive said, “The sport utility today is kind of becoming like the minivan, a family vehicle.” 
In early 2001, Ford responded to the shift in consumer preferences by introducing a redesigned 
Explorer with three rows of seats, additional safety gadgets, and a softer ride.57 By 2003, Ford, 
GM, and Nissan had begun to shift attention away from large SUVs to the hybrid vehicles they 
termed crossovers or active lifestyle wagons.58 Ford executives even called 2004 “the year of the 
car” in anticipation of a consumer move away from SUVs, trucks, and minivans.59 

The evolution of the SUV continued in the mid-2000s, as demand for traditional SUVs like 
the Ford Explorer and the Chevrolet Tahoe leveled off in the United States. In 2005 and 2006, 
sales of crossover vehicles began to surpass those of SUVs in the United States. Crossovers are 
typically smaller and more fuel-efficient than SUVs, but many got wider and longer during this 
time, adding such features as a third row of seats, more cargo space, and greater towing capac-
ity.60 New models in 2006 boasted designs that resembled a combination of SUV and sports car, 
station wagon, or minivan. Experts attributed the changes to both a greater interest in practical-
ity and the reality of higher fuel prices.61 Ford discontinued production of minivans in 2007 and 
GM followed suit in 2008.62

Meanwhile, the spikes in fuel prices in the mid-2000s took a heavy toll on sales of less fuel-
efficient vehicles, including SUVs. When gasoline prices in the United States approached $3 per 
gallon in 2004, GM reported a monthly sales decline of 24%, while Ford sales dropped 19.5%. 
Meanwhile, sales at Chrysler, which is less dependent on SUVs, rose 4%. Sales at Toyota, makers 
of more fuel-efficient vehicles, rose 10% during the same period, led by a 23% increase in sales 
of the gas-electric hybrid Prius.63 Fuel prices eventually tapered off but rose abruptly again the 
following year. By mid-2006, American automobile manufacturers and retailers were forced to 
respond with incentives worth thousands of dollars to move its less fuel-efficient vehicles from 
inventories.64 Carmakers began to incorporate high-end features and a more luxury feel into 
their smaller, more fuel-efficient vehicles.65 Toyota passed Ford in total revenues in 2006.66 In 
2008, Chrysler introduced its tiny, two-seat Smart Fortwo in the United States. The Smart Fortwo 
enjoyed some success in Europe and is only 106 inches long—44 inches shorter than Toyota’s 
subcompact Yaris.67 

By 2007, Ford, GM, and Chrysler were struggling to cut costs. Their attempts to extract price 
concessions from suppliers that had already been squeezed by the global economy were largely 
unsuccessful.68 Even Toyota, concerned that upcoming demand would not justify the additional 
capacity that the firm had been adding in the United States over the past 5 years, decided to 
scale back.69 In 2008, gas prices in the United States spiked again, this time at the $4 per gal-
lon level, rekindling concerns about fuel efficiency. Sales of low-mileage recreational vehicles 
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plummeted, as producers like Coachmen Industries and Fleetwood Enterprises struggled to 
remain afloat.70 With the economy entering a recession, Chrysler and GM warned of poten-
tial insolvency. Although gas prices dropped again to the $2 range, government assistance was 
required in late 2008 to stave off bankruptcy.71 

The popularity of the SUV in the United States has also been attacked on the grounds of 
another social force—environmental responsibility. Opponents charge that SUVs are simply too 
large and fuel-inefficient, increasing the nation’s dependence on external sources of oil and 
potentially compromising the nation’s ability to broker a lasting peace in the oil-rich Middle 
East. SUV manufacturers still face a daunting task of balancing environmental concerns and their 
desire to produce a vehicle still in demand.

There are a number of additional social changes related to automobile preferences. Led by 
European automakers, manufacturers began developing smaller premium vehicles for sale in 
the United States in the mid-2000s. Interestingly, the role of the “Big Three” American carmakers 
in the development of these vehicles was indirect rather than direct, with primary activity com-
ing from GM’s Saab, Ford’s Volvo, and Daimler’s Mercedes divisions.72 

Following the 2005 hike in gasoline prices in the United States, GM and Ford began to pro-
mote their “flex fuel” vehicles that can operate either on gasoline or E85, a mix of 15% gasoline and 
85% ethanol. The automakers announced plans to produce 650,000 flex fuel vehicles annually and 
push for more service stations that carry the alternative fuel. In 2005, five million such vehicles—
mostly GM and Ford products—were in operation in the United States, but E85 was not easy to 
find, especially outside of the Midwest. Not only are flex fuel vehicles attractive to environmentally 
friendly consumers, but they also represent a competitive advantage for the giant American auto-
makers. When GM and Ford launched its new focus in 2006, Nissan was the only Japanese car-
maker with a compatible product on the market, a version of its large Titan pickup.73

Luxury carmakers began to experience an acute challenge in the late 2000s and early 2010s: 
the aging population. Historically, vehicles produced by such manufacturers as Daimler and 
BMW have been popular with older consumers. In nations like India and China where automo-
bile demand is growing rapidly, car buyers tend to be younger.74  

Interestingly, consumer preferences can often conflict, creating uncertainty for firms in 
an industry. The automobile industry provides an acute example, where consumers in 2009 
reported increasing concern for both auto safety—as defined by crash test performance—and 
fuel economy. Because vehicle weight is a key factor in fuel economy, small, lightweight vehi-
cles tend to be both the most efficient and problematic from a safety standpoint. In addition, 
some drivers believe small cars are more vulnerable on the road because too many SUVs and 
other large vehicles are on the road.75 Sorting out these differences in social forces can be a seri-
ous challenge.

Automobile sales dipped during the economic downturn of 2009 but recovered in 2010, 
fueled by gains in more fuel-efficient vehicles. The rise in gasoline prices has created long-term 
challenges for manufacturers that rely on trucks, large vehicles, and SUVs. Small cars accounted 
for about one-third of new vehicle sales globally in the early 2010s, but forecasting fuel prices 
is very difficult, especially in the short term. The trend reversed temporarily in the 2010s when 
average fuel prices in the United States consistently remained below $4 per gallon, as sales of 
SUVs and pickup trucks increased and even exceeded car sales at many automakers. When $4 
gasoline returned in 2012, however, consumer demand shifted back to automobiles boasting 30 
or more miles per gallon, as well as updated SUVs engineered for better fuel economy.76  

The British Petroleum (BP) oil spill in 2010 has influenced the energy debate as well. 
Although thousands of oil rigs function properly every day, the BP spill was catastrophic from 
economic and ecological perspectives, causing some Americans to call for an end to offshore 
drilling. As BP’s stock price declined following the spill, shares of firms involved in the pro-
duction of electric cars rose. California-based Tesla Motors—maker of the $109,000 battery- 
powered Roadster—received a lot of positive interest from investors and the press as a result.77  
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The increased demand for cars in China has affected a number of industries besides those 
involved in automobile production. China Petroleum and Chemical has added nonfuel sections 
in many of its 95,000 stores because consumers are interested in purchasing more than gasoline. 
Large big-box retailers like Carrefour and Home Depot have benefited at the expense of smaller 
stores as consumers with automobiles are shopping less frequently but purchasing more each 
trip. Commercial radio is booming as middle-class drivers like to tune in on the road. Hotel 
chains are also benefiting as more consumers with automobiles desire to leave the crowded cit-
ies on holidays.78

Global Concerns
It is difficult to separate domestic social forces from global forces. Indeed, the analysis of social 
forces can be quite complex for firms operating in several countries.79 Each of the world’s 
nations has its own distinctive culture—its generally accepted values, traditions, and patterns of 
behavior. These cultural differences can interfere with the efforts of managers to understand and 
communicate with those in other societies. The unconscious reference to one’s own cultural 
values as a standard of judgment—the self-reference criterion—has been suggested as the 
cause of many international business problems. Individuals, regardless of culture, become so 
accustomed to their own ways of looking at the world that they often cannot comprehend any 
significant deviation from their perspective. However, companies that can adjust to the culture 
of a host country can compete successfully.80 For instance, by adapting to local tastes rather than 
rigidly adhering to those of its U.S. customers, Domino’s has found profitable business overseas 
by selling tuna and sweet corn pizzas in Japan and prawn and pineapple pizzas in Australia.81

Cultural differences across borders can create opportunities for firms—especially in over-
looked emerging markets. In 2009, Coca-Cola announced plans to double the number of bot-
tling plants in China in an effort to triple sales in the nation during the 2010s. Although China 
was already Coke’s third largest national market by revenues, the soft drink giant is banking on 
even stronger growth in the coming years.82

Demand patterns can vary markedly across borders. Mexican per-capital consumption of 
ketchup is very high, resulting in a number seven world ranking. In early 2007, U.S. ketchup 
producer H. J. Heinz had fewer than 10 sales representatives in Mexico and held less than 1% of 
the Mexican market. The American producer decided to change course, and by late 2009, Heinz 
had increased its sales force to about 150, while its market share grew to 12%, securing contracts 
with Domino’s, Burger King, and KFC.83 

Cultural acceptance across borders is not always easy to predict, however. Yum Brands’ 
Taco Bell experienced considerable consumer rejection in Mexico in the 2000s. Its first store in 
India opened in early 2010 in Bangalore and has enjoyed a warm reception from Indian con-
sumers. Although consumers are unfamiliar with most of its products, Taco Bell hopes to capi-
talize on a growing middle class in a nation whose consumers are open to new ideas and tastes. 
Yum Brands’ KFC unit already operates more than 70 stores in India.84

Consider auto demand in China. By the early 2010s, demand for larger, more expensive 
vehicles was on the rise, as prosperous consumers became less satisfied with the basic transpor-
tation offered by no-frills vehicles common to the Chinese market. Flaunting a luxury car such 
as a Ferrari or Mercedes was no longer taboo.85 Chinese automakers were focusing more on 
exports to both established markets like the United States and undeveloped ones like those in 
Africa.86

Consider the demand for paper in China. Because developing markets often lack hearty for-
ests and a healthy recycling culture, they often turn to developed nations like the United States 
to meet their paper needs. Hence, after Chinese imports are unloaded in U.S. ports, recyclable 
paper—newspapers, cardboard, telephone books, and the like—is shipped back to China as 
raw materials to produce more boxes and packaging needed for future rounds of exports. This 
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phenomenon has created profitable business opportunities for recycling companies, particularly 
those located near the U.S. ports.87 

Fast-food chains experienced considerable growth in the late 2000s and early 2010s due in 
great part to a confluence of macroenvironmental trends. Fast-food brands like McDonald’s and 
KFC and American food like hamburgers and French fries have become more popular in China. 
Chinese cities have become more crowded as rural residents have relocated there seeking 
employment. More Chinese consumers are purchasing automobiles, making fast food a more 
frequent option. With additional cars on the roads and few places to park, many are attracted to 
drive-thru service. All of these factors have converged to spark industry growth in the region.88 

Cross-cultural differences in norms and values also require modifications in manage-
rial behavior. For example, business negotiations may take months or even years in countries 
such as Egypt, China, Mexico, and much of Latin America. Until personal friendships and trust 
develop between the parties, negotiators are unwilling to commit themselves to major business 
transactions.89 In addition, Japanese business executives invite and even expect their clients or 
suppliers to interact socially with them after working hours, for up to 3 or 4 hours an evening, 
several times a week. Westerners who decline to attend such social gatherings regularly may be 
unsuccessful in their negotiations because these social settings create a foundation for serious 
business relationships (see Case Analysis 4.1).

Some key issues include (but are not limited to) the following:

 1. Societal traditions

 2. Societal trends

 3. Prevailing values

 4. Consumer psychology

 5. Society’s expectations of business and consumer activism

 6. Concern with quality of life

 7. Expectations from the workplace

 8. Religious trends and values

 9. Population and demographics

10. Birthrates and life expectancies 

11. Women in the workforce

12. Health consciousness

13. Attitudes about career and family

14. Concern for the natural environment

As with other macroenvironmental forces—but especially with social forces—it is important to outline how each key force 
has affected the industry and organization to date and to address how each will likely influence the industry in the future. For 
example, health consciousness and dual-career couples have spawned the demand for Healthy Choice microwavable dinners. 
Will these two social forces change in the upcoming years? If so, how?

Case Analysis 4.1 Step 7: What Social Forces Affect the Industry?
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Societal trends can vary widely among nations, especially as they are related to other factors. 
For example, smaller cars have been preferred in Europe, where roads are often narrow, gaso-
line is heavily taxed, and fuel economy is a greater concern. In contrast, U.S. consumers tradi-
tionally have demanded relatively larger vehicles in a country where roads are wider, gasoline is 
less expensive, and fuel consumption does not play as strong a role in the purchase decision.90 
Fashion in China also illustrates how social trends vary across borders. In China, preferences 
reflect a mix of Asian, American, and European tastes.91

Societal traditions define societal practices that have lasted for decades or even centuries, 
but changes can occur. For example, the celebration of Christmas in the Western Hemisphere 
provides significant financial opportunities for card companies, toy retailers, turkey proces-
sors, tree growers, mail-order catalog firms, and other related businesses. Many retailers hope 
to break even during the year and generate their profits during the Christmas shopping season. 

Holiday sales at Amazon, Best Buy, Gap, and Target represent 38%, 32%, 
30%, and 31% of annual sales respectively.92 The popularity of Christmas 
is even increasing in China. Although Chinese celebrations are typically 
devoid of religious significance, opportunities have emerged for market-
ers and merchandisers seeking to cash in on the popularity of gifts, con-
sumption, and Santa Claus.93

Strategic managers in American corporations should remember that 
their firms have exceptionally high visibility because of their American 
origins. As such, citizens of other countries may disrupt the business 
operations of American corporations as a form of anti-American activity. 
Only 2 months after Disneyland Paris opened in France, many French cit-
izens decried the venture. Hundreds of French farmers blocked entrances 
to the theme park with their tractors to express their displeasure with 
cuts in European farm subsidies that had been encouraged by the United 
States, even though 90% of the food sold at the park was produced in 
France.94

Technological Forces __________________________

The world is flat. New York Times foreign affairs correspondent Thomas Friedman’s 2005 best-
seller presents his spin on a phenomenon that has changed the world forever: globalization. In 
The World Is Flat, Friedman argued that the period of American world economic domination has 
ended because technological changes during the past two decades have leveled or “flattened” 
the economic playing field for those in other countries, most notably India and China.95 Today 
his claim is self-evident, marked by increased global business activity in even smaller nations 
like Ghana and Vietnam.

The dot-com boom and subsequent bust around the turn of the century contributed sig-
nificantly to the emergence of Friedman’s “flat world.” During the bubble, telecommunications 
companies were replete with cash and invested hundreds of millions of dollars to lay fiber-
optic cables across the ocean floors, cables that currently and inexpensively connect countries 
like India and China to the United States. The dot-com bust resulted in significant stock market 
losses, forcing companies to cut spending wherever possible. Hence, many turned to opportu-
nities for cost cutting created by the fiber-optic cables and began to offshore jobs as a means of 
addressing a new economic reality. As Indian entrepreneur Jerry Rao explained in Friedman’s 
book, any work that can be digitized and moved from one location to another will be moved.96 

Technological change can decimate existing businesses and even entire industries because 
it shifts demand from one product to another. The flattening of the world described by Friedman 
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is only one of many major transformations in technology. Prior historical examples include the 
shifts from vacuum tubes to transistors, from steam locomotives to diesel and electric engines, 
from fountain pens to ballpoints, from propeller airplanes to jets, and from typewriters to com-
puters.97 Business applications of technology are not always smooth, however. For example, 
Internet icon Shawn Fanning spawned an “online music swapping” industry with his launch of 
Napster, a service whereby patrons could exchange music files via the Internet. However, copy-
right and legal complications forced a shutdown and sale of the business.98

The pace of adoption of a technological change is not always easy to predict and can even 
be influenced by competing technologies. For example, high-definition radio technology became 
pervasive in the early 2000s, and about 200 U.S. radio stations were broadcasting digital radio by 
the end of 2004. However, the first radios capable of using the new standard were originally priced 
as much as $1,000 at a time when demand for lower-priced satellite radios was growing rapidly.99  

The effect of an advance in technology can be dramatic but need not be detrimental. The 
advent of the e-book, for example, has begun to change the way many consumers purchase and 
read books. Mega-bookseller Amazon has promoted the shift rather than resisting it by develop-
ing its own reader, Kindle, and selling many of its books in Kindle format.100  

Once commercialized, advances in technology can quickly become dated, however. Many 
firms struggle when it comes to applying new technology to their existing business models. 
Large, established firms can be particularly vulnerable to such changes.101 The automobile 
industry, for example, is affected by technological changes associated with efforts to build cars 
that consume less or no gasoline. Industry giants like Toyota, Daimler AG, and GM are develop-
ing new-generation electric vehicles. Chevrolet’s turnaround effort hinges in part on its develop-
ment of the $41,000-per-unit hybrid Volt. Nissan hopes to sell 200,000 of its plug-in Leafs annu-
ally at a price in the $33,000 range by the mid-2010s.102 Venture-capital-supported upstarts are 
also racing to produce cars with efficient gasoline, electric, or hybrid engines. In an industry that 
places a premium on size and experience, a major technological shift could propel one or more 
of these young entrepreneurial firms into a strong market position over the next decade.103

The pursuit of electric vehicles demonstrates the risk and complexity associated with 
attempting to stay on top of technological change. The first generation of battery-powered vehi-
cles has a limited range. Although they are touted as green alternatives to gasoline-powered 
vehicles, they must be recharged with electricity typically produced from coal- and gas-fired 
power plants.104 Moreover, battery packs are very expensive—about $16,000 for the Nissan Leaf. 
Costs typically decline as technology advances, but there is considerable uncertainty about the 
long-term cost effectiveness and performance of electric vehicles.105 

Technological forces are often linked to other changes elsewhere in the external envi-
ronment. A growing preference for a diet lower in sodium prompted PepsiCo to develop a 
“designer salt” whose crystals are shaped and sized in a way that reduced the amount of salt 
consumers ingest when consuming snack foods. PepsiCo is reducing the sodium level in its 
Lay’s Classic potato chips in the early 2010s.106

Advances in technology can substantially influence production costs associated with a 
product or service. Television manufacturer limitations in sizes of glass sheets they can handle, 
for example, kept prices for flat-screen TVs high throughout 2004 when many analysts had 
predicted production costs to drop.107 Food and meat producers like ConAgra Foods, Hormel 
Foods, and Perdue Farms are dunking prewrapped foods into tanks of pressurized water, a 
technique that enables vendors to keep deli meats in the pipeline for as long as 100 days.108

Many retailers are beginning to utilize technology to better understand how buyers shop. 
Consumer research firm ShopperTrak RCT, for example, keeps track of shoppers nationwide 
using 40,000 hidden cameras in stores and shopping malls. The firm sells the data it collects to 
retailers, economists, and banks, all of which desire more insight into purchase trends.109

P&G began selling products—Pantene shampoo, Pampers diapers, Cover Girl cosmetics, 
and Gillette razors, among others—directly to consumers online through its eStore in 2010. 
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Although traditional retailers were not receptive to the news because of the increased competi-
tion, P&G made the move because of the ever-expanding interactive role of the Internet. As 
chief executive Bob McDonald put it, “We want to maximize our sales through retailers but we 
also want to be where the consumer wants to shop.”110  

Technology has enabled major changes in the customer service arena. Many of the touch-
tone consumer hotlines of the 1990s were replaced in the early 2000s by “virtual agents” that 
answer calls and use speech recognition technology to either resolve a question or transfer the 
customer to a real person who can. Studies suggest that these systems improve response time by 
as much as 40%. Whereas some consumers appreciate the increased speed and are enamored 
by many agents’ use of accents and even flirtatious personalities, others feel awkward about 
“talking to a computer pretending to be a person.” Interestingly, some U.S. companies have 
addressed this frustration by utilizing fewer technology-based systems and transferring incom-
ing calls to their consumer hotlines and technical support centers directly to representatives in 
countries such as India, where labor costs are much lower.111

Technology also affects global business operations. For example, by 2003, roughly 40% of 
the vehicles sold in Europe were powered by more fuel-efficient, cleaner, and more advanced 
diesel engines. In contrast, most transfer trucks in the United States consumed diesel fuel.  
Following renewed concerns over the political situation in the Middle East where much of the 
world’s oil is produced, America’s Big Three carmakers began to apply this technology to SUVs 
produced in the United States.112

Technology’s influence on global business can also be viewed from a development per-
spective. For years, manufacturers in technologically advanced nations established operations 
in developing countries with low labor and/or raw material costs. These expansions have gen-
erally been welcomed because they bring financial resources, opportunities for workforce 
training and development, and the chance for the host country to acquire new technologies. 
In many cases, this interaction has benefited the developing country over the long term, most 

notably in the cases of emerging nations such as 
Mexico, Brazil, India, and China.113

However, leaders in emerging nations are not 
always satisfied with the results of global business 
expansion because anticipated economic and social 
benefits do not always materialize, such as special-
ized business development assistance, the establish-
ment of research and development (R & D) facilities, 
and the hiring of locals in managerial and other pro-
fessional positions.114 On-the-job training notwith-
standing, the overall long-term contribution to the 
host country is sometimes questioned by leaders in 
the developing nations. 

The notion of expanding technology and a 
level economic playing field has created a num-
ber of challenges for Western firms and societ-
ies as well—one of which is the debate over “free 

trade.” Supporters contend that a flatter world is the natural order and that efforts to thwart it will 
only stifle growth in economic powers like the United States, an argument Friedman echoes. 
Proponents charge that the unbridled global trade drives down wages and will ultimately result 
in a reduced standard of living in developed nations. 

The Internet _________________________________

The widespread use of the Internet over the past decade is arguably the most pervasive techno-
logical force affecting business organizations since the dissemination of the personal computer. 
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The effects are most profound in select industries, such as brokerage houses, where online 
companies have demonstrated huge gains in the market, or the travel industry, where the num-
ber of flights, hotels, and travel packages booked over the past decade has skyrocketed. The 
Internet has also facilitated the advent of online banking, a much less costly means of managing 
transactions. Indeed, the Internet has had a major effect on virtually every industry in the devel-
oped world. 

In the early years of its inception, economic activity on the web was dominated by 
 “e-businesses” whose success and failure was almost solely dependent on the Internet. Today, 
most large, traditional firms utilize the Internet to keep track of customers, increase sales, and 
enhance visibility.115

Initially, Internet growth occurred in the most developed nations, but the rest of the world is 
catching up. In North America, Internet penetration is highest at 78% of the population account-
ing for 272 million users. Penetration is only 24% in Asia, but the continent boasts the largest 
number of Internet users at 922 million.116 China passed the 500 million mark in Internet users in 
2011, with a disproportionately high percentage below 30 years of age.117 

The Internet has changed the way news and information is disseminated (see Strategy at 
Work 4.2). In the past two decades, the proliferation of segmented television networks and 
the emergence of the Internet have led to a decline in newspaper readership— particularly 
among younger readers—as busier professionals pursue information outlets in the “new 
media,” including those facilitated by the Internet and talk radio. Many advertisers in news-
paper classifieds have shifted to Internet sites or eBay. Daily newspaper readers in the 
United States peaked at 63 million in 1985 but declined to about 50 million by the early 
2010s. With the exception of USA Today and select publications like the Wall Street Journal, 
newspapers have struggled to retain readership, and the successful ones are leveraging 
Internet-oriented business models.118 As a result, many newspapers have launched targeted 
youth-oriented publications and have begun to leverage the power of the Internet in an 
effort to regain readers.119

Founded in 1903, Knight-Ridder was originally a traditional print newspaper company, publish-
ing such newspapers as the Miami Herald and the Akron Beacon Journal. It later purchased 
 numerous newspapers including the Detroit Free Press, the Philadelphia Inquirer, and the San 
Jose Mercury News. Knight-Ridder was at one time the nation’s second-largest newspaper pub-
lisher, with 32 daily newspapers in 28 U.S. markets and a readership of 8.5 million daily and 12 
million on Sundays. Like other U.S. newspapers, however, Knight-Ridder faced readership de-
clines as consumers obtain information from other media outlets, most notably the Internet.

As the Internet developed, Knight-Ridder took advantage of technological innovations to 
 expand its information network. The company’s Internet operation, Knight-Ridder Digital, was 
created as a separate business unit in 2000 to create and maintain a variety of innovative online 
services, including Real Cities, a major national network of city and regional destination sites in 
58 U.S. markets. Knight-Ridder Digital was launched to provide local information on the web, 
including regional searchable hubs, city resource websites, online newspapers, vertical channels, 
directories, online shopping, entertainment and recreation sources, merchant storefront build-
ing, classified services and archives, and special interest websites. Knight-Ridder also acquired 
CareerBuilder, Inc., and CareerPath.com, Inc., to create a powerful local and national online 
 recruitment network.

(Continued)

Strategy at Work 4.2. Leveraging Technological and  
Social Forces at Knight-Ridder & McClatchy120
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Consider the airline industry. Sparked by Internet applications, a number of consumers 
began to purchase their airline tickets online instead of utilizing the traditional intermediary, 
a travel agency. As airlines began investing in this much more efficient means of ticketing in 
the 1990s, they started to trim commissions paid to travel agencies for booking their flights. In 
2003, the major U.S.-based airlines followed Delta’s lead and eliminated commissions altogether 
for tickets sold in the United States, except where specially negotiated arrangements existed 
between the airline and the agency. Travel agencies have moved aggressively to the Internet 
to expand volume. A number of agencies were dissolved during this period. 121

Interestingly, Internet travel agencies such as Orbitz, Travelocity, and Expedia thrived dur-
ing this time. These sites invest heavily in promotion and emphasize convenience, ease of use, 
and access to the “best deals.” Unlike traditional travel agents, these online competitors aggres-
sively target hotel reservations and have sparked a number of feuds with large hotel chains 
that attempt to lure customers to their own websites for bookings. Hotel chains charge that 
online travel agents inflate room rates by as much as 30%, thereby discouraging potential cus-
tomers and cutting into hotel profits. Online agents contend that they offer value to customers 
by increasing choices.122    

A key fundamental strategic change, however, concerns the dramatic shifts in organizational 
structure and their influences on viable business models. Put simply, many organizations are 
modifying their business models to augment their revenues through sources other than sales. 
As John Magretta put it, “A good business model begins with an insight into human motivations 
and ends in a rich stream of profits.”123

The Internet has unleashed a number of alternative business models, some successful and 
some not. Consider the business model of one short-lived dot-com. By early 2001, CyberRebate 
had become a very popular website, offering rebates with every product, some for the full 
purchase price. Critics charged that such a business could not sustain itself by giving away  
merchandise. However, a small percentage (less than 10%, according to CEO Joel Granik) of 
customers failed to collect their rebates for merchandise typically priced several times the retail 
level, and many others converted to products whose rebates constituted only part of the pur-
chase prices.124 CyberRebate filed for Chapter 11 bankruptcy protection in May 2001.125

A more recent alternative model is Groupon. Launched in 2008, Groupon—named 
by combining the words group and coupon—is a deal-of-the-day website that informs con-
sumers in select major geographical markets about short-term bargains. Millions of members 
give Groupon the leverage to negotiate better deals with retailers, which in turn helps attract 
even more members. Of course, such a business would not be possible without the Internet, 
Facebook, e-mail, and other means of electronic communication. Groupon became a major 
market success in only a few years, but time ultimately determines the viability of such alterna-
tive business models. 

(Continued)

The company was also cognizant of changing social forces, successfully capitalizing on an 
opportunity provided by demographic changes in Miami several years ago. Observing the ever-
increasing number of Cuban-Americans in the Miami market, Knight-Ridder launched a Spanish 
language paper, El Nuevo Herald, which immediately became a success and is now one of the 
largest of its kind in the United States.

Adjusting to these changes was not easy, however, and Knight-Ridder struggled to remain 
competitive. In 2006, rival McClatchy acquired Knight-Ridder and later sold some of its papers. 
Like Knight-Ridder, McClatchy also seeks to respond to changes in technology, working closely 
with Yahoo in a partnership that includes content sharing and cross-advertising. 
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Critics have challenged the notion that new business models are needed to compete in the 
“new economy.” Michael Porter noted the following:

Many of the pioneers of Internet business . . . have competed in ways that violate nearly 
every precept of good strategy. . . . By ignoring strategy, many companies have under-
mined the structure of their industries . . . and reduced the likelihood that they or any-
one else will gain a competitive advantage.126 

In essence, Porter and others have argued that the market forces that governed the tradi-
tional economy have not disappeared in the Internet economy. Hence, many of the dot-
coms that failed in 2000 did not succeed because they discarded these rules, set out to write 
their own, and built business models that simply did not work. Even today some firms have 
been slow to learn this lesson.

Interestingly, the success or failure of a business model may be a function of factors such as 
time, technology, or problems with execution, not the quality of the idea itself. As such, some 
business models may not prove successful at first but with minor changes may become success-
ful in a future period. For example, the concept of purchasing groceries online was originally 
unsuccessful, due to such factors as web design, inefficient warehousing, and relatively high 
prices. By the mid-2000s, improvements in these areas, as well as technological advances and a 
more Internet-savvy consumer, sparked a turnaround among online grocers.  Hence, the origi-
nal model has been enhanced and is yielding positive results.127

The failure of many dot-coms notwithstanding, the Internet has spawned a key change in 
the structure of business. During the past two decades, organizations have engaged in a process 
economists refer to as “disaggregation and reaggregation.”128 The economic basis for this trans-
formation was proposed by Nobel Laureate Ronald Coase in what is called Coase’s law: A firm 
will tend to expand until the costs of organizing an extra transaction within the firm become 
equal to the costs of carrying out the same transaction on the open market.129 In other words, 
large firms exist because they can perform most tasks—raw material procurement, production, 
human resource management, sales, and so forth—more efficiently than they would otherwise 
be performed if they were “outsourced” to the open market.

However, advances in the 2000s in Internet and related technologies—coupled with rapid 
economic development in parts of Asia and Eastern Europe—enabled firms to reorganize work 
processes and improve efficiency. As a result, it is much easier now to share and exchange 
information, and to “farm out” specific tasks to the most efficient parties across the globe. 
Today, there are more than a quarter of a million Indians managing call centers and performing 
telemarketing functions primarily for firms in the United States because they can perform the 
tasks—with the assistance of technology—more efficiently than their American counterparts. 
This fast-growing service industry in India was virtually nonexistent just a decade ago.130 

As a result of this change, many progressive firms have placed less emphasis on performing 
all of the required activities themselves and have formed partnerships—contractual relation-
ships with enterprises outside the organization—to manage many of the functions that were 
previously handled in-house. Whereas outsourcing refers to specific agreements associated 
with a single task, partnering implies a longer-term commitment associated with more complex 
activities.

It is difficult to overstate the effects that disaggregation and reaggregation have had on 
business enterprises and—more specifically—the effort to manage them strategically. In many 
respects, a partner can be viewed as an extension of the organization. Partner capabilities and 
limitations are fast becoming as important as internal strengths and weaknesses. Although 
these changes are more pronounced in some markets than in others, the development of the 
Internet economy has significantly changed the nature of business in all industries (see Case  
Analysis 4.2). 
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Strategic Dimensions of the Internet _____________

In addition to the shift toward disaggregation and reaggregation, the expansion of the Internet 
has changed how strategic managers assess their environments and ultimately make strategic 
decisions. Five key interrelated strategic factors are discussed in this section: (1) movement 
toward information symmetry, (2) the Internet as distribution channel, (3) speed, (4) interactiv-
ity, and (5) the potential for cost reductions and cost shifting.

Movement Toward Information Symmetry
Information symmetry occurs when all parties to a transaction share the same infor-

mation concerning that transaction. Information symmetry is an underlying assumption of the 
 economics-based models of “pure competition.” Information asymmetry—when one party 
to a transaction has information that another does not—is the primary reason why many mar-
kets are less competitive than they otherwise would be. Firms have a distinct advantage when 
they possess information not available to their prospective buyers. Businesses often seek to 
promote information asymmetry and utilize the information edge to their own advantage. 
Automobile retailers, for example, rarely post their absolute bottom line prices on their vehicles. 
Consumers are generally left to “haggle” with a number of dealers to estimate the true whole-
sale cost of the vehicle and the value of various options and accessories. The lack of consumer 
knowledge, as well as the lack of time and expertise required to obtain the information desired, 
results in higher selling prices for many of the retailers.

On the other hand, buyers gain an advantage when they obtain access to this information. 
Comparison shopping for term life insurance used to be a complicated endeavor but has been 
made simple by numerous websites. In addition, independent vehicle test results, retailer web-
sites, wholesale costs for new vehicles, and estimated trade-in values are only a few mouse clicks 
away. Some consumers may end up purchasing a vehicle from a sponsor of an informational site, 
and even educated consumers who do not complete part or all of the transaction process online 
will likely force their traditional retailer of choice to negotiate in a more competitive manner. 

Some key issues include (but are not limited to) the following:

1. Effect of the Internet and social media

2. Scientific improvements

3. Inventions

4. Technology affecting production

5. Expenditures on R & D

6. Focus on R & D expenditures

7. Rate of new product introductions

8. Automation

Case Analysis 4.2 Step 8: What Technological Forces Affect the Industry?
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Smartphones use Internet technology to provide real-time information to buyers at the point 
of sale. Aided by smartphone apps, consumers can easily and quickly compare prices before 
they purchase a product they evaluate in a brick-and-mortar store, a process known as show-
rooming. Downloads like RedLaser and TheFind enable users to scan barcodes in stores and 
obtain real-time price comparisons at brick-and-mortar and online rivals. In a 2011 survey, 40% 
of shoppers used an in-store shopping app or search engine to compare prices and ultimately 
decided to purchase the desired item from an online retailer. As of 2012, about half of shoppers 
in the United States own smartphones, and consumers use TheFind to make about 20 million 
price checks per month. 

Prodded by lost sales to online rivals, Best Buy closed about 50 of its big-box stores in 2012 
and launched an effort to add hundreds of new Best Buy Mobile stores, emphasizing cellular 
phones and related merchandise. Best Buy Mobile outlets average 1,420 square feet, compared 
to 38,570 for traditional Best Buy stores. Gap, Sears, and other retailers have downsized their 
stores as well.131 Barry Judge, chief marketing officer of Best Buy, put it this way: “Our pricing 
has to be very competitive. We know what Amazon’s price is on everything they sell.”132  

Internet as Distribution Channel
The Internet acts as a distribution channel for nontangible goods and services. Consumers can 
purchase items such as airline tickets, insurance, music, stocks, and computer software online 
without the necessity of physical delivery. For largely tangible goods and services, businesses 
can often distribute the intangible portion online, such as product and warranty information. 
Whenever physical distribution can be replaced completely or in part by electronic distribution, 
transactions are likely to occur more rapidly and at lower costs.

Speed
The Internet offers numerous opportunities to improve the speed of the actual transaction, as 
well as the process that leads up to and follows it. Consumers and businesses alike can research 
information 24 hours a day. Orders placed online may be processed immediately. Software 
engineers in the United States can work on projects during the day and then pass their work 
along to their counterparts in India who can continue work while the Americans sleep. The 
pace of business has increased and has been accompanied by heightened expectations for 
speed by consumers.

Interactivity
The Internet provides extensive opportunities for interactivity that would otherwise not be avail-
able. Consumers can discuss their experiences with products and services on bulletin boards 
or in chat rooms. Firms can readily exchange information with trade associations that represent 
their industries. Users can share files with relative ease. Rumors and “bad news” spread rapidly.

Potential for Cost Reductions and Cost Shifting
The Internet provides many businesses with opportunities to minimize their costs—both fixed 
and variable—and thereby enhance flexibility. Information can be distributed to thousands or 
millions of recipients without either the expense associated with the mail system or the equip-
ment required to do so. The “virtual storefront,” for example, does not necessarily require an 
actual facility and may reduce transaction costs through automated online ordering systems, 
although this is not always the case.
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Forms of Electronic Commerce _________________

Electronic commerce activities can be classified into five basic categories by identifying busi-
nesses and consumers as initiators and recipients of the offer (see Figure 4.1). Business- 
to-business (B2B) and business-to-consumer (B2C) categories account for most global 
e-commerce activity. Businesses are commonly involved in more than one of these segments 
simultaneously and/or involved in both electronic (i.e., “clicks”) and traditional (i.e., “bricks”) 
forms of commerce, often referred to as clicks and bricks. Many successful retail firms have 
adopted this approach. In 2009, for example, WalMart.com leveraged its extensive retail net-
work of stores by offering free delivery to any of its retail outlets. Online-only retailer Amazon 
.com cannot offer this option because it lacks the retail infrastructure.133

Figure 4.1  E-Commerce Matrix 

Offer Recipient

Business Consumer Government

Offer Initiator Business Business-to- 
Business (B2B)

Business-to- 
Consumer (B2C)

Business-to- 
Government (B2G)

Consumer Customer-to- 
Business (C2B)

Customer-to- 
Consumer (C2C)

Business-to-Business
B2B is the largest classification of Internet business, with global transactions estimated to be 
$6.8 trillion in 2007.134 Because the Internet reduces transaction costs (i.e., costs associated with 
searching for suppliers, negotiating terms), the Internet provides exceptional opportunities for 
streamlining B2B operations. B2B is widely used as a means of increasing the efficiency of trans-
actions. B2B firms seek to profit on the transactions among firms. Many consumers are unaware 
of the size of B2B relative to other forms.

Business-to-Consumer
The B2C segment is the second largest and fastest growing segment, including such competi-
tors as Amazon and 1800flowers.com. Often referred to as e-tailing, B2C successes are often 
associated with advances in consumer acceptance of the Internet as a retail alternative. In the 
United States, B2C revenues were estimated to be $192 billion in 2011, nearly 7% of all retail 
expenditures. More than 70% of Americans purchased something online in that year, with com-
puters, apparel, and consumer electronics accounting for almost one-half of total online sales.135 
Moreover, mobile commerce (m-commerce)—transactions conducted in an entirely wire-
less environment—is accounting for a growing percentage of B2C revenues each year. B2C 
offers retailers with a number of advantages over traditional forms of retailing, one of which is 
the potential for a larger average transaction. For example, when consumers read the descrip-
tion of a book on Amazon, they also see what others who ordered the same book also pur-
chased, resulting in opportunities for increased business.
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B2C can reduce transaction costs by eliminating the need for much of the overhead associ-
ated with traditional retailing. However, it is easy to overestimate the extent to which overhead 
can be reduced. Many analysts believe that the “dot-com debacle” of 2000 and 2001, during 
which time a number of Internet businesses filed for bankruptcy, was due to expected efficien-
cies and overhead reductions that never fully materialized.

B2C can offer exceptional convenience for consumers by enabling them to search large 
catalogs in only a few seconds, build an order over several days, and configure various prod-
ucts and view actual prices. Frequently asked questions (FAQs) pages can provide customers 
with clear, accurate answers to their most common questions instantaneously and at virtually no 
cost to the business. In the United Kingdom, about one-half of Domino’s pizza deliveries were 
ordered online.136

The challenges associated with successful e-tailing operations are simple to identify but can 
be difficult to resolve. Simply stated, e-tailers must persuade consumers to frequent their sites, 
stay there long enough to evaluate the offerings (i.e., e-tailers must create a site high in “stick-
iness”), and complete their purchases. Needless to say, e-tailers must be able to fulfill these 
orders as advertised.

Business-to-Government 
The segment of electronic commerce whereby businesses utilize the Internet to solicit transac-
tions from government entities is known as business-to-government (B2G). This segment 
has emerged as government agencies have realized that purchases can be handled in a more 
efficient manner when facilitated by the Internet. 

Consumer-to-Consumer
The consumer-to-consumer (C2C) segment involves utilization of the Internet as a facilitator 
of transactions involving only consumers. Because transaction costs can be very high, interme-
diaries such as eBay are often required to manage the exchange of information and PayPal to 
facilitate payments. Many C2C businesses were established solely to take advantage of techno-
logical advantages of the Internet and/or to meet consumer needs specifically created by the 
existence of the Internet. Although companies like eBay are widely recognized, the C2C cat-
egory is very small relative to B2B and B2C. 

Consumer-to-Business
In the consumer-to-business (C2B) segment, consumers generate the offer and businesses 
accept or decline it. This form of electronic commerce is the least developed of the five and 
includes competitors such as Priceline.com. Under the Priceline “reverse auction” model,  
consumers name their prices for goods and services such as airline tickets, hotel rooms, and 
long-distance phone service, and businesses are free to accept or reject them. Unlike traditional 
models, the reverse auction allows for price discrimination because any given buyer does not 
know how much other buyers are paying for the same good or service.137 Like C2C, the C2B cat-
egory is very small when compared to B2B and B2C.

Commoditization and Mass Customization ________

Two recent trends reflecting the confluence of social and technological forces have created 
a number of strategic challenges. Commoditization and mass customization illustrate 
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how different environmental forces can interact in complex ways to influence entire 
industries.

From a strategy perspective, commoditization refers to the increasing difficulty firms have 
distinguishing their products and services from those of their rivals. Rapid advances in technol-
ogy have created numerous opportunities for firms to differentiate their products from those of 
their competitors—differentiation that can exceed the needs of buyers and even confuse them.  
Buyers become inundated with an excessive number of options and little time to investigate or 
comprehend most of them. In an effort to simplify their choices, buyers view products as com-
modities and tend to reduce purchase decisions to a few key factors, such as a major product 
feature, reliability, or convenience. If buyers are unable to readily distinguish among the com-
petitors along these factors, they may view the product as a commodity and base their final 
purchase decision on price. Hence, while firms may be doing all they can to set themselves and 
their products apart from the competition, customers may not see them quite as distinguishable.

Commoditization can create serious problems for firms that end up spending more to 
enhance product features only to be met with buyers who are inexorably price-conscious. In 
a relatively short period of time, for example, digital cameras have overtaken film cameras as 
the product of choice. Whereas most film cameras had only a limited number of options, digital 
cameras can be complex to evaluate, and many come with thick manuals describing all of the 
features and controls. While camera aficionados appreciate all of the bells and whistles, many 
consumers may be confused by all of the features or simply may not wish to invest much time 
into learning how to use what they perceive as a low-involvement product. Unless camera pro-
ducers or retailers can break through this confusion, such buyers may limit their product con-
sideration set on the basis of only one or two key features such as brand, size, or the number of 
megapixels and then base a final purchase decision on price. 

A second trend, mass customization, refers to the ability to individualize product and service 
offerings to meet specific buyer needs. Like commoditization, the prevalence of mass custom-
ization has also been fostered by advances in technology. It occurs when Amazon and other 
e-tailers suggest top-selling books or other products for individual customers based on their 
previous purchase behavior. In this way, companies like Amazon take a commodity—the same 
product that could be readily purchased by other retailers—and customize its presentation to 
individual consumers.

Mass customization is important because it enables firms to personalize offerings while 
building economies of scale—the decline in unit costs of a product or service that occurs as 
the absolute volume of production increases. In a general sense, customization and economies 
of scale are inversely related. Scale economies develop when a firm produces a large quantity 
of a product, thereby eliminating its ability to satisfy individual needs with specialized products. 
Although not easy to achieve, mass customization—via technology and creative approaches—
enables firms to achieve both customization and economies of scale.

Commoditization and mass customization are related to some extent. In some respects, 
technology enabling mass customization can enable firms to combat encroaching commoditi-
zation. When both trends are considered in concert, it becomes clear that successful firms must 
find a way to cut through all of the confusion and reach buyers in meaningful, personalized 
ways while maintaining production efficiencies. 

Environmental Scanning ______________________

Given the rapid pace of change, maintaining currency in macroenvironmental forces affecting 
one’s industry can be a daunting task. Environmental scanning refers to the systematic col-
lection and analysis of information about relevant trends in the external environment. Surveys of 
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Fortune 500 firms generally indicate major payoffs associated with their environmental-scanning 
activities, including an increased general awareness of environmental changes, better strategic 
planning and decision making, greater effectiveness in governmental matters, and proper diversi-
fication and resource allocation decisions. However, the respondents often indicate that the results 
of their environmental analysis are typically too general or uncertain for specific interpretation.138 
Hence, the need for effective environmental scanning to produce relevant information is critical.139 

Britain’s leading retailer, Tesco, uses a Clubcard to collect data on its customers and tailor prod-
ucts and promotions specifically for individual customers. Tesco has leveraged this approach to 
increase its share of the grocery market in the United Kingdom to 31% in 2011, compared to 17% by 
Wal-Mart’s Asda chain. Asda, with locations only in the United Kingdom, accounts for about 10% of 
Wal-Mart’s overall revenues and almost half of its international sales. Tesco is using its knowledge of 
shoppers and customer preferences to combat Wal-Mart’s emphasis on low prices.140

A number of specialized firms presently offer environmental scanning services to strategic 
managers by providing them with real-time searches of published material associated with their 
industries. Top managers at many smaller firms rely on publications such as the Wall Street 
Journal to remain abreast of changes that may affect their firms.

Top managers often have difficulty maintaining objectivity when they evaluate information 
because they selectively perceive their environment through the lens of their own experiences and 
organizational strategy. One study concluded that the heads of financial institutions that emphasize 
cost minimization tend to focus their monitoring activities on competitors and regulators. By contrast, 
scanning activities in financial institutions that seek to differentiate themselves from their competitors 
are more likely to focus on opportunities for growth and customer satisfaction.141

Interestingly, environmental scanning often identifies relationships among key industry 
influences in two or more forces. For example, technological advances in the early to mid-2000s 
enabled manufacturers to produce hand-held devices for viewing DVDs at a price level suitable 
to a significant number of consumers. Interest in the product was further enhanced by height-
ened consumer interest in both DVDs and portable electronic products in general. When French 
firm Archos began producing such a product, however, it ignored an anti-copying code found 
on a majority of prerecorded DVDs, enabling consumers to use the product to make illegal 
DVDs.  Although there were no laws in place prohibiting Archos from ignoring the code, film-
makers began to exert political pressure to lobby for legislation to protect their copyrights.142 
This occurred at a time when Time Warner’s HBO began to emphasize the sale of DVDs in addi-
tion to subscription fees as a means of enhancing revenues.143 With music and video distribution 
shifting to Internet-mediated forms, copyright battles are focusing more on illegal downloads.

Consider also the link between a recession—an economic force—and consumer buying 
 patterns—a social force. When a recession hits, many consumers become more cautious and 
“trade down” from brand-name products to less expensive generics or store brands. Grocery 
shopping surveys in the United States comparing pre-recession habits in 2008 and mid-reces-
sion habits in 2011 illustrate this phenomenon. During this time, the percentage of consumers 
shopping with lists increased from 45% to 75%, while private brand sales as a percentage of 
grocery sales grew from 15% to 20%. In addition, 44% of Americans increased their shopping at 
bulk stores.144 This shift created challenges for both consumer goods manufacturers and grocery 
stores, as more organized and frugal shopping translates into lower margins across the board. 

Today, the main problem created by environmental scanning is often one of determining 
which information available warrants attention. For example, it is not uncommon for a major 
American firm to be referenced in over 1,000 news stories in a given week. For small organiza-
tions and for those competing in global markets, however, it may be difficult to obtain reliable 
information on environmental conditions and trends. In China, for example, research house 
Euromonitor International reported that 23 billion liters of soft drinks were consumed in 2002 
whereas a Coca-Cola study concluded the level to be 39 billion liters. Discrepancies such as this 
create great difficulties for managers attempting to make informed strategic decisions.145
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Summary

Four macroenvironmental forces affect every industry, two of which are discussed in this chapter. Social forces include tra-
ditions, values, societal trends, and a society’s expectations of business. Technological forces include such factors as the 
Internet, as well as scientific improvements and innovations that affect firm operations and/or products and services in a 
given industry. Although each industry is affected by all four sets of environmental forces, the relative influence of the four 
forces can vary substantially by industry. Environmental scanning—staying abreast of environmental changes that affect the 
industry—is a key challenge for executives. 

Key Terms

Business-to-Business (B2B): The segment of electronic commerce whereby businesses utilize the Internet to solicit 
transactions from each other.

Business-to-Consumer (B2C): The segment of electronic commerce whereby businesses utilize the Internet to solicit 
transactions from consumers, also known as e-tailing.

Business-to-Government (B2G): The segment of electronic commerce whereby businesses utilize the Internet to 
solicit transactions from government entities.

Clicks and Bricks: The simultaneous application of both electronic (“clicks”) and traditional (“bricks”) forms of 
commerce.

Commoditization: A process whereby firms are having a more difficult time distinguishing their products and 
services from those of their rivals.

Consumer-to-Business (C2B): The segment of electronic commerce whereby consumers utilize the Internet to solicit 
transactions from businesses.

Consumer-to-Consumer (C2C): The segment of electronic commerce whereby consumers utilize the Internet to 
solicit transactions from each other.

Culture: A society’s generally accepted values, traditions, and patterns of behavior.

E-tailing: Another term for B2C.

Economies of Scale: The decline in unit costs of a product or service that occurs as the absolute volume of production 
increases.

Environmental Scanning: The systematic collection and analysis of information about relevant macroenvironmental 
trends.

Information Asymmetry: When one party has information that another does not.

Information Symmetry: When all parties to a transaction share the same information concerning that transaction.

Mass Customization: The ability to individualize product and service offerings to meet specific buyer needs.

Mobile Commerce (M-Commerce): Transactions conducted in an entirely wireless environment, such as using a 
smartphone to both purchase and download an airline ticket or piece of music. 

Outsourcing: Contracting out a firm’s noncore, non-revenue-producing activities to other organizations primarily to 
reduce costs.

Partnerships: Contractual relationships with enterprises outside the organization.

Self-Reference Criterion: The unconscious reference to one’s own cultural values as a standard of judgment.

Societal Values: Concepts and beliefs that members of a society tend to hold in high esteem. 
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Review Questions and Exercises

1. Give an example illustrating how social trends present both opportunities and threats to businesses in high-
tech industries.

2. Give an example illustrating how the Internet has presented an opportunity or a threat to a particular indus-
try or business organization.

3. Using your college or university as an example, explain how social and technological forces have affected its 
operations over the past decade.

4. Select a large firm with which you are at least somewhat familiar. Utilize the search engines at www.findarticles 
.com, and identify some of the important social and technological influences on the firm’s industry.

Practice Quiz

True or False?
 1. In many respects, social forces are the drivers of consumer markets.

 2. The expansion of a religion in an emerging country is an example of a social force.

 3. The unconscious reference to one’s own cultural values as a standard of judgment is known as cultural bias.

 4. Commoditization refers to the ability to individualize product and service offerings to meet specific buyer needs.

 5. Reading business publications can serve as a means of environmental scanning.

 6. Environmental scanning can be difficult for large firms because of the availability of too much information.

Multiple Choice
 7. Which of the following is not an example of a social force?

A. trends

B. values

C. industrial change

D. all of the above 

 8. When a recession occurs __________.

A. all industries benefit

B. some industries benefit

C. no industries benefit

D. none of the above

 9. Technological forces often __________.

A. decimate an entire industry

B. spawn new industries

C. vary substantially among industries

D. all of the above

10. How has the Internet changed strategic management?

A. It promotes information symmetry.

B. It can often be used as a distribution channel.

www.findarticles.com
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C. It often reduces costs.

D. all of the above

11. E-tailing is synonymous with __________.

A. B2B

B. B2C

C. C2C

D. C2B

12. The systematic collection and analysis of information about relevant macroenvironmental trends is known 
as __________.

A. strategic planning

B. strategic management

C. environmental scanning

D. none of the above

Student Study Site

Visit the student study site at www.sagepub.com/parnell4e to access these additional materials:

•	 Answers to Chapter 4 practice quiz questions

•	 Web quizzes

•	 SAGE journal articles

•	 Web resources

•	 eFlashcards
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The Rise of Generation C
How to prepare for the Connected Generation’s transformation of the consumer and business 
landscape.

by Roman Friedrich, Michael Peterson,  
and Alex Koster

Colin is a 20-year-old computer science student living in London with two other students in the year 2020. He 
enjoys backpacking, sports, music, and gaming. He has a primary digital device (PDD) that keeps him con-

nected 24 hours a day—at home, in transit, at school. He uses it to download and record music, video, and other 
content, and to keep in touch with his family, friends, and an ever-widening circle of acquaintances. His apart-
ment is equipped with the latest wireless home technology, giving him superfast download speeds of up to 100 
Mbps.

Colin’s parents are divorced and live in different cities, and he has one sister, who lives abroad. He is close to 
his family, but his physical contact with them is minimal. Instead, he prefers to stay in touch virtually through his 
PDD, which allows him to communicate through multiple channels via voice, text, video, data—either separately 
or all at once. His parents would prefer that he visit more often, of course, but they are finally beginning to get 
used to being a part of his digital life. Still, sometimes Colin feels he is too digitally connected. A recent surprise 
visit to his mother was ruined because she knew he was in town—he had forgotten to disable the location feature 
on his PDD. Colin’s social life is also arranged via his PDD. He always knows the location of his friends—even 
what they are doing—and can communicate with them instantly.

Much of Colin’s experience at school is mediated by his PDD. He can attend lectures, browse reading mate-
rial, do research, compare notes with classmates, and take exams—all from the comfort of his apartment. When 
he goes to campus, his PDD automatically connects to the school’s network and downloads relevant content, 
notices, and bills for fees, for which he can authorize payment later, at his leisure. Although he prefers to shop 
online, when he visits a retail store, his PDD automatically connects to the store’s network, guiding him through 
product choices, offering peer reviews, and automatically checking out and paying for items he purchases.

Colin’s real passion is traveling, preferably with a backpack. On his recent trip to Australia, his PDD kept him 
occupied throughout the long plane ride with music, video, and Internet access, and helped him through customs 
by automatically connecting to the Australian government’s network. Then he used it to pinpoint the location of 
the Australian friends he was planning to travel with (he had met them online through one of several social net-
works he uses). Once they met up, they used their PDDs to plan their route, a relatively easy task, given that with 
all of Australia (and most of the civilized world) mapped and modeled on the Web in 3-D, they could see every 
twist and turn on their path.

What Makes Gen C Special ________________________________

Who is Colin? He is a member of a new generation that will be coming into its own over the next decade. Its mem-
bers are typically realists and materialists. They are culturally liberal, though not necessarily politically progres-
sive. They are upwardly mobile, yet they live with their parents longer than earlier generations ever did. Many 
of their social interactions take place on the Internet, where they feel free to express their opinions and attitudes. 
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They’ve grown up under the influence of Harry Potter, Barack Obama, and iEverything—iPods, iTunes, iPhones. 
Technology is so intimately woven into their lives that the baby boom–era concept of “early adopters” is essen-
tially meaningless.

We call them Generation C—connected, communicating, content-centric, computerized, community-oriented, 
always clicking. As a rule, they were born after 1990 and lived their adolescent years after 2000. In the developed 
world, Generation C encompasses everyone in this age group; in the BRIC countries (Brazil, Russia, India, and 
China), they are primarily urban and suburban. By 2020, they will make up 40 percent of the population in the 
U.S., Europe, and the BRIC countries, and 10 percent of the rest of the world—and by then, they will constitute 
the largest single cohort of consumers worldwide.

This is the first generation that has never known any reality other than that defined and enabled by the Internet, 
mobile devices, and social networking. They have owned various handheld devices all their lives, so they are intimately 
familiar with them and use them for as much as six hours a day. They all have mobile phones, yet they prefer sending 
text messages to talking with people. More than 95 percent of them have computers, and more than half use instant 
messaging to communicate, have Facebook pages, and watch videos on YouTube. Their familiarity with technology; 
reliance on mobile communications; and desire to remain in contact with large networks of family members, friends, 
business contacts, and people with common interests will transform how we work and how we consume.

We expect that, in keeping with expectations for long-term economic development, the world that Generation 
C will make theirs in 2020 will be a better place, with a brighter future for a much larger proportion of the popula-
tion in both the developed and the developing world. Following the lull that has taken place during the recent, 
persistent, worldwide recession, there is reason to believe the world will revert to the economic mean of steady 
growth, with globalization picking up speed again.

As populations in Western countries age, powerful new consumer segments will be created, including a rela-
tively wealthy retirement segment and a rising young middle class. The pace of innovation will accelerate, creat-
ing an ever more digital world, even as wireless devices become the dominant tool for trade, entrepreneurship, 
and Internet access. Indeed, the very rise of Generation C will help create a virtuous circle that will help stimulate 
economic growth, which in turn will encourage both the public and private sectors to continue to invest in faster 
and more widespread communications infrastructure, thus enabling even greater growth.

Although climate change and energy security will remain major concerns, stable electric power will likely be 
available to a substantially larger part of society, and energy inefficiency will no longer represent a hurdle to prog-
ress. High-speed broadband, whether fixed or mobile, will be pervasive and affordable. Secure online identity 
systems will allow reliable user authentication. It is likely that increasingly rational regulatory schemes will open 
up commercial activity worldwide, and that companies and individuals will be able to profit fairly from the intel-
lectual property they generate.

Connected Consumers ___________________________________

The trends outlined above will have a wide range of effects on how members of Generation C—and, by exten-
sion, other generations as well—use communications technology, how they access and consume information and 
entertainment, and how they interact. These effects will be determined in part by the progress of technologies 
over the course of the next decade.

On the grid 24/7. Being connected around the clock will be the norm in 2020—indeed, it will be a prerequisite for par-
ticipation in society. Currently, there are 4.6 billion mobile users (67 percent of the world population) and 1.7 billion Internet 
users globally. By 2020, the number of people using mobile phones will reach 6 billion (nearly 80 percent of the world 
population) and 4.7 billion people will access the Internet, primarily through their mobile devices. Among younger 
Europeans, 52 percent already say they feel disconnected from the world if they don’t have their mobile phones with 
them, and 91 percent of all mobile users keep their phones within arm’s reach, waking or sleeping.
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The Internet’s power will develop not just through its online economic might, but also offline, as a result of its 
cultural and political influence. At the same time, personal and business activities will mingle seamlessly, as the 
day fragments into a flexible mix of personal and business activities — work, commuting, shopping, socializing, 
and entertainment. The inevitable corollary: As “off-grid” time becomes rarer, it will become more valued.

Social animal 2.0. Thanks to the popularity and performance of social collaboration technologies and 
mechanisms, including social networks, voice channels, online groups, blogs, and other electronic messaging 
systems, the size and diversity of networks of personal relationships will continue to grow. These networks will 
include acquaintances ranging far beyond the traditional groups of family, friends, and work colleagues to include 
friends of friends, online acquaintances, and anonymous members of interest groups. Already, 49 percent of  
16- to 24-year-olds in Europe are savvy users of social networks.

One result will be the rapid creation of fast-moving political and business pressures—such as the tidal wave 
of electronic interest created by Barack Obama’s 2008 presidential campaign. The average person in 2020 will live 
within a web of 200 to 300 contacts, maintained daily through a variety of channels. Even within the family, the 
need for physical proximity will be reduced through increased digital interaction. Just as Facebook’s “Connect” 
buttons are already distributed across 80,000 websites and devices, social networks will accompany people 
throughout their daily activities.

Digital information osmosis. People will dramatically increase their consumption of digital information, much 
of which will be unverified. The vast pool of information available will allow consumers to pick and choose 
the information they want, as well as how they want to consume it. “Nonlinear” information consumption will 
become the norm. And the supply of digital information itself will explode. Walmart already handles more than 
1 million sales transactions every hour, feeding databases estimated at more than 2.5 petabytes (2.5 million 
gigabytes), according to a recent study by the Economist. Cisco has estimated in a much-cited study that it expects 
Internet traffic to increase 10-fold by 2013, to 667 exabytes (that’s 716 billion gigabytes). Right now, much of this 
information is pure exhaust—unanalyzed and unanalyzable—but it will soon be put to material economic use.

Broadcast privacy. Concerns about privacy and the security of personal data will decline as consumers come to 
perceive the benefits of transparency as outweighing the risks, and as mechanisms to secure and process personal 
information become more sophisticated. The result: The availability of an abundance of real-time, personalized 
information on people’s presence, online status, physical location, preferred communication channels, friend 
networks, interests, passions, and shopping habits. Facebook, for instance, already hosts 40 billion photos of 
its members. The use of social networking increasingly will determine consumption patterns. Viral marketing 
and positive peer reviews will become essential to commercial success, which will in turn erode the value of 
traditional marketing and of bricks-and-mortar outlets, and ultimately the concept of brand value itself.

iEverywhere. As privacy concerns dwindle, people’s personal data, such as identity, payment details, shopping 
preferences, interests, and membership in social communities, will become widely available. Members of 
Generation C will be able to access their digital life from a multitude of digital interfaces and devices, because 
they will live in a fully interconnected world in which services and data reside online—in what’s known as cloud 
computing—rather than on those devices themselves. Today’s consumer electronics already show the way: 
smartphones, iPads, iPods, netbooks, laptops, PCs, and watches, and the list is sure to grow in the next decade. 
At the same time, prices for such devices will continue to fall. Netbooks subsidized by telecom operators go for 
as little as a penny, and they are approaching the US$200 mark in retail outlets. Wireless broadband services, 
however, will still cost more than $50 per month.

Continuing generation gap. The upper age limit of the digitally literate will rise, as the 50-plus age bracket 
broadly migrates online. At present, the average 65-year-old spends just two to three hours online in a typical 
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week; in 2020, 65-year-olds will spend closer to eight hours online weekly—though they will remain far below 
the 16- to 24-year-old group, which already spends 13 hours online weekly. Older people will also continue to lag 
in the intensity of their digital behavior. Generation C will distance itself further, particularly in the development 
of its own pervasive culture of communication. That culture has led some observers to dub this group “the silent 
generation,” as digital communication channels have replaced much of the physical interaction typical of prior 
generations.

Generation C at Work _____________________________________

The digitization of everything will have an equally profound effect on how businesses operate, and on how work 
gets done. Among the changes that will be wrought by the arrival of Generation C in the workplace will be the 
continuing consumerization of corporate IT. More than half of the CIOs in a recent Booz & Company survey said 
that in the next three to five years, most employees will bring their personal computers to work rather than using 
corporate resources. The trend of redefining employees as resident consumers will be led by Generation C, given 
its familiarity with technology and its expectation of always-on communications.

This trend will, in turn, encourage the increasing virtualization of the organization. As 24/7 connectivity, social 
networking, and increased demands for personal freedom further penetrate the walls of the corporation, corpo-
rate life will continue to move away from traditional hierarchical structures. Instead, workers, mixing business 
and personal matters over the course of the day, will self-organize into agile communities of interest. By 2020, 
more than half of all employees at large corporations will work in virtual project groups. These virtual communi-
ties will make it easier for non-Western knowledge workers to join global teams, and to migrate to the developed 
world. As they do, they will bring with them the innovative ideas and working behavior developed in their home 
territories.

Moreover, the proliferation and increasing sophistication of communication, interaction, and collaboration 
technologies and tools, and the economics of travel itself, will result in knowledge workers’ traveling much less 
frequently. The opportunity to meet face-to-face will be accorded primarily to top management, and business 
travel will become a valued luxury.

The Developing World ____________________________________

The trends that are already transforming life and work in the developed world are beginning to be felt in emerg-
ing economies as well, although the path such countries take to digitization will be significantly shortened. As 
the developing world increases in connectivity and sophistication, a huge new audience of people who have not 
yet been exposed to the consumer economy will develop outside the already connected urban centers. Between 
1990 and 2005, more than 1 billion people worldwide entered the middle class, and the rate of entry is rising 
quickly. Their consumption of media and other kinds of content will transform the media industry. As with prior 
technology adoptions, these new audiences will leapfrog years of technological development and quickly emu-
late the behavior of Generation C in developed economies. The experience of the rapidly developing middle 
class in China will become typical: A member of the Chinese urban middle class spends almost 30 hours per week 
online but watches TV for just 12 hours. Three out of four regularly download music, two out of three watch 
online videos, and almost half play games online.

This increasing technological sophistication will promote the emergence of skilled and innovative digital 
entrepreneurs in massive numbers throughout the developing world. The rise of these entrepreneurs has the 
potential to significantly disrupt traditional Western business models. And they will have the attention of a large, 
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newly connected audience that can benefit from their new ideas. In urban China, for instance, 76 percent of 
people are already online, and 61 percent have broadband at home. Western countries currently lead the world in 
just two critical online services, e-commerce (Germany) and online advertising (the U.K.), whereas non- Western 
countries are ahead in several others: broadband (South Korea), social networking (Brazil), online gaming 
(China), mobile payments (Japan), and microtransactions via SMS (the Philippines).

Industry Effects _________________________________________

As Generation C enters the workforce over the next decade, the manner in which it consumes information, com-
municates at work and play, and uses technology will transform many major industries. The most affected sec-
tor will be telecommunications, which is at the very center of how this new generation will live their lives; other 
sectors apt to greatly change include healthcare, retail, and travel. How will these industries evolve over the next 
decade?

Telecommunications. Just as the telecom industry is heading toward a strict separation between infrastructure 
and services and applications, customers are shifting their consumption patterns, and their loyalties, away 
from the traditional telecom operators and toward application and service providers such as Google, Apple, 
and Facebook, as well as any number of smaller players. In this world, telecom players that remain vertically 
integrated will come under substantial pressure. Indeed, it is likely that the industry will evolve to include two 
types of players: the efficient utility, driven by fiber-optic and wireless access technology, and the fast-moving, 
customer-centric software innovation provider.

At the same time, the information and communications on which the world of 2020 will depend, and the 
intelligence needed to manage that information, are moving quickly into the online computing cloud. The con-
vergence of these technologies in the cloud will only be the start, however. As more and more services migrate 
online, telecom, IT, technology, and Internet service companies themselves will begin to encroach on one anoth-
er’s territory, as they all move toward higher-margin and differentiating applications.

The general outlines of the future created by the arrival of Generation C are clear. The question is whether 
telecom operators are ready for the changes already on the way and are planning now to create the strategies 
and business models they will need to keep growing in this more competitive future. Too many telecom opera-
tors appear to be focused on preserving sources of revenue, such as voice telephony, that are likely to decline 
in the future, rather than on developing new sources of revenue and opening up new markets. As a whole, 
telecom industry players need to rapidly change their operational and business models, the ways they inter-
act with customers, the access and price points they establish to generate revenues, and the way they manage 
innovation.

We see three primary new revenue opportunities arising from the changes that the emergence of Generation C 
will bring about. First, the demand for ubiquitous connectivity will ultimately create the need for universal broad-
band access in developed economies. As a result, operators that hope to grow by offering services dependent on 
broadband must support national efforts to build out this next-generation infrastructure. Second, vast segments of 
the world’s population in emerging markets are still unconnected, and operators looking to grow their customer 
bases thus need to expand in those markets. Third, the ways that Generation C behaves and collaborates, and the 
technologies it prefers, will create opportunities in other industries; telecommunications operators should be con-
sidering how to promote the use of their services to capture some of the new value created. (See “The Thought 
Leader Interview: Didier Lombard,” by Art Kleiner and Pierre Péladeau, s+b, Spring 2011.)

Healthcare. As information about doctors and hospitals, medical treatments, and costs floods the Internet, 
consumers will gain real power, performing their own research; writing reviews of physicians, hospitals, 
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and drugs; and forcing the players to compete more actively. Online services, some featuring user-generated 
content, will become a primary channel for medical advice, substituting in part for traditional support 
channels.

Widespread connectivity will boost electronic diagnosis, helping to reduce costs; digital health monitoring will 
become accepted practice; medical R&D will come to rely on social media such as crowdsourcing. The personal-
ization of medicine will lead to new insurance models, and electronic medical records and national e-health infra-
structures will connect with online identity and digital passport technologies.

Retail. Ubiquitous connectivity will continue to transform the retail industry, seamlessly integrating the online and 
offline worlds, and ultimately leading to a form of augmented reality that allows a more elaborate presentation of 
retail goods. Peer reviews will become a real-time decision-making tool in physical stores as well as online, and 
social networks will become critical for brand awareness and customer preferences. This will lead to a winner-
take-all dynamic among retailers, already typical of commerce on the Internet. Electronics retailers will lose 
ground as consumers purchase software and services from the cloud rather than in their current shrink-wrapped 
store format. Social media techniques such as crowdsourcing will be used to further product innovation, and 
increased connectivity will generate new monetization models driven by new partnerships among retailers and 
manufacturers.

Travel. By 2020, business travel will decline in the face of costs and alternative meeting technologies. In the 
leisure segment, traditional intermediaries such as travel agents have already been largely cut out, and peer 
reviews have become a dominant form of deciding on vacation destinations. This will lead to increasingly 
individualized travel, online advice and information dictating travel plans in real time. The distinction between 
travel and home will blur (as the distinction between the office and home already has), and the off-the-grid 
getaway will become a luxury.

Even the concept of distance will be transformed, as the world becomes fully modeled in 3-D, and open for 
inspection by prospective visitors. The digital world will also further invade the car. For the driver, this will lead to 
better information on the roadside environment—another instance of augmented reality—along with improved 
safety through the presence of sensors that check for drivers’ sleepiness or drunkenness, and simplified car main-
tenance based on remote diagnostics. It will also improve the efficiency of the street network, allowing for instant 
data on traffic and providing the ability to determine traffic flow.

Is Your Company Ready? __________________________________

There is already evidence of some of the changes that will be brought about by the coming generation of workers 
and consumers, and increasing speculation about the path of future change. Few businesspeople, however, have 
fully grasped the implications for every industry. The arrival of Generation C will have an impact comparable to that 
of the Industrial Revolution, but it will take place much more quickly. For managers, it is no longer sufficient to plan 
for the next few quarters, or even the next few years. Companies that aren’t willing to determine their strategies for 
the longer term—10 to 15 years out—are putting their business models and value chains at risk. Executives must 
begin now to develop an agenda that includes an analysis of the capabilities and workforces they will need in the 
next decade and beyond. A critical step will be to make sure that the organization as a whole understands the com-
ing changes, and that there are already people within the organization who are living these changes now, who don’t 
perceive them as a threat, and who can help integrate them into the organization’s business plan.

The world of 2020 will be set and governed by the members of Generation C, as they mature and grow in 
numbers and power. How businesses choose to cater to this coterie will determine their success—and even their 
ability to survive—in the coming decades. 
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HOW THE TECH FUTURE MAY UNFOLD 

It is notoriously difficult to project the future; still, the exhibit below presents a plausible chronology of the next 10 years. We 
see a series of “eras” triggered by the sequential rise of critical new technologies. The Era of the Smart Cloud, for instance, 
will enable significant portions of the Generation C lifestyle in the coming years, to be succeeded by the Era of the Sensor 
Economy, which the cloud will help trigger. Above the time line is a series of specific events keyed to and dependent on the 
arrival of the various eras; thus the Era of the Internet of Things will enable motor vehicle manufacturers to build cars with full 
machine-to-machine (M2M) connectivity.

Time Line of Events for the Coming Decade

First insurance discounts for sensor
health monitoring in risk groups

First digital university alliance

Reading replaced by
gaming for third place
in media consumption

The world is fully
modeled in 3-D

More than 50%
of labor force
“flexible” in
some way

Standards in place
for worldwide seamless
mobile communication

Connectivity suite
standard in new homes

Machine-to-machine [M2M]
interfaces standard in new cars

Digital passport introduced in China

M2M car connectivity mandatory
in some megacities

First national election
with e-voting

Era of the Working Nomads: flexible working times, teleworking, flexible
employment relationships

2010 2011 2012 2013 2014 2015 2016 2017 2018 20202019

Era of the “On” Life: ubiquitous and seamless connectivity at no
incremental cost or effort

Era of the Smart Cloud: remote data storage, software as a service,
distributed computing

Era of the Sensor Economy: environment-aware devices,
location-aware services, near-range ad hoc communication

Era of the Internet of Things: proliferation
of M2M interfaces and interaction

Era of Semantic
Networks
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External analysis—including industry competition and the external environment—was 
addressed in Chapters 2 through 4. The focus in this chapter shifts to internal analy-

sis. This transition from the industry to the organization reflects a change in emphasis from 
similarities—factors that tend to affect all of an industry’s organizations in a like manner—to 
differences—issues specific to a particular firm. This shift also relates to theoretical per-
spectives discussed in Chapter 1, marking a movement from an industrial organization 
(IO) perspective to a resource-based view (RBV) of the firm. The emphasis on unique firm 
resources continues with discussions of the corporate, business, and functional levels of 
strategy in Chapters 6 through 8; IO and RBV are integrated into a contingency perspective 
in Chapter 9. 

This chapter begins with a discussion of organizational direction, why the firm exists, and 
what its owners hope to accomplish. Because shareholders are usually absent in corporate enti-
ties, professionals are hired to manage the firm in their stead, a dynamic that can create ten-
sion and disagreements about appropriate firm behavior. Overcoming this challenge requires 
a clear understanding of the roles and expectations of both individual managers and firms in 
society. This chapter also examines these roles in the context of managerial ethics and corpo-
rate social responsibility (CSR) as a precursor to understanding the strategic options available to 
organizations at firm, business, and functional levels. 

Although both ethics and CSR represent internal challenges for the organization, they also 
reflect and are influenced by society as a whole. Put another way, organizations exist for a  
purpose, and its members are expected to adhere to certain general—and sometimes specific—
guidelines. Behavioral expectations for individual managers are linked to perspectives of  
managerial ethics whereas those for firms are linked to notions of CSR. 
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Organizational Direction: Mission,  
Goals, and Objectives _________________________

Managerial ethics and CSR represent realms of potential conflict between societies and both 
individual managers and firms. To understand the nature of such conflicts, one must first 
understand the underlying purpose of the organization and the direction in which its owners 
and managers wish to take it. This section outlines the essential concepts that pertain to 
organizational direction.

Several terms are commonly used to delineate the direction of the organization. The mis-
sion (introduced in Chapter 1) is the reason for the firm’s existence and is the broadest of these 
terms. The mission can be viewed as a choice that identifies the specific market(s) the organi-
zation intends to serve and the activities the firm plans to undertake. A mission statement can 
range in length from a single sentence to several pages; statements that are too short tend to 
provide little if any guidance, however, while long ones can be too cumbersome. Although 
crafting one can be time-consuming, an explicit mission statement is essential because it pro-
vides necessary direction for the firm and gives members a sense of appropriate boundaries for 
organizational activity. 

The organization’s goals represent the desired general ends toward which efforts are 
directed. Objectives are specific and often quantified versions of goals. It can be difficult to 
determine if a firm’s mission or select goals are being met because they are usually not quanti-
fied. Unlike goals, objectives are verifiable and specific and are developed so that management 
can measure performance. Without verifiability and specificity, objectives will not provide a 
clear direction for strategy.

For example, the mission of a regional grocery chain might be to “provide communities with 
a broad array of quality packaged goods, produce, and meats in a clean, friendly environment 
and at competitive prices.” Management may establish a goal “to expand the size of the firm 
through acquisition of small, locally-owned rivals.” From this goal, a number of specific objec-
tives may be derived, such as “to increase its market share by 20 percent each year for the next 
five years.” Alternatively, management may set a goal “to be known as the innovative leader in 
the industry.” On the basis of this goal, one of the specific objectives may be “to have 30 percent 
of sales each year come from new products developed during the preceding four years.” 

Goals and Stakeholders
At first glance, establishing a mission, goals, and objectives for a firm appears to be fairly simple. 
This is a complex task, however, because various stakeholders—individuals or groups who 
are affected by or can influence an organization’s operations—have different perspectives on 
the purpose of the firm. Stakeholders include such groups as shareholders, members of the 
board of directors, managers, employees, suppliers, creditors, and customers (see Table 5.1). 
How stakeholder concerns are balanced—and to what extent—form the basis for debates over 
both ethics and CSR.

As owners, shareholders traditionally represent the dominant group of stakeholders, 
but conflicts with other stakeholder goals can be substantial. For example, shareholders are 
generally interested in maximum profitability whereas creditors are more concerned with long-
term survival so that their loans will be repaid. Meanwhile, customers desire the lowest possible 
prices, even if offering them would result in losses for the firm. However, top managers should 
be concerned not only with the shareholders’ primary objective of profits but also with those of 
other stakeholders, whose efforts may be required to maintain a healthy organization over the 
long run. They face the difficult task of attempting to reconcile these differences while pursuing 
its own set of goals, which typically includes quality of work life and career advancement. 
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This balancing act is evident when one considers the clash that can occur when top  
management goals are pitted against those of the board of directors. While both groups are 
primarily accountable to the owners of the corporation, top management is responsible for gen-
erating financial returns, and the board of directors is charged with general oversight of the 
firm’s management. Some have argued that this traditional shareholder-driven perspective is too 
narrow and that financial returns are actually maximized when a customer-driven perspective 
is adopted, a view that is consistent with the marketing concept.1 Consumer advocate and 2000 
U.S. presidential candidate Ralph Nader has argued for more than 30 years that large corpora-
tions must be more responsive to customers’ needs.2 Of course, meeting the needs of customers 
can be good for business, so a customer orientation need not conflict significantly with a share-
holder orientation, especially over the long term.

Conflicts between shareholders and customers can occur in the short run, however. When 
home prices dropped after the 2008 mortgage crisis hit the United States, many homeowners 
found themselves “underwater,” owing more on their mortgages than their homes were worth. 
Some had taken out interest-only loans with little or no money down, while others even held 
negative amortization loans whereby the amount owed on the home actually increased over 
time. Some mortgage analysts had reasoned that these loans were not problematic given recent 
and consistent hikes in property values, but they did not anticipate what was about to happen. 
While such loans might be appropriate under a narrow set of circumstances, Branch Banking 
and Trust (BB&T) chose not to offer any negative amortization loans even if prospective clients 
decided to take their business elsewhere. Then chief executive officer (CEO) John Allison noted 
that some did, but others took the bank’s advice and were in a much stronger financial position 
when prices dropped as a result.3

Table 5.1  Common Goals of Stakeholders

Stakeholders Goals

Customers The company should provide high-quality products and services at the most reasonable 
prices possible.

General public The company should provide goods and services with minimum environmental costs, 
increase employment opportunities, and contribute to social and charitable causes.

Suppliers The company should establish long-term relationships with suppliers and purchase from 
them at prices that allow the suppliers to remain profitable.

Employees The company should provide good working conditions, equitable compensation, and 
opportunities for advancement.

Creditors The company should maintain a healthy financial posture and a policy of on-time payment 
of debt.

Shareholders The company should produce a higher-than-average return on equity.

Board of Directors Current directors should be retained and should be shielded from a legal liability.

Managers The company should allow managers to benefit financially from the growth and success of 
the company.
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The Agency Problem __________________________

Ideally, top management should attempt to maximize the return to shareholders on their 
investments while simultaneously satisfying the interests of other stakeholders. However, for as 
long as absentee owners (i.e., the shareholders) have been hiring professionals to manage their 
companies, questions have been raised concerning the degree of emphasis these managers 
actually place on maximizing financial returns.4 Of course, managers emphasizing their own 
goals over those of the shareholders would raise serious ethical questions. 

In centuries past, most organizations were small, family enterprises. Owners and fam-
ily members actively managed the firm, occasionally assisted by a small number of outsiders 
employed as professional managers. Because the owners made most strategic decisions, con-
flicting goals between managers and owners were not common. This has changed markedly in 
recent decades as shares of publicly traded firms have become more widely dispersed, making 
it more difficult for shareholders to exert control over a firm. For this reason, it is not uncommon 
to see successful small, privately held firms seeking to stay small so the owner can remain per-
sonally in charge of the major business decisions.

The agency problem refers to a situation in which a firm’s managers—the “agents” of the 
owners—fail to act in the best interests of the shareholders. The problem emanates from a precari-
ous situation known as moral hazard, when the parties in an arrangement do not share equally 
in the risks and benefits. Moral hazard is prevalent in everyday life. For example, individuals with 
low health insurance co-payments are more likely to visit the doctor for marginal ailments, thereby 
shifting some of the unnecessary medical costs to others in the pool. This principle can be applied 
to managers and shareholders as well. Owners risk the capital required to operate an organization 
while managers seek other benefits and typically enjoy only a limited benefit from returns.

The agency problem is also complicated by the reality of adverse selection, the inability of 
shareholders to identify the precise competencies and personal attributes of top managers when 
they are hired. Try as they might, owners can never be certain that professionals appointed to 
manage the enterprise in their stead have the owners’ best interests at heart. This is a key prob-
lem at middle and lower management positions—where strategies are put into action—because 
shareholders have little or no influence over individual selection decisions at these levels.

The extent to which the agency problem adversely affects most firms is widely debated, and 
factors associated with the problem can vary from country to country.5 Indeed, some argue that man-
agement primarily serves its own interests whereas others contend that managers share the same 
interests as the shareholders. These two perspectives are briefly discussed in the following sections.

Management Serves Its Own Interests
According to one perspective, top managers tend to pursue strategies that ultimately increase 
their own salaries and other rewards. In particular, top executives are likely to grow their firms 
because increases in rewards usually accompany increases in organizational size and its greater 
responsibilities, even if growth is not the optimal strategy for the firm. This perspective is based 
on the tendency for management salaries to increase as the organization grows.6

Excessive CEO compensation has been widely criticized in recent years.7 Although what is con-
sidered excessive varies among stakeholders, many CEOs have come under fire for their annual 
compensation. According to a number of surveys, most managers believe CEOs earn too much. 
The median total compensation for all firms in the Standard & Poors 500 was $9 million in 2010.8

Hewlett-Packard’s (HP) former CEO Carly Fiorina was one of the highest paid CEOs in the 
world with a compensation package valued at $80 to $90 million when she joined the company 
in 2000. However, the element of the package that is most intriguing to some is a grant for the 
equivalent of 580,000 restricted HP shares over 3 years, a block of stock worth $66.1 million 
when Fiorina’s tenure began. When HP fired her in 2005, Fiorina received cash, stock, and 
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pension benefits worth about $40 million, prompting protests from union offi-
cials and shareholders alike.9 Four others occupied the CEO post at HP before 
the firm hired former eBay CEO Meg Whitman in 2011 at a salary of only $1, 
plus a bonus package.10

Limiting CEO pay is not easy. Sparked by the “Occupy Wall Street” protests 
of 2011, some U.S. lawmakers supported legislation to limit CEO pay by indi-
rectly taxing high salaries at a higher rate. A number of academics, mutual-fund 
trustees, institutional investors, union leaders, and politicians have taken stands 
on this issue.11 CEO pay can become a complex issue when a firm is going 
through a financial crisis and demanding sacrifices from the rank and file. In 
addition, many firms have discovered difficulties when attempting to reclaim 
pay from executives even in the case of malfeasance.12

CEOs in the United States earn on average far more than their counterparts 
in other countries. However, American firms have become more likely than 
their global counterparts to employ non-Americans as CEOs. Interestingly, a 
number of studies have demonstrated that CEO salary is more closely tied to company size than 
to performance. This perspective is troublesome to critics because it associates pay with the 
breadth of responsibility more than with organizational outcomes.

Firms have begun to tie compensation more closely to corporate performance, with 
a substantial piece of compensation paid only when specific company targets are met. As a 
result, compensation at large U.S. firms was relatively flat in 2011 after a 10% increase in 2010. 
Although firm revenue and net income rose 10% and 12% respectively in 2011, Nike CEO Mark 
Parker’s compensation actually declined 5.8% to $12.7 million because 3-year targets for rev-
enues and earnings were not met.13 Hence, most firms appear willing to continue to pay large 
sums to chief executives, provided the corporation performs at a comparable level. 

There are some exceptions, however, as surveys of CEO compensation practices continue 
to uncover special arrangements and considerable bonuses. For example, a 2012 Wall Street 
Journal analysis of 300 top U.S. companies identified several notable disconnects. Citigroup’s 
CEO Vikram Pandit earned $43 million in 2011 while the firm’s shareholder returns declined 
44% during the year and 27% over the previous 3 years. Meanwhile, Family Dollar’s CEO 
Howard Levine earned only $4.6 million in 2011 after the company posted a 27% increase in 
shareholder returns for the year and 31% over the 3 previous years.14 

Executives pursuing their own interests tend to avoid risks—even calculated ones—because 
failure can have severe negative career implications. They may also pursue diversification, the 
process of increasing the size of their firms by acquiring other companies that may or may not 
be related to the firm’s core business. Diversification not only increases a firm’s size but may also 
improve its survivability by spreading operational risks among its various business units. However, 
diversification pursued only to spread risk is generally not in the best interest of shareholders, who 
always have the option of reducing their financial risks by diversifying their own financial portfo-
lios.15 This perspective does not necessarily suggest that top management is unconcerned with the 
firm’s profitability or market value but rather that top managers may emphasize business perfor-
mance only to the extent that it discourages shareholder revolts and hostile takeovers.

Ironically, the notion that executives pursue their own interests is also consistent with a 
firm’s strong CSR engagement. Executives concerned with their own personal reputations may 
be willing to allocate considerable firm resources to social causes that are not in the best finan-
cial interest of the firm. Put another way, the heightened executive accountability to sharehold-
ers called for by critics would likely result in only the types of social activity closely aligned with 
specific firm goals and quite possibly less social engagement overall. 

The extent to which this perspective is accurate can create an advantage for relatively small, 
entrepreneurial organizations whose owners actively manage the firm. For this reason, such 
firms may be able to compete aggressively and successfully with their larger, more established 
competitors.
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Management and Stockholders Share the Same Interests
Because managers’ livelihoods are directly related to the success of the firm, one can argue 
that managers generally share the same interests as the stockholders. This perspective is sup-
ported at least in part by a number of empirical studies. One study, for example, found that firm 
profit—not size—is the primary determinant of top management rewards.16 Another points to a 
significant relationship between common stock earnings and top executives’ salaries.17 Hence, 
according to these studies, management rewards rise with firm performance, a relationship that 
encourages managers to be most concerned with company performance.

One of the most common suggestions for aligning the goals of top management and 
those of shareholders is to award shares of stock or stock options to top management, 
transforming professional managers into shareholders. Many companies have adopted 
employee stock ownership plans (ESOPs) to distribute shares of the company’s stock to 
managers and other employees over a period of time. Stock option plans and high salaries 
may bring the interests of top management and stockholders closer together.18 Top execu-
tives seek to protect their salaries and option plans and can do so only by delivering higher 
business performance. Indeed, research has suggested that as managerial stock ownership 
rises, the interests of managers and shareholders begin to converge to some extent.19 This 
view has gained support from others but for different reasons.20 Many suggest that manage-
rial jobs contain structural imperatives that force managers to attempt to enhance profits.21 
In addition, when managers are major shareholders, they may become entrenched and risk 
averse, adopting conservative strategies that are beneficial to themselves but not necessarily 
to their shareholders.

In sum, the debate over whether top managers are primarily concerned with their firms’ 
returns or their own interests continues. The competing perspectives can be viewed as anchors 
on a continuum with reality for a particular firm contingent on various economic, industry, and 
organizational factors (see Figure 5.1). Most scholars and practitioners believe both perspectives 
have merit and pursue compensation models designed to bring the two sides together, such as 
those that emphasize stock options and profit sharing for managers instead of fixed pay levels. 

Figure 5.1  Agency Perspectives

Management Pursues                                                                                       Management and Stockholders
       Its Own Interest                                                                                                     Share the Same Interests

Managerial Ethics ____________________________

Ethics has become a high-profile topic in boardrooms and family rooms over the past decade 
with charges of impropriety launched at CEOs, prominent legislators, and even longtime news 
anchor Dan Rather. Managerial ethics refers to an individual’s responsibility to make business 
decisions that are legal, honest, moral, and fair. Ethical problems have plagued a number of top 
executives in recent years (see Table 5.2). 

The temptation to engage in unethical activities is often tied to the notion that compromising 
one’s ethics can be good for an individual’s—and a firm’s—bottom line. Some contend that 
firms with a strong ethical orientation outperform their rivals, but this issue remains unresolved. 
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Table 5.2  Select Recent Ethical Problems of Top Executives22

Firm Year Executive Problem

Hewlett-Packard (HP) 2010 Mark Hurd (CEO) Resigned amid ethics probe concerning improper 
use of an expense account

IBM 2009 Robert Moffat 
(Senior VP)

Resigned after being implicated in an insider 
trading scheme

British Petroleum (BP) 2007 John Browne (CEO) Resigned after admitting lying to a judge while 
trying to prevent a British newspaper from exposing 
details about his personal life

Starwood Hotels & 
Resorts Worldwide

2007 Steven Heyer (CEO) Fired after the board of directors received an 
anonymous letter accusing him of creating a hostile 
work environment, including inappropriate contact 
with a female employee

Time Warner Inc.’s 
Home Box Office (HBO)

2007 Chris Albrecht (CEO) Resigned after pleading no contest to battery 
against his girlfriend

American Red Cross 2007 Mark W. Everson 
(President & CEO)

Resigned after an affair with a female subordinate

Boeing 2005 Harry Stonecipher 
(CEO)

Fired for violating the company code of conduct 
by having an affair with a female executive of the 
company

Wal-Mart 2005 Thomas Coughlin 
(Vice Chairman)

Resigned amid allegations that he abused 
expense accounts and fabricated invoices totaling 
approximately $500,000

Indeed, cutting ethical corners can be viewed 
as profiting unfairly at the expense of others. 
Alternatively, a strong ethical stance can enhance 
a firm’s reputation and may help retain existing 
customers and attract new ones. Researchers at the 
University of Western Ontario released the results of 
a study in 2008 that sought to resolve this dilemma. 
Remi Trudel and June Cotte conducted several 
experiments and concluded that ethical behavior 
can be a wise investment for firms regardless of 
national origin, as customers tend to be willing 
to pay a little more for products produced by 
companies perceived to be more ethical than 
their competitors.23 The problem with this type 
of research is that it tests hypothetical, not actual, 
buyer behavior. While customers tend to appreciate ethical behavior from firms, exactly how 
much they are willing to pay for it remains unclear. 
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It is important to remember that managerial ethics pertains to individual, not corporate 
behavior. Organizations can foster ethical decision making in a number of ways, ranging 
from establishing clear ethical guidelines to hiring and promoting employees with demon-
strated integrity to reprimanding and firing those who fail to conform. Nonetheless, organi-
zations are not ethical per se; when we comment on “ethical firms,” we are really referring 
to those whose executives have taken clear and genuine steps to encourage and uphold 
ethical principles. While this does not guarantee that all employees in such firms behave 
in an ethical manner, executives with ethical problems often find their way to companies 
that lack appropriate core values and standards. When multiple executives within a single 
organization shun clear ethical principles, corporate scandal or even demise can follow (see 
Strategy at Work 5.1).

Corporate scandals occur every now and then, but the period of time from mid-2001 to mid-
2002 witnessed an unprecedented number of ethical misdoings that jolted American confi-
dence in corporate America. In August 2002, Forbes published “The Corporate Scandal Sheet” in 
an effort to keep track of the dearth of ethical violations and allegations rampant at that time. 
The Wall Street Journal also followed in January 2003 with an extensive chronicle of events for 
2002. In late 2001, Enron, once one of the world’s largest electricity and natural gas traders, 
admitted overstating its earnings between 1997 and 2001 and filed for Chapter 11 bankruptcy 
protection shortly thereafter. In another case, the astute craft and decor authority Martha Stew-
art sold a large number of her ImClone Systems shares one day before the company released 
damaging news about an experimental cancer drug, raising the specter of insider information, 
and resulting in a conviction.

Although the deluge of news surrounding such scandals began to slowly subside in late 
2002, public fervor concerning a perceived lack of corporate accountability and widespread 
corporate legerdemain has not. This fervor has been sparked further by press reports of execu-
tive prosecutions associated with these scandals several years later. U.S. governmental agencies 
have responded with new regulations designed to foster a more complete disclosure of corpo-
rate financial doings and make it more difficult for executives to mislead investors about the 
performance of their firms. The Sarbanes-Oxley Act of 2002 (discussed in Chapter 1) created 
more detailed reporting requirements for boards and executives in public U.S. companies and 
accounting firms. 

The effects of these and other scandals have fueled fervor among anticorporate activists as 
well, including those who spawned the Occupy Wall Street movement in 2011. “Occupiers” often 
pit the “top 1%” of wage earners against the other 99%, blaming corporate greed for a host of 
economic and social maladies affecting the United States and other developed nations. 

Strategy at Work 5.1. Ethical Concerns and  
the Corporate Scandals of 2001 and 200224

What is morally right or wrong can be a topic of debate, especially when firms operate 
across borders where ethical standards can vary considerably. In the United States, bribes to 
government officials to secure favorable treatment would be considered unethical. In a 
number of other countries—especially those with developing economies—small “cash tips” 
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are an accepted means of transacting business and may even be considered an integral part 
of an underpaid government official’s compensation. This issue became prominent in early 
2012 when it was revealed that Wal-Mart executives in Mexico had been involved in bribes in 
exchange for site approvals. Ethical relativism is the idea that ethics is based on accepted 
norms in a culture, meaning that what is ethical in one nation or culture might be unethical 
in another. In this example, most ethical relativists would argue that bribery is an acceptable 
business practice—at least to some extent—in countries like Mexico where it is the culturally 
accepted means of getting things done.

Strict opponents of ethical relativism argue that actions are either ethical or unethical with-
out consideration to cultural acceptance. They argue that bribery might be an accepted practice 
in some parts of the world but not necessarily for the right reasons. Following this logic, ethical 
relativism results in a society where the ethical nature of all decisions is negotiable and clear 
standards of right and wrong cannot be established.

Although the debate between these two sides is legitimate, most decision makers balance 
these contrasting views in practice. Many managers who embrace ethical relativism, for exam-
ple, would acknowledge that certain actions in organizations—such as stealing from a coworker 
or defrauding a customer—are simply unethical in any culture. Likewise, most managers who 
eschew ethical relativism would acknowledge that other actions—such as giving a small gift of 
appreciation to a major customer—are more complex and might be ethical in some cultures but 
not in others. 

Ethical concerns are most prominent at the top of the organization, where individual char-
acter is a desired attribute. Selecting a CEO can be a perilous task, especially when a leader 
departs abruptly. While evaluating professional qualifications is still important, personal char-
acteristics are gaining prominence. Consider that HP’s CEO Mark Hurd was dismissed in 2010 
following an ethics probe concerning improper use of an expense account. Events such as these 
have prompted directors to search for personal behavior that might disqualify them as leaders, 
including sexual harassment, drinking problems, or failing to file income taxes properly.25

Even the acquisition of competitive intelligence can also create ethical concerns. Few would 
argue that obtaining competitive information from one’s own customers or purchasing and 
“breaking down” a competitor’s products would be unethical. However, some companies have 
been known to extensively interview managers with key competitors for executive positions 
that do not exist.

“Channel checks” constitute generally acceptable retail intelligence and include such prac-
tices as counting cars in parking lots, quizzing suppliers, and chatting with customers. The prac-
tice can go much further, however. Discount retailer Big Lots sued Research Intelligence Group 
(RIG) in 2010, alleging that the firm stole trade secrets and aided and abetted employees’ break 
of fiduciary duty by illegally inducing its store managers to divulge proprietary information. 
Some might argue that the research firm was doing exactly what it was paid to do, but Big Lots 
argued that the company crossed both legal and ethical boundaries. The suit was dropped the 
following year after RIG agreed not to use information it obtained from Big Lots employees and 
not to survey its employees in the future.26

Ethical problems are not limited to internal affairs. Many firms must battle ethical problems 
outside of their organizations. Consider the computer software industry. Sales of personal 
computers in China and the United States were almost identical in 2010, but Microsoft’s revenue 
from China was only about 5% of that in the United States. “Pirated” copies of Office and 
Windows are available on the street in China for $2 or $3 each, only a fraction of the retail 
price. Selling unauthorized copies of software is illegal in China, but enforcement of intellectual 
property rights is weak.27

Ethical decisions are not always resolved easily and can even be observed differently at 
different times. In 1991, for example, the U.S. Food and Drug Administration (FDA) banned sili-
cone breast implants in most instances, a decision that fueled the demise of many of its original 
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marketers who lost billions of dollars in lawsuits alleging product flaws, breast cancer, and other 
serious health concerns. Dow Corning lost $3.2 billion in settlements and remained in bank-
ruptcy protection from 1995 to 2004. Since that time, however, several major studies found no 
link between silicone implants and major diseases. In 2006, the FDA reapproved the sale of 
silicone implants. Hence, what was originally termed as “unethical” behavior by Dow Corning is 
once again being touted as an acceptable product.28 

Addressing ethical problems is confounded by the elusive nature of the truth. Indeed, inves-
tigating allegations of wrongdoing is not always easy. Whistle-blowers have been instrumental 
in uncovering a number of problems. In 2010, pharmaceutical firm GlaxoSmithKline agreed to 
pay $750 million and plead guilty to a criminal charge to settle a U.S. government probe into 
manufacturing deficiencies at a former plant in Puerto Rico. The investigation was initiated after 
a former employee filed a lawsuit. Under a federal whistle-blower law, the whistle-blower was 
awarded $96 million.29

Perspectives on Ethics
Calls for ethical management practice are common, but what constitutes ethical behavior can be 
viewed in a number of ways. The following six perspectives on ethical decision making are not 
always mutually exclusive, however, and most managers employ a combination of ethical per-
spectives when making decisions. Some view such an approach as internally inconsistent while 
others see it as enlightened.

The utilitarian view of ethics suggests that anticipated outcomes and consequences—
the decision’s utility—should be the only considerations when evaluating an ethical dilemma. 
The primary shortcoming associated with this approach is that a decision may have multiple 
consequences, some of which may be positive, others negative, and still others undetermined. 
For example, a decision to lay off 10% of an organization’s workforce will harm those who 
lose their jobs but may help shareholders by increasing the projected returns on their invest-
ments. The long-term effect of the layoff could be positive if the organization emerges as a more 
competitive entity or negative if employee morale suffers and productivity declines. Hence, the 
utilitarian view is not always easy to apply, although it is commonly employed in organizational 
decisions.30 

The self-interest view of ethics suggests that benefits of the decision maker(s) should be 
the primary considerations. This view assumes that society will likely benefit when its individual 
members make decisions that are in their own best interests. Firms that attempt to maximize 
their returns within the legal regulations of society behave ethically and also promote posi-
tive outcomes for society over the long term, including employment, desired products, and tax 
revenues. 

Self-interest can be viewed from a narrow, short-run perspective or from a broader, long-
term perspective. One who always promotes his or her short-term interests at the expense 
of others will likely suffer greater loss in the long term. For example, firms whose managers  
construct loopholes in their product or service warranties to promote short-term profits can  
ultimately alienate their customers. White critics highlight the short-run/long-run dilemma, pro-
ponents of this view emphasize the benefits of the individual pursuit of long-term self-interests.

The self-interest perspective is largely consistent with objectivism, a philosophical per-
spective espoused by Ayn Rand in her famous novel Atlas Shrugged. Objectivism emphasizes 
an objective reality understood by logic and reason and focuses on individual freedom and 
property rights. Capitalism is the economic system that follows because it respects the rights of 
individuals to pursue their own self-interests by trading freely with others. Rand emphasized 
that fulfillment can only be derived from an informed, long-term perspective on self-interests. 

The rights view of ethics evaluates organizational decisions to the extent to which they 
protect basic individual rights, such as a customer’s right to privacy and an employee’s right 
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to a safe work environment. Although protecting individual rights is always desirable, doing 
so can occur at the expense of group progress or productivity. Organizations requiring drug 
tests choose not to grant employees a particular privacy right in the interest of firm safety and 
productivity.

The justice view of ethics suggests that all decisions will be made in accordance with 
established rules or guidelines. For example, employee salaries may be administered by devel-
oping a formula that computes salary based on level of experience, amount of training, years of 
experience, and previous job evaluations. The key shortcoming associated with the justice view 
is that it requires decision makers to develop rules and procedures for every possible antici-
pated outcome, an arduous task indeed.

The integrative social contracts view of ethics suggests that decisions should be based 
on existing norms of behavior, including cultural, community, or industry factors. This perspec-
tive can create confusion, however, when norms are not well understood or when an organiza-
tion operates in multiple environments with different expectations. Consider the common use 
of bribes in many developing nations discussed earlier in this chapter. Following the integrative 
social contracts view, bribes would be acceptable in some nations but not others, depending 
on local practices and expectations. Although this perspective emphasizes the situational influ-
ences on a particular decision, it deemphasizes the need for clear standards of right and wrong 
devoid of the situation.31

The religious view of ethics is based on personal or religious convictions. In the United 
States, the Judeo-Christian heritage has formed a distinct notion of ethics whereas Islam, 
Hinduism, and other religions comprise the majority viewpoint in many other nations. From 
the Christian perspective, for example, individuals should behave in ways that benefit others, 
treating other people as one would wish to be treated.32 In one respect, the religious perspective 
counters the integrative social contracts view because it emphasizes clear principles of right or 
wrong with limited regard to situational variables. Needless to say, however, the religious view 
would result in markedly different ethical perspectives across cultures with different prominent 
religious traditions.

These seven competing ethical perspectives underscore the ethical complexity inherent in 
certain decisions. Consider also the following examples. In 2000, Philip Morris introduced the 
Merit brand of cigarettes designed to reduce the risk of fire when left unattended. The manufac-
turer claimed that the ultrathin paper used to wrap the tobacco burns more slowly and would 
cause fewer fires. Shortly after introduction, however, a company scientist reported that the cig-
arettes actually increase the risk of fire. Philip Morris fired the scientist in 2002 and continued 
to market the cigarette, although the fire-reduction claim was avoided. The U.S. Department 
of Justice launched a lawsuit against Philip Morris in 2004 alleging that the action was part 
of a broader attempt to conceal the negative effects of cigarette smoke from the public.33 In 
response, most states later passed laws requiring that cigarettes be self-extinguishing.

In the 2000s, the Recording Industry Association of America launched several hundred law-
suits at teenagers and college students in an effort to emphasize the notion that swapping copy-
righted music files via the Internet is against the law. Critics charged that “suing kids” is both bad 
business and unethical, while industry executives argued that the law is clear and that wide-
spread violations are taking a serious toll on its member firms.34

Some firms and individuals indiscriminately use bulk e-mails to “spam” the public by e-mailing 
unwanted direct response advertisements of pornography sites, mortgage and investment ser-
vices, and the like. Studies suggest that spam costs U.S. corporations billions of dollars each 
year due to loss of worker productivity, consumption of bandwidth and other technological 
resources, and the use of technical support time. Although this practice is largely illegal and 
is deplored by most industry groups and Internet users, enforcement is a complicated legal 
endeavor.35 Strategic managers are challenged to know where to “draw the line” concerning 
such practices (see Strategy at Work 5.2).
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Why do some organizations portray a pattern of unethical business practices? Anand and 
Ashforth identified six commonly used rationalization tactics to explain this behavior.37 First, 
individuals deny responsibility, rationalizing that they have no other choice but to participate 
in unethical behavior. One employee may contend that the practice is directly associated with 
another’s responsibility.

Second, individuals deny injury, suggesting that the unethical behavior did not really hurt 
anyone. This perspective defines behavior only as unethical if directly injured parties can be 
clearly identified and then hesitates to acknowledge the injury.

Third, individuals deny rights of the victims, rationalizing “they got what they deserved any-
way.” This perspective rationalizes unethical behavior when competitors or other related parties 
are alleged to be involved at least at the same level of corruption.

Fourth, individuals engage in social weighting by making carefully controlled comparisons. 
One way this is done is by character assassination of those suggesting that a particular pat-
tern of behavior is unethical. If those condemning us are corrupt—the argument goes—then 
how can credence be given to their claims? Another way this is done is by selectively compar-
ing the unethical action to others whose actions are purported to be even more unethical. For 
example, falsifying an expense account for meals not eaten on a business trip is not considered 
a major offense when compared to someone who falsifies expenses for an entire business trip 
that never occurred.

Fifth, individuals can appeal to higher values by suggesting that justification of the unethi-
cal behavior is due to a higher order value. In this sense, one might argue that it is necessary 
to accept some degree of lower-level unethical behavior in pursuit to ethical responsibility at a 

A Memory Device for Making Ethical Decisions36

Most people believe it is important that ethics take on a conscious, deliberate role in business 
decision making. In a nutshell, the issue of ethics boils down to asking yourself, “What price am 
I willing to pay for this decision, and can I live with that price?” This process can be helped by 
defining each letter of the word ethics.

E = EXPERIENCE. The values we carry with us into adulthood and into business are those that 
were modeled to us, usually by a parent, teacher, or some other significant adult. How people 
behave and the decisions they make speak much louder and are more convincing than what 
they say.

T = TRAINING. Training means training yourself to keep the question of ethics fresh in your 
mind deliberately.

H = HINDSIGHT. Success leaves clues that we need to tap into in order to help us make that 
tough decision. What if the problem you face was the problem of the person you admire most in 
life? What would he/she do?

I = INTUITION. What does your gut tell you is the right thing to do? Some call it conscience, or 
insight. How do you know when you’ve gone against your gut? You feel guilt, shame, or remorse 
or have a restless, sleepless night, etc. Now the question is what to do about it.

C = COMPANY. How will your decision affect the company, the people who work with and/or 
for you, your customers, and your family? No matter how big or small your decision is, it affects 
other people in your life.

S = SELF-ESTEEM. The greatest ethical decision is one that builds one’s self-esteem through 
the accomplishment of goals based on how these goals positively impact those around you. 

Strategy at Work 5.2. Management Focus on Ethics
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higher level. For example, a sales rep who is brought in to help resolve a dispute between a cus-
tomer and another sales rep may deny the legitimate claims of the customer, rationalizing that 
loyalty among sales representatives is a higher order value.

Finally, individuals may invoke the metaphor of the ledger, arguing that they have the right 
to engage in certain unethical practices because of other good things they have done. For exam-
ple, a manager on a business trip may justify padding a travel expense account because she has 
already done “more than her share” of traveling in recent months.

Improving the ethical stance of an organization is not easy, however. Treviño and Brown 
identified five commonly held myths concerning ethics in organizations (see Table 5.3).38 In 
concert, they argue that ethical decision making is a complex process that extends beyond 
removing the “bad apples” from the organization and establishing formal ethics codes. It begins 
with proactive behavior on the part of top executives that infuses ethics into the fabric of the 
organization.

Table 5.3  Myths and Realities of Organizational Ethics39

Myth Reality

1. Ethical decision making is easy. Ethical decision making is a complex process.

2. Unethical behavior can be traced to a limited 
number of “bad apples” in an organization.

Unethical behavior can be a systemic part of the 
organization’s culture.

3. Ethics can be managed by developing formal ethics 
codes and programs.

Formal codes and programs are helpful, but ethical 
expectations must be part of the culture and fabric of 
the organization.

4. Ethical leadership is really about leader morality 
and honesty.

Leader morality and honesty is a good start, but the 
leader must also infuse ethics into the organization 
and hold others accountable.

5. Business leaders are less ethical today than they 
used to be.

Ethical concern in organizations has always been a 
pervasive issue.

Social Responsibility  _________________________

Managerial ethics concerns individual decisions that affect an organization. Social 
responsibility refers to the expectation and obligation that business firms should serve both 
society and the financial interests of the shareholders. Although ethics and CSR are often related, 
they represent distinct concepts. Whereas managers and non-managers are always expected to 
behave ethically, the extent to which social responsibility is relevant in strategic decision making 
is another issue altogether and is widely debated.

The notion of social responsibility infers an obligation for the business firm to serve its myr-
iad stakeholders in ways beyond the normal course of business activity. Today, many consum-
ers also expect firms to enhance the environment, support community development efforts, 
and even provide employee benefits such as health insurance aimed at improving the society 
as a whole.40 Some are even expected to provide training to unemployed workers, contribute to 
education and the arts, and help revitalize urban areas. 
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Social responsibility is addressed in various ways and to varying extents at different firms. 
Avon’s sales representatives promote breast cancer awareness by selling pink ribbon items. 
McDonald’s provides support for seriously ill children through the Ronald McDonald House. 
ConAgra provides refrigerated trucks to assist America’s Second Harvest program. Countless other 
firms are engaged in continuous product redesign to improve efficiency, reduce scrap, and mini-
mize packaging. Figure 5.2 illustrates the approach to social responsibility at Johnson & Johnson, a 
firm whose corporate reputation has consistently ranked highly among Fortune 500 firms.41

Figure 5.2  Johnson & Johnson Credo

We believe our first responsibility is to the doctors, nurses, and patients,  
to mothers and fathers and all others who use our products and services.  

In meeting their needs everything we do must be of high quality.  
We must constantly strive to reduce our costs  

in order to maintain reasonable prices.  
Customers’ orders must be serviced promptly and accurately.  

Our suppliers and distributors must have an opportunity  
to make a fair profit. 

We are responsible to our employees,  
the men and women who work with us throughout the world.  

Everyone must be considered as an individual.  
We must respect their dignity and recognize their merit.  

They must have a sense of security in their jobs.  
Compensation must be fair and adequate,  

and working conditions clean, orderly, and safe.  
We must be mindful of ways to help our employees fulfill  

their family responsibilities. 

Employees must feel free to make suggestions and complaints.  
There must be equal opportunity for employment, development  

and advancement for those qualified.  
We must provide competent management,  
and their actions must be just and ethical.

We are responsible to the communities in which we live and work  
and to the world community as well.  

We must be good citizens—support good works and charities  
and bear our fair share of taxes.  

We must encourage civic improvements and better health  
and education.  

We must maintain in good order  
the property we are privileged to use,  

protecting the environment and natural resources.
Our final responsibility is to our stockholders.  

Business must make a sound profit.  
We must experiment with new ideas.  

Research must be carried on, innovative programs developed and  
mistakes paid for.  

New equipment must be purchased, new facilities provided  
and new products launched.  

Reserves must be created to provide for adverse times.  
When we operate according to these principles,  

the stockholders should realize a fair return.

Source: Reprinted by permission of Johnson & Johnson.
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Many consumers accept the broad notion that firms have some sort of social responsibility. 
Generally speaking, they argue that firms—particularly large ones—are indebted to consumers 
and communities for their financial success and should be willing to “give back” in the 
interest of fairness and good will. Moreover, firms have both the influence and resources 
necessary to advance social progress through appropriate advertising, product development, 
and community involvement. Advocates of the social responsibility perspective often 
refer to the triple bottom line, the notion that firms must maintain and improve social and 
ecological performance in addition to economic performance. The heightened emphasis on 
environmentalism and “green” initiatives among consumers—most notably in the United States 
and other developed nations—is part of this perspective. As such, responsible firms should seek 
to preserve precious natural resources and do not pollute the environment.

However, many economists, including such notables as Adam Smith, Ludwig von Mises, 
Friedrich Hayek, and Milton Friedman, have argued that social responsibility should not be 
part of management’s decision-making process. Instead, a firm’s strategic managers should 
behave ethically and should be focused on the needs of its shareholders, while considering 
the needs of other stakeholders as they support those of the owners. Firms function best when 
managers concentrate on maximizing returns by producing goods and services within soci-
ety’s legal restrictions. When executives lend financial support to CSR activities, they are placed 
in the position of determining what actually benefits society or generates the common good. 
Moreover, they are spending shareholder funds in a manner that is not necessarily designed 
to enhance returns. As such, corporations should be concerned only with the legal pursuit of 
profit, while shareholders are free to pursue other worthy goals as they see fit on an individ-
ual basis. The firm becomes less competitive when resources are expended in unrelated areas, 
which can ultimately lead to higher prices, lower tax contributions, and fewer employment 
opportunities. 

While CSR proponents and critics share an interest in effective resource management and 
reduced pollution, their differences are often nuanced. CSR advocates argue that because a 
strict profit motive encourages resource depletion, a substantial government role in regulating 
firm behavior is necessary. Opponents note that government regulations are usually costly and 
can engender negative unintended consequences. Moreover, supply and demand forces in the 
markets for natural resources like oil and copper tend to encourage their preservation without 
excessive government intervention.

CSR opponents challenge the obligatory nature of the concept, the notion that society has 
claims on property owned by individuals or firms. The idea that successful firms should “give 
back” to society infers that society gave something to firms in the first place. By definition, suc-
cessful firms already contribute to society by virtue of their existence, as they only succeed 
when they produce goods or services that consumers purchase voluntarily. Along the way, they 
provide employment and contribute to social programs through taxation. From this perspective, 
the relationship between business firms and society is already mutually beneficial before the 
idea of CSR is considered.

Personal property rights and individual choice are central to the CSR debate. For example, 
in the 2000s and 2010s, CSR advocates in the United States and other nations have argued that 
fast-food restaurants have a social responsibility to promote healthier food in addition to the 
hamburgers, French fries, and milkshakes that have contributed to their success over the years. 
Some have called for restrictions on the types of food that can be sold, the ways in which it can 
be advertised, and the locations of the restaurants. Others have even halted the construction of 
new fast-food restaurants in certain regions altogether. McDonald’s has been a key target, as dis-
cussed later in this chapter.42

CSR opponents reject such claims. They argue that restaurants have a fundamental right to 
market products that consumers demand. While advocacy groups have every right to encour-
age consumers to voluntarily dine elsewhere, they lack the moral authority to require that 
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consumers not engage in a certain activity. Such restrictions not only 
prevent private organizations from investing capital as they see fit, but 
they also prevent consumers from exercising their liberties in the free 
market. Informed consumers—not governments, advocacy groups, 
restaurants, or even physicians—are in the best position to determine 
what products to buy. 

Debates over liberty and property rights can also be seen in less 
controversial social activity. When a community seeks to build a new 
park, its leaders often look to major employers for financial contribu-
tions to the project. Although few individuals would debate the mer-
its of a new park, CSR proponents question the inference that private 
firms are obligated to support such an initiative. Moreover, one could 
argue that the purported benefits of the park do not justify the expense 
if individuals and prospective beneficiaries are not willing to finance 
the entire project on their own. 

Corporate Social Responsibility in Practical Terms 
Arguments against CSR may be compelling, but all executives—
regardless of their personal views—should consider social issues and 
expectations for practical reasons. Doing so does not satisfy the defi-
nition of CSR in a strict sense because social engagement is done in 
the interest of shareholders rather than from of a sense of obligation 
to society. Of course, identifying the motivation for social engage-
ment is difficult anyway. Specifically, there are two reasons why 

addressing social concerns can be beneficial to shareholders. 
First, ignoring social considerations can increase the likelihood of more costly government 

regulation. Historically, regulations over business operations were enacted in part because 
some firms refused to act responsibly. Had some organizations not damaged the environment, 
sold unsafe products, or engaged in discrimination or misleading advertising, legislation in these 
areas would not have been deemed necessary. Government regulation is always possible when 
firms appear to act in ways contradictory to the presumed interests of society. For example, 
Puma’s shift from cardboard shoe boxes to recyclable bags in 2010 could be viewed as a posi-
tive sustainability effort but was also widely seen as an attempt to stave off government regula-
tion in the European Union.43

Second, stakeholders affected by a firm’s social responsibility stance—most notably 
 customers—are also those who must choose whether or not to transact business with the firm. 
Many consumers have become more interested in learning about a company’s social and phil-
anthropic activities before making purchase decisions. Those who value CSR and believe a 
firm is not socially responsible may take their business elsewhere. Hence, many executives— 
especially those in large firms—have concluded that their organizations must at the minimum 
appear to be socially responsible or face the wrath of angry consumers. As such, they are greatly 
concerned not only about the actual behavior of the firm, but also about how it is perceived. 

Many consumers want the firms that produce the products and services they buy not only to 
support public initiatives, but also to uphold the same values in terms of the day-to-day decisions 
of running the company (see Strategy at Work 5.3).44 Nonetheless, the additional amount—if any— 
consumers are willing to pay for products or services produced by socially active firms is debatable.

Profit can also be viewed positively from a CSR perspective. Because profits are necessary 
for survival and growth over the long term, a socially responsible firm must be able to generate 
both profits and societal benefits. However, exactly what is good for society is not always clear.45 
For example, society’s demands for high employment and the production of desired goods and 
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services must be balanced against the pollution and industrial wastes that may be generated 
by manufacturing operations. The decisions made to balance these concerns, however, can be 
quite difficult to make. 

When consumers demand greater social responsibility from firms, they typically challenge 
industry leaders. For example, in 2010, the nonprofit Physicians Committee for Responsible 
Medicine launched an advertisement linking McDonald’s hamburgers to heart disease. In the 
ad, a woman weeps over a dead man lying in a morgue. The man is holding a hamburger. At 
the end, the golden arches appear followed by the words I was lovin’ it, a play on McDonald’s 
advertising theme at that time. A voiceover closes the ad, stating, “High cholesterol, high blood 
pressure, heart attacks. Tonight, make it vegetarian.”47 

In 2011, more than 550 health professionals and organizations signed a letter to McDonald’s 
requesting that the firm stop marketing “junk food” to kids 
and retire Ronald McDonald. The letter, published in six 
major U.S. newspapers on May 18, 2011, also sought to 
get McDonald’s to produce a report assessing its “health 
footprint.” The campaign was organized by Corporate 
Accountability International, a nonprofit group that has also 
targeted PepsiCo and Coca-Cola concerning the environ-
mental impact of plastic bottles.48 

Corporate Accountability International succeeded at 
filing a resolution to require McDonald’s to produce the 
report, but only 6% of shareholders at the firm’s share-
holder meeting the following day voted in favor of it. 
CEO Jim Skinner defended the clown, saying, “Ronald 
McDonald is going nowhere.”49 But later in the year—amid 
pressure from regulators and other government entities—
McDonald’s agreed to change its Happy Meal by replac-
ing 2.4 ounces of French fries with a quarter-cup of apples 
(without the caramel dipping sauce) and 1.1 ounces of fries. 

After creating considerable destruction in the Caribbean, Hurricane Ivan hammered the Gulf 
Coast of the United States in September 2004. Because meteorologists had forecast the magni-
tude of the storm several days prior, many Americans soon to be affected turned to rivals Lowe’s 
and Home Depot for plywood to board up their homes, power generators, and other supplies. 
Both stepped into high gear to meet consumer needs.

Neither chain raised prices amidst the storm preparation, and most stores made valiant  
attempts to remain open as long as possible. In one respect, Home Depot and Lowe’s went the  
extra mile to assist customers in a crisis. In reality, however, remaining open extra hours was 
simply good business and helped minimize local inventories that could be damaged if the stores 
were devastated by the storm.

Indeed, the two rivals were well aware of possible long-term effects that could stem from 
their ability to help customers prepare for the storm. As Home Depot’s Eastern division president 
Tom Taylor put it, “They’ll remember who got them stuff. They’ll remember who stayed open. The 
better job we can do during a hurricane, [the more] we can gain market share [after the storm].”

Could the Lowe’s and Home Depot actions be described as good neighbor or good business? 
The answer is probably both.

Strategy at Work 5.3. Good Neighbor or Good Business?46
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Although the change reduced the calories and fat content from 520 and 23 grams to 410 and 17 
grams respectively, it did not quell opposition. A spokesperson for the Center for Science in the 
Public Interest—an advocacy group—referred to the move as a step in the right direction, add-
ing, “McDonald’s clearly has a lot more to do, for both kids and adults.”50 

Negative publicity was also generated when two Girl Scouts initiated a campaign to elimi-
nate palm oil from the Trefoil variety of Girl Scout cookies. Rhiannon Tomtishen and Madison 
Vorva objected to the use of the oil because its harvest disrupts the habitat of orangutans. The 
organization’s bakers shifted from partially hydrogenated vegetable oil to palm oil in 2006 
to eliminate trans fat, but argue that there is no other good alternative to palm oil that would 
ensure high quality, including taste, texture, and shelf life. Activist groups such as the Rainforest 
Action Network, the Center for Biological Diversity, and the Union of Concerned Scientists have 
joined the effort against the Girls Scouts. The organization sold $714 million worth of cookies in 
2010.51

General Mills has also been working since 2005 to make its cereals healthier. In addition to 
emphasizing whole grains, the cereal giant began reducing the amount of sugar in many of its 
cereals, particularly those consumed primarily by children. By 2011, the sugar content in Apple 
Cinnamon Cheerios had been reduced from 13 grams per serving to 10; the sugar content in 
Lucky Charms had been reduced from 12 grams to 10. But General Mills must address both 
health and taste concerns to retain customers. Producing a tasty cereal that floats for 3 minutes is 
important to compete in the children’s segment. Balancing these factors with more whole grains 
and fiber has been a challenge. John Mendesh—a company vice president—is sensitive to the 
need for a balance, but noted, “Every ingredient…is there for multiple reasons. If we just took 
the sugar out, you wouldn’t want to eat the product left behind.”52

Social responsibility is an especially prominent issue in certain industries. Pharmaceutical 
manufacturers, for example, spend billions to develop drugs for treating a wide range of ail-
ments. The costs of the drugs, however, can determine the extent to which patients will benefit 
from them. In the United Kingdom, government officials called on physicians to stop prescrib-
ing various drugs for Alzheimer’s disease, acknowledging their benefits but arguing that they do 
not justify the cost.53 The same realities can be true for medical procedures, especially in emerg-
ing economies. The pay-as-you-go system for medical treatment in China ultimately can deny 
costly life-saving treatment for the majority of its citizens who lack health insurance.54

The notion of social responsibility is also renowned among producers of alcoholic bever-
ages. In early 2007, for example, Anheuser-Busch launched Spykes, a caffeine-infused drink 
containing 12% alcohol by volume and sold in 2-ounce bottles. Advocacy groups pressured 
the company, charging that the brewer was subtly marketing the product to underage drinkers. 
Anheuser-Busch denied the claims but halted production only 4 months later. Officials cited 
both disappointing sales and “unfounded criticism” as reasons for pulling the product.55 

In 2009, Anheuser-Busch InBev launched a marketing campaign featuring Bud Light cans 
decorated with college-team colors. Janet Evans, a senior attorney at the U.S. Federal Trade 
Commission (FTC), expressed a “grave concern” and argued that the firm was promoting under-
age and binge drinking. A number of colleges and universities also complained. Although the 
brewer argued that the promotion targeted only customers of legal drinking age and did not 
include any institutional logos, it stopped distributing the cans in communities where colleges 
filed formal complaints. This incident raises questions about both social responsibility and the 
role of the FTC in such disputes.56

In some instances, society’s expectations of an organization may increase as the firm grows. 
For example, various constituencies have charged Wal-Mart with socially irresponsible behavior 
in recent years. Critics allege that the mega-retailer often competes unfairly, does not always 
follow fair hiring and promotion practices, and even contributes to local economic problems 
by abandoning strip mall locations when larger stores are constructed. Following considerable 
pressure from select interest groups, Wal-Mart stopped selling hunting rifles and bullets at most 
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of its stores in 2006. In 2011, following a backlash from hunters and pro-Second Amendment 
groups, the retailer brought guns and ammunition back to many of those stores. Company 
spokesperson David Tovar referred to the move as a business decision designed to bring strug-
gling stores back in line with local customer needs and expectations.57 

Sustainable Strategic Management
A broader notion of social responsibility, sustainable strategic management (SSM), has 
received increased attention in recent years. SSM refers to the strategies and related processes 
that promote superior performance from both market and environmental perspectives. Hence, 
an ideal strategy should seek market sustainability by meeting buyer demands profitably and 
environmental sustainability by proactively managing finite resources. Organizations able to 
meet this challenge are more likely to perform well and benefit society over the long term.

The notion of SSM is consistent with the work of organizations like Conscious Capitalism. 
Founded by Whole Foods CEO John Mackey and author Michael Strong, Conscious Capitalism 
is dedicated to defending both free enterprise and sustainability. The nonprofit organization 
sponsors conferences and workshops for business leaders and academics, countering the 
notion that sustainable practices are inconsistent with capitalism. 

The soft drink industry provides an interesting example of sustainability challenges. PepsiCo 
teamed up with Waste Management in 2010 to install 3,000 kiosks throughout the United States 
with a goal of recycling at least 400 million bottles and cans. Customers swipe a key fob, scan 
the barcodes on their used plastic and aluminum bottles, and insert them into the proper chute. 
Customers can receive reward points good for movie tickets or other products. By engag-
ing in the “Dream Machine” project, PepsiCo enhances its environmental image, eliminates a 
large number of bottles and cans from landfills, and recaptures plastic and aluminum for future 
production.58

Recycling efforts in the soft drink industry have had mixed results, however. In 2009, Coca-
Cola opened a $60 million, 120,000 square-foot modern recycling facility in Spartanburg, South 
Carolina, with a goal of 100 million pounds of plastic recycled from polyethylene terephthalate 
(PET). By 2011, the plant was operating at only about one-third capacity. Coke and Pepsi 
bottles contain only about 5% and 10% PET content. PET demand is high in China where it is 
transformed into fiber for use in furniture and textiles. According to Coke officials, transporting 
PET to China on otherwise empty barges can be less costly than shipping the material across 
the United States. Efforts to recycle aluminum have been more successful, however, with 68% 
reused content industry-wide.59 

Efforts aimed at environmental sustainability can conflict with product performance. 
PepsiCo’s Frito-Lay introduced biodegradable packaging for its Sun Chips in early 2010 but 
returned to its old packaging for five of the six flavors by the end of the year after customers 
complained that the new bags were too noisy.60 

Takeovers ___________________________________

When shareholders conclude that the top managers of a firm with ineffective board 
members are mismanaging the firm, institutional investors, blockholders, and other 
shareholders may sell their shares, depressing the market price of the company’s stock.61 
Depressed prices often lead to a takeover, a purchase of a controlling quantity of a firm’s 
shares by an individual, a group of investors, or another organization. Takeovers may be 
attempted by outsiders or insiders and may be friendly or unfriendly. A friendly takeover 
is one in which both the buyer and seller desire the transaction. Government regulators 



STRATEGIC MANAGEMENT136

can often veto friendly takeovers for competitive or other concerns, however. In early 
2009, Coca-Cola attempted to acquire China Huiyuan Juice Group as part of the firm’s 
aggressive global growth strategy. The Chinese Commerce Ministry blocked the acquisition, 
arguing that such a move would crowd out smaller producers and ultimately result in price 
increases for consumers.62 

An unfriendly takeover is one in which the target firm resists the sale, whereby one or more 
individuals purchase enough shares in the target firm to either force a change in top manage-
ment or to manage the firm themselves. Interestingly, groups that seek to initiate unfriendly 
takeovers often include current or former firm executives.

In many cases, sudden takeover attempts rely heavily on borrowed funds to finance the 
acquisition, a process referred to as a leveraged buyout (LBO). LBOs strap the company with 
heavy debt and often lead to a partial divestment of some of the firm’s subsidiaries of product 
divisions to lighten the burden.63

Corporate takeovers have been defended and criticized on economic and social grounds. 
On the positive side, takeovers provide a system of checks and balances often required to initi-
ate changes in ineffective management. Proponents argue that the threat of LBOs can pressure 
managers to operate their firms more efficiently.64 However, the need to pay back large loans 
can cause management to pursue activities that are expedient in the short run but not best for 
the firm in the long run. In addition, the extra debt required to finance an LBO tends to increase 
the likelihood of bankruptcy for a troubled firm.65

Outsourcing and Offshoring ____________________

Outsourcing—contracting out a firm’s noncore, non-revenue-producing activities to other 
organizations primarily (but not always) to reduce costs—has become more widespread 
in the United States in recent years. Many consumers and activists have become increasingly 
concerned about trade deficits with other nations and job losses that occur when a firm moves 
a production facility abroad or a retailer stocks its shelves with imported products.66 A number 
of American firms have closed production facilities in the United States and opened new ones 
in Mexico, China, India, and other countries where labor costs are substantially lower and 
regulations are less inhibitive.67 

The facts are compelling. The U.S. trade deficit was $635 billion in 2010, with China respon-
sible for $273 billion of the gap.68 Chinese firms export large quantities of everything from 
apparel to electronics to the United States. Outsourcing—most notably to China—is a sensitive 
issue among many politicians and business leaders.

Another key beneficiary of the outsourcing trend is India. General Electric’s (GE) former 
CEO Jack Welch was instrumental in one of the earliest partnerships with India. Welch first 
met with the Indian government in 1989, and GE formed a joint venture to develop and 
market medical equipment with Wipro Ltd. in 1990. By the mid-1990, much of GE’s software 
development and maintenance activities had been shifted to Indian companies. GE Capital 
Services established the first international call center in India in 1999. GE sold 60% of this 
business for $500 million in 2004, freeing it to compete against IBM, Accenture, and Indian 
firms.69 By the late 2000s, India had become the beneficiary of outsourcing efforts from many 
countries, not just the United States.70 This rapid growth rate continued into the early 2010s 
as well.

Wage differences between the United States and countries like China and India are intensify-
ing global outsourcing efforts in a broad array of professional and technical fields, such as archi-
tecture, accounting, and even law.71 Developing a particular legal database for contracts that 
costs about $60,000 in the United States might cost as little as $5,000 in India.72 The outsourcing 
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of legal jobs from the United States to India exceeded 30,000 jobs abroad in 2010 and is pro-
jected to reach 50,000 by 2015. Indian revenue from legal outsourcing firms was estimated to be 
$640 million in 2010 and is projected to surpass $1 billion by 2014. This phenomenon partially 
explains why some temp agencies in the United States that paid their workers as much as $200 
per hour in 2001 paid as little as $20 per hour in 2011.73

Chinese firms are competing for many of the information technology (IT) outsourcing con-
tracts U.S. firms originally awarded to companies in India. Consulting firm A.T. Kearney still 
ranks India highest among outsourcing countries based on financial structure, business environ-
ment, and people skills and availability. India is followed closely by China and then Malaysia 
and the Czech Republic. However, Kearney believes China can catch India in the 2010s as it 
improves its accounting, financial, and IT skills.74

While outsourcing offers opportunities for firms throughout the world, it presents chal-
lenges as well. Consider the automobile industry in China. In 2011, General Motors (GM) held 
a 10% market share in the Chinese automobile market. Ford held a 2.7% share by selling only 
a few models, most notably the Mondeo and the Focus. With the completion of four additional 
manufacturing facilities fast approaching, Ford plans to sell more than 15 models by the mid-
2010s, including some luxury Lincolns. Most vehicles sold in China—including GM and Ford 
models—are manufactured there as well.75 

When implemented properly, outsourcing can cut costs, improve performance, and refocus 
the core business. Many outsourcing efforts fail, however, due to unforeseen hidden costs, loss 
of control of the outsourced activity, or simply outsourcing activities that should not be out-
sourced.76 For example, Cincinnati’s Standard Textile experienced a number of problems when 
it opened its first factory in northern China in 2005. The heating did not work for 2 weeks, caus-
ing more than an inconvenience for workers whose job it is to separate thousands of fine cotton 
threads. Custom-made parts ordered from Chinese suppliers did not meet specifications. Early 
on, Chinese authorities hiked electric charges for the plant by 18%.77

Cost savings aside, excessive outsourcing can leave a firm in a compromised position. When 
an organization no longer performs key activities, it loses expertise and can find itself at the 
mercy of suppliers. When a company’s resource strengths erode, the available array of strategic 
options becomes much more limited. Reevaluating suppliers and changing them when neces-
sary is a proactive means of managing this downside.78 

Politicians have also been watching outsourcing trends very closely. Growing concern in 
the 2000s over the deluge of inexpensive textile products from China resulted in agreements in 
2005 and 2006 to curb exports to Europe and the United States. In response, the Chinese gov-
ernment offered preferential treatment to firms producing higher-priced items when calculating 
the volume of their exports, thereby encouraging them to develop and produce higher-quality, 
premium products.79 

Offshoring—relocating some or all of a firm’s manufacturing or other business processes 
to another country typically to reduce costs—is similar to outsourcing, but enables the firm to 
retain control of the operations abroad instead of relinquishing them to other firms. A key incen-
tive for outsourcing and offshoring—cost containment—is the same, however. 

The globalization effect that has fostered an increase in outsourcing and offshoring has also 
had other effects that are not as easy to identify. As Ford and GM eliminated jobs in Detroit in 
the mid-2000s and continued production overseas, Asian and European manufacturers and their 
top-tier suppliers were expanding their operations in the United States, particularly in the South 
where labor unions are not as strong. Nissan’s facility in Smyrna, Tennessee; Toyota’s plants in 
Georgetown, Kentucky, and San Antonio, Texas; Mercedes-Benz’ facilities in Vance, Alabama; 
and BMW’s plant in Spartanburg, South Carolina, are a few examples. Population growth in 
Vance and Smyrna has exploded since the openings.

With American auto manufacturers growing outside of the United States and foreign firms 
producing in the United States, the difficulty to distinguishing local products from imported 
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ones in the automobile industry has become quite complex. Ford’s “Red, White, and Bold” mid-
2000s advertising campaign encouraged Americans to be patriotic and purchase a Ford Mustang 
instead of an imported vehicle. However, data from the U.S. National Highway Traffic Safety 
Administration showed that only 65% of the parts for the 2005 Mustang came from the United 
States or Canada, compared to 90% of the parts for the 2005 Toyota Sienna, a vehicle built in 
Indiana. Many vehicles produced by other Asian carmakers like Honda and Nissan are also built 
in the United States with predominantly local parts.80 

Rising health care costs have created incentives for many firms to outsource or offshore their 
production, most notably in the United States where employers often pay a significant portion 
of employee health insurance premiums and where such costs are rising an average of 15% per 
year. Union Pacific, for example, no longer hires smokers in states where it is legal to do so. The 
issue became even more pronounced in 2005 when a draft of an internal Wal-Mart memo pro-
posed that the retailer cut costs by discouraging “unhealthy” people from applying for jobs. The 
memo proposed adding physical activity to all jobs—such as requiring cashiers to collect shop-
ping carts—so that those not able to perform the tasks would be less likely to apply.81

Health care costs at General Motors account for between $1500 and $2000 of the price of 
each car sold in the United States.82 Like many other firms, GM has broadened its efforts to 
encourage healthy living by discouraging unhealthy habits and adding gym facilities at some 
of its production facilities.83 Hence, all firms—especially large ones based in the U.S.—are chal-
lenged to cover these expenses or consider shifting production to countries where costs are 
lower or health care is provided through government agencies.

Outsourcing decisions are influenced by trends in exchange rates. When the U.S. dollar 
weakened on international markets in 2010, many firms began to reconsider their global pro-
duction strategies. Late in 2010, GE announced plans to spend $432 million on four new pro-
duction facilities in the United States. The weaker dollar reduced the cost of labor in the United 
States relative to many other nations, although transportation risks and benefits of marketing 
American-made products were among the reasons as well.84

The debate over outsourcing and offshoring is complex and can take on a new tack when com-
panies outsource business activities that are politically sensitive or have safety concerns. In 2005, for 
example, JetBlue flew a number of its Airbus A320 jets to El Salvador for maintenance. In the same 
year, about half of U.S. carrier heavy-overhaul work was performed outside of the United States.85 

Although conventional wisdom is that the wages of unskilled workers decline when firms 
pursue cheaper labor abroad, some have suggested that global outsourcing and offshoring can 
have a positive effect on both wages and economic development in the richer nation. An indus-
try in a richer nation may rely on local inputs, such as specialized workers, that are not available 
to its competitors in new foreign markets. The proximity to these inputs can create a substantial 
advantage in the new market, boosting productivity throughout the industry and enabling the 
firms to pay higher wages.86 

The outsourcing/offshoring debate can also be difficult to resolve because of differences in 
regulatory environments and the complexity of relationships among firms across borders. A lack 
of data is also a key concern. Chinese officials, for example, compute trade deficits differently 
from their American counterparts and always calculate lower figures. While the United States 
and Europe account for 80% of India’s $60 billion information technology industry, U.S. exports 
to India approached $20 billion in 2011.87 Hence, it is difficult to determine the extent to which 
such an exchange is beneficial to both nations from a trade perspective.88 

Some firms have attempted to avoid the outsourcing controversy, as is the case with the 
“Big Three” U.S. auto producers. Because union contracts prevent global outsourcing under 
certain conditions, the automakers simply pressure suppliers to outsource.89 In addition, a num-
ber of firms have become more sensitive to this issue. Some firms give their customers a choice; 
E-Loan allows customers to decide whether their loan applications will be processed in Delhi or 
Dallas, with the latter taking as much as 2 days longer.90
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Interestingly, the assumption that outsourcing always refers to firms in developed nations 
seeking labor from emerging economies is not always true. After a large number of airline pilots 
were laid off in the mid-2000s, many American pilots departed U.S.-based carriers for airlines 
in China, India, Southeast Asia, and the Middle East. Pilots who faced a glut in the United States 
find a shortage of experienced pilots in most parts of the world. Many have secured more attrac-
tive compensation and benefits in their new positions in other countries.91

In sum, outsourcing and offshoring offer intriguing options to strategic managers. In 
an increasingly competitive global marketplace, firms must take steps to minimize costs and 
improve efficiency. These steps may not be taken without political or buyer repercussions in the 
home market, however, as recent developments in the United States illustrate.

Linking Managerial Ethics and  
Corporate Social Responsibility _________________

Ethics and social responsibility—while distinct concepts—are sometimes difficult to separate. 
In 2009, for example, some animal rights groups engaged in a number of corporate attacks 
throughout Europe. Individuals set fire to the homes of some executives at NYSE Euronet, 
the stock exchange where one large animal-research company is listed. Cars and homes of 
employees at Schering-Plough, Pfizer, Novartis, and Bayer AG have also been vandalized. 
Those carrying out these unethical attacks did so in the name of social responsibility.92 

The Occupy Wall Street movement that started in the United States in late 2011 represents a 
protest against both alleged corporate social irresponsibility and unethical executive behavior. 
Although the demands of protestors were often unclear, many challenged the notion of free 
enterprise, demanding everything from guarantees of employment, higher minimum wages, 
absolution of college loan debt, and higher taxes for the “top 1%” of wage earners.93

The line between social responsibility and managerial ethics can be difficult to draw, as what 
may be considered by some to be socially irresponsible firm behavior may be a direct result of 
unethical managerial decision making. Consider the following example in China: Cadmium batteries 
are safe and inexpensive when compared to others on the U.S. market. The problem, however, is 
that they are hazardous to make. About 400 workers at Hong Kong-based GP Batteries International 
contain in their bodies unsafe levels of cadmium, a toxic metal that can cause kidney failure, lung 
cancer, and bone disease.94 Some might contend that the production itself is unethical, while 
others might express social responsibility concerns because of the effect on workers. Whether this 
represents more of an ethical problem or one associated with social responsibility is not entirely clear. 

Sometimes the distinction between issues associated with social responsibility and those 
associated with ethics is clear—but not for all companies involved. In 2006, Chinese government 
investigators discovered a pipe buried underneath the factory floor at the Fuan Textiles mill in 
southern China. The pipe was being used to discharge about 22,000 tons of water contaminated 
each day from its dyeing operations into a nearby river. This would be considered an ethical 
problem for Fuan Textiles, as the company was in clear violation of regulations prohibiting such 
dumping. A number of American retailers, including Wal-Mart, Target, Gap, and Nike, all used the 
company’s fabric in their clothes.95 One could argue that these firms have a social responsibility 
to find other suppliers unless immediate changes are made at the facility, while others might 
categorize the decision to continue contracting with Hong Kong-based Fountain Set Holdings—
majority owner of the factory—as an ethical concern. 

Moreover, some issues are difficult to categorize as social responsibility or managerial ethics 
concerns. For example, in 2011 Dutch satellite navigation company TomTom apologized to its 
customers after it was revealed that the firm driving data collected from customers was given 
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to the police. The information was used by police departments to set speed traps for motorists. 
Although sales of traffic-related data to government and other agencies account for 36% of 
TomTom’s revenues, data was typically used to help authorities identify traffic bottlenecks and 
improve plans for new roads.96 While some might argue that TomTom was socially irresponsible 
by selling data to police departments, others would suggest that the decision was simply 
unethical. 

Summary

An organization’s mission outlines the reason for its existence. A clear purpose provides managers with a sense of direction 
and can guide all of the organization’s activities. Goals represent the desired general ends toward which organizational efforts 
are directed. However, managers, shareholders, and board members do not always share the same goals. Top managers are 
challenged to reconcile and satisfy the interests of various stakeholder groups, a task that creates a number of challenges with 
regard to managerial ethics and CSR.

Whereas ethics concerns individual behavior, CSR considers appropriate firm activities. While ethical management is an 
obvious imperative, competing conceptualizations of ethics can make it difficult to distinguish between ethical and unethical 
behavior in some instances. Although many scholars, practitioners, and consumers broadly accept the notion of CSR, others 
argue that firms should engage in social activities only to the extent that they enhance shareholder returns. Issues like out-
sourcing and offshoring represent practical ethical and CSR concerns and reflect the difficulty often associated with identify-
ing and addressing problematic behavior in firms.

Key Terms

Adverse Selection: The inability of shareholders to identify the precise competencies and personal attributes of top 
managers when they are hired. 

Agency Problem: A situation in which a firms’ top managers (i.e., the “agents” of the firms’ owners) do not act in the 
best interests of the shareholders.

Diversification: The process of acquiring companies to increase a firm’s size.

Employee Stock Ownership Plans (ESOPs): Formal programs that transfer shares of stock to a company’s 
employees.

Ethical Relativism: The idea that ethics is based on accepted norms in a culture, meaning that what is ethical in one 
nation or culture might be unethical in another.

Goals: Desired general ends toward which efforts are directed.

Integrative Social Contracts View of Ethics: Perspective suggesting that decisions should be based on existing 
norms of behavior, including cultural, community, or industry factors.

Justice View of Ethics: Perspective suggesting that all decisions will be made in accordance with established rules or 
guidelines.

Leveraged Buyout (LBO): A takeover in which the acquiring party borrows funds to purchase a firm.

Managerial Ethics: An individual’s responsibility to make business decisions that are legal, honest, moral, and fair.

Moral Hazard: When parties in an arrangement do not share equally in the risks and benefits. 

Objectives: Specific, verifiable, and often quantified versions of a goal.



chapter 5   The Organization 141

Objectivism: A philosophical perspective, espoused by Ayn Rand, that emphasizes an objective reality understood by 
logic and reason and focuses on individual freedom and property rights. 

Offshoring: Relocating some or all of a firm’s manufacturing or other business processes to another country typically 
to reduce costs.

Religious View of Ethics: Perspective that evaluates organizational decisions on the basis of personal or religious 
convictions.

Rights View of Ethics: Perspective that evaluates organizational decisions on the extent to which they protect 
individual rights.

Self-Interest View of Ethics: Perspective suggesting the benefits of the decision maker should be the primary 
consideration when weighing a decision.

Social Responsibility: The expectation that business firms should serve both society and the financial interests of 
shareholders.

Stakeholders: Individuals or groups who are affected by or can influence an organization’s operations.

Sustainable Strategic Management (SSM): The strategies and related processes that promote superior performance 
from both market and environmental perspectives.

Takeover: The purchase of a controlling quantity of shares in a firm by an individual, a group of investors, or another 
organization. Takeovers may be friendly or unfriendly.

Triple Bottom Line: The notion that firms must maintain and improve social and ecological performance in addition 
to economic performance. 

Utilitarian View of Ethics: Perspective suggesting that anticipated outcomes and consequences should be the only 
considerations when evaluating an ethical dilemma.

Review Questions and Exercises

1. What is and should be the relationship between an organization’s mission and its strategy?

2. Why do stakeholders in the same organization often have different goals? Would it not be best if they shared 
the same goals? Explain.

3. What is the difference between social responsibility and managerial ethics?

4. Why do there seem to be so many ethical concerns in organizations today?

5. What are the key advantages and disadvantages of leveraged buyouts?

Practice Quiz

True or False?
 1. Goals are specific and often quantified versions of objectives.

 2. If a firm is able to consistently earn above-average profits, it is effectively balancing the goals of its stakeholders.
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 3. The agency problem refers to the balancing act a firm must exhibit when attempting to satisfy the myriad of 
governmental agencies.

 4. Most organizations can be classified as either ethical or unethical.

 5. The integrative social contracts view of ethics suggests that decisions should be based on religious convictions.

 6. Offshoring refers to the relocation of some or all of a firm’s manufacturing or other business activities to 
another country, usually to reduce costs.

Multiple Choice
 7. The reason for the firm’s existence is known as __________.

A. the vision

B. organizational goals

C. organizational objectives

D. none of the above

 8. Which of the following is not an example of a stakeholder?

A. customers

B. suppliers

C. employees

D. none of the above

 9. An individual’s responsibility to make business decisions that are legal, honest, moral, and fair is known as 
__________.

A. social responsibility

B. the social imperative

C. managerial ethics

D. all of the above

10. Leveraged buyouts can __________.

A. strap the company with a large amount of debt

B. serve as a system of checks and balances

C. lead to the sale of company assets

D. all of the above

11. The ethical perspective that suggests that organizational decisions should be made in accordance with estab-
lished rules or guidelines is known as __________.

A. the self-interest view

B. the justice view

C. the rights view

D. the integrative social contracts view

12. The assessment of strategies and related processes that promote superior performance from both market and 
environmental perspectives is known as _________.

A. CSR

B. managerial ethics

C. management decision-making effectiveness

D. none of the above
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Values vs. Value
New research revealing a disparity between what shoppers say and what they do debunks the myth of 
the ethical consumer.

by Timothy Devinney, Pat Auger,  
and Giana M. Eckhardt

During the last 25 years, there has been debate about the value of corporate social responsibility (CSR), par-
ticularly as it relates to the rise of “ethical consumers.” These are shoppers who base purchasing decisions on 

whether a product’s social and ethical positioning—for example, its environmental impact or the labor practices 
used to manufacture it—aligns with their values. Many surveys purport to show that even the average consumer 
is demanding so-called ethical products, such as fair trade–certified coffee and chocolate, fair labor–certified gar-
ments, cosmetics produced without animal testing, and products made through the use of sustainable technolo-
gies. Yet when companies offer such products, they are invariably met with indifference by all but a selected 
group of consumers.

Is the consumer a cause-driven liberal when surveyed, but an economic conservative at the checkout line? 
Is the ethical consumer little more than a myth? Although many individuals bring their values and beliefs into 
purchasing decisions, when we examined actual consumer behavior, we found that the percentage of shopping 
choices made on a truly ethical basis proved far smaller than most observers believe, and far smaller than is 
suggested by the anecdotal data presented by advocacy groups.

The trouble with the data on ethical consumerism is that the majority of research relies on people reporting 
on their own purchasing habits or intentions, whether in surveys or through interviews. But there is little 
if any validation of what consumers report in these surveys, and individuals tend to dramatically overstate the 
importance of social and ethical responsibility when it comes to their purchasing habits. As noted by John 
Drummond, CEO of Corporate Culture, a CSR consultancy, “Most consumer research is highly dubious, because 
there is a gap between what people say and what they do.”

The purchasing statistics on ethical products in the marketplace support this assertion. Most of these products 
have attained only niche market positions. The exceptions tend to be relatively rare circumstances in which a 
multinational corporation has acquired a company with an ethical product or service, and invested in its growth 
as a separate business, without altering its other business lines (or the nature of its operations). For example, 
Unilever’s purchase of Ben & Jerry’s Homemade Inc. allowed for the expansion of the Ben & Jerry’s ice cream 
franchise within the United States, but the rest of Unilever’s businesses remained largely unaffected. Companies 
that try to engage in proactive, cause-oriented product development often find themselves at a disadvantage: 
Either their target market proves significantly smaller than predicted by their focus groups and surveys or their 
costs of providing ethical product features are not covered by the prices consumers are willing to pay. (For a 
different perspective on these issues, see “The Power of the Post-Recession Consumer,” by John Gerzema and 
Michael D’Antonio, s+b, Spring 2011.)

To understand the true nature of the ethical consumer, we set up a series of generalized experimental 
polling studies over nearly 10 years that allowed us to gather the social and ethical preferences of large samples 
of individuals. We then conducted 120 in-depth interviews with consumers from eight countries (Australia, 
China, Germany, India, Spain, Sweden, Turkey, and the United States). We asked them not just to confirm that 
they might purchase a product, but to consider scenarios under which they might buy an athletic shoe from a 
company with lax labor standards, a soap produced in ways that might harm the environment, and a counterfeit 
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brand-name wallet or suitcase. They were also asked how they thought other people from their country might 
respond to these products—a well-established “projective technique” that often reveals more accurate answers 
than questions about the respondent’s direct purchases. And they were asked about their own past behavior; 
for example, all the interviewees admitted purchasing counterfeit goods at some point. The interviews asked 
participants explicitly about the ramifications of these ethical issues, and the inconsistencies between their words 
and their actions.

The participants knew a great deal about the issues, and agreed that good practices involving labor, the 
environment, and intellectual property are important to society. But most did not consider such issues to be 
relevant to them personally. Indeed, they often stated that someone other than the individual consumer should 
be responsible: the law (“the government should protect the environment”), the competitive market (“it’s too bad, 
but all sneaker companies do this”), the companies themselves (“advertising should let us know about this”), or 
the overall system (“I cannot do anything, so why bother thinking about it?”).

Another key finding that refutes conventional wisdom on this topic is that most people will not sacrifice 
product function for ethics. When faced with a choice of good ethical positioning and bad product functionality 
or good product functionality and bad ethical positioning, individuals overwhelmingly chose the latter. They 
revealed an astounding reluctance to consider ethical product features as anything but secondary to their primary 
reasons for purchasing the products in question. “It would take some kind of catastrophe to make me care,” said 
one respondent.

Contrary to other research that has typecast ethical consumers demographically or by their responses to 
surveys of values, we find little difference between people who take into consideration social aspects of products 
and those who do not. For example, it has been commonly assumed in the popular media that Europeans, 
with their strong tradition of social democracy, are more socially aware than Americans bred on notions of self-
sufficiency and individualism. However, we found only weak support for this idea. Simplistic notions about 
differences influenced by gender, education, income, culture, domicile, basic values, and so on proved similarly 
unfounded. It is often assumed that individuals from emerging-market countries are significantly less sensitive 
to social issues, being more concerned about economic development. Again, the reality is more complex; 
individuals’ responses were more nuanced. We found that although those from Germany, the U.S., or China might 
rationalize their ethical consumption (or lack of it) differently, the behaviors being justified are remarkably similar.

Proponents of ethical consumerism want to believe that people’s socially oriented choices are somehow 
 different—perhaps made at a higher level of consciousness—from their general product choices. This is a delu-
sion. Product ethics are more important only when individuals, comparing such ethics to all the other things that 
have value to them, determine that they are more important. And our research shows that for many people, this is 
seldom the case.

To some, this will sound like heresy. How can it possibly be that the cost of a bar of soap is more important 
than knowing that it won’t pose an ecological hazard? Whatever the moral merits of the issue, for many ordinary 
people in ordinary circumstances, the cost does matter more. Even a factor like the color of a running shoe 
matters more, to most people, than the conditions under which the shoe was made.

The emergence of a true ethical consumer base is a long way from being a reality. Although some consumers 
today do take into consideration the social aspects of their purchasing behavior and care about a company’s 
CSR policies, most do not care enough to pay a higher price. Looking ahead, however, social consumption 
may have the potential to become a mass-market phenomenon. In fact, we see a parallel between the current 
ethical consumer market and the early days of e-commerce in the mid-1990s. As Internet usage expanded and 
capabilities and security grew more sophisticated, consumers learned to integrate technology into their daily lives. 
Now, Amazon and myriad other online destinations have made e-commerce an integral part of the shopping (and 
banking) culture. Socially responsible consumption today is a nascent skill. Individuals do not necessarily know 
how to translate descriptions of ethical activity into judgment. (For example, what is a “good” labor practice? 
How much of a difference does an “ethical” sneaker purchase make in improving labor conditions?) Nor do 
they have any reason to trust in the verifiers, which are often the corporations themselves, or biased third-party 
organizations.
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For more ethically oriented consumption to really take hold, the consumer needs to become a knowledgeable 
participant, not a reader of labels. Rather than relying on traditional market research techniques, firms need to 
help their existing and future consumers become more socially conscious in their purchasing. This will require 
giving consumers more tangible, reliable information about the health, social, and environmental benefits of their 
products and services, in the context of the many choices consumers have to make. Product labels will have 
to explain why a certain company’s production footprint, packaging techniques, or ingredients are better than 
those of the competition—and have that superiority verified, ideally by independent sources that are accessible 
through the Web or social media, conceivably through a shopper’s smartphone. Bit by bit, this type of information 
is becoming more available, and people are starting to bring their values not just to the survey but to the checkout 
counter. But that movement will be gradual, and such behavior is still far from being second nature. It is possible 
that 10 or 20 years from now people will be purchasing ethically as a matter of habit, but corporations (along with 
third-party information providers) must first make the social merit of their products and services tangible to the 
pragmatic consumers who dominate the market.
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S trategies exist at three levels in any organization: (1) the corporate or firm level, (2) the 
business unit or competitive level, and (3) the functional or tactical level. This chapter 

focuses on the corporate-level strategy, or the strategy top management formulates for 
the overall corporation. Corporate-level strategy concerns precede the competitive and tac-
tical issues related to business and functional strategies. We will see in subsequent chapters, 
however, that all three levels are linked and should be aligned.

The Corporate Profile __________________________

The first step in formulating an organization’s strategy is to assess the markets or industries in 
which the firm operates. The corporate profile identifies one or more businesses and indus-
tries in which the firm is and/or should be operating. A firm may choose one of three basic pro-
files: (1) to operate in a single industry, (2) to operate in multiple related industries, and (3) to 
operate in multiple unrelated industries.

Most firms start as single-business companies, and many continue to thrive while remain-
ing active primarily in one industry. By competing in only one industry, firms such as UPS, 
ExxonMobil, and Home Depot can benefit from the specialized knowledge that develops from 
concentrating efforts on one business area. This knowledge can help the firm improve prod-
uct or service quality and become more efficient in its operations. Firms operating in a single 
industry are more susceptible to sharp downturns in business cycles, however. For this rea-
son, most large firms eventually pursue diversification and compete in more than one industry. 
Diversification allows a firm to grow, (potentially) use its resources more effectively, and make 
use of surplus revenues.

Firms that diversify may choose to compete in related or unrelated industries. Related diver-
sification involves diversifying into similar businesses that may complement the original or 
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primary business. Wal-Mart—which also operates Sam’s Wholesale Club—benefits from exper-
tise derived from concentration in multiple retailing industries. In contrast, General Electric (GE) 
operates in a vast array of unrelated businesses ranging from TVs to aircraft engines to financial 
services.

Although diversification can reduce the uncertainty and risk associated with operating in 
a single industry, participating in numerous unrelated businesses may result in uncertainties 
associated with losing touch with the fundamentals of each business. As a result, many scholars 
and executives occupy the “middle ground” by arguing that aggregate uncertainty is minimized 
when a firm diversifies its holdings but only into related industries.1 Relatedness, however, is 
ultimately “in the eyes of the beholder” and can be based on clear similarities such as product 
lines or customers or on less obvious bases such as distribution channels or similarities in raw 
materials. 

Unrelated diversification is driven by the desire to capitalize on profit opportunities in a 
given industry and involves the corporation in businesses that typically are dissimilar. Although 
such an approach may reduce risk for the firm, it also carries a number of potential disadvan-
tages. Because their interests are dispersed throughout unrelated business units, strategic man-
agers may not stay abreast of market and technological changes that affect the businesses. In 
addition, they may unknowingly neglect the firm’s primary, or core, business in favor of one or 
more other units. Avoiding these pitfalls is easier when a firm’s business units are related.

The key to successful related diversification is the development of synergy among 
the related business units. Synergy occurs when the combination of two organizations 
results in higher effectiveness and efficiency than would otherwise be generated separately. 
Opportunities for synergy are not always easy to identify. Synergy may occur when there 
are similarities in product or service lines, relationships in the distribution channels, or 
complementary managerial or technical expertise across business units. Kraft’s intense pursuit 
of Cadbury in 2009 was driven in large part by a desire to benefit from Cadbury’s strong 
presence in emerging markets like India, Mexico, Thailand, and Egypt. For example, Kraft 
lacked significant access to India’s $500 million chocolate market. The Cadbury brand was 
already well known in India with brands such as Crackle and Dairy Milk.2 

Synergy between business units does not always materialize as originally planned, however. 
For example, when Sports Illustrated campaigned in 2005 to merge its website with the America 
Online (AOL) web portal to create a massive sports site, AOL balked, suggesting that Sports 
Illustrated had too little to offer. Several years prior, parent company Time Warner might have 
encouraged the partnership between its two business units under the guise of “corporate syn-
ergy,” but instead Time Warner president Jeffrey Bewkes told the magazine to look elsewhere 
for a partner. Unlike his predecessors who preached synergy among Time Warner business 
units, Bewkes challenged the universality of the synergy concept and began selling off less prof-
itable businesses.3 After continued frustrations, Time Warner spun off its AOL division in 2009.4

Procter & Gamble (P&G) anticipated synergy when it acquired Gillette in 2005. On paper, 
combining the world’s leading toothbrush—Oral B—and the world’s second leading tooth-
paste—Crest—seemed easy enough. There were a number of problems, however. Combining 
the structures of the two firms with dual presidents was so complex that one of them stepped 
down. Many Oral-B employees decided to leave the company instead of relocating from Boston 
to Cincinnati. Culture also played a role, as Oral-B executives prefer face-to-face meetings 
and quick decisions, while their counterparts at Crest send lots of memos and deliberate more 
before making decisions. P&G has a way to go in its quest to overtake Colgate-Palmolive, a 
leader in the overall oral care market.5

In another example, when CVS acquired pharmacy-benefits manager Caremark Rx in 2007, 
the California Public Employees’ Retirement System (CALPERS) voted more than 2.1 million 
Caremark shares and more than 3.1 million CVS shares against the deal. CALPERS officials 
charged that poor synergy existed between the retailer and the benefits manager.6 
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There is no single best corporate profile; the best approach depends on the organization. 
There are a number of successful organizations that have pursued each of these options. After 
the corporate profile is selected, the next consideration is the corporate strategy. 

Strategic Alternatives at the Corporate Level ______

Three basic strategic alternatives exist at the corporate level: (1) growth, (2) stability, and 
(3) retrenchment. The available strategies are listed in Table 6.1. 

Table 6.1  Corporate-Level Strategies

1. Growth strategies

a. Internal growth

b. External growth

1. Horizontal integration

2. Horizontal related diversification

3. Conglomerate (unrelated) diversification

4. Vertical integration

5. Strategic alliances

2. Stability strategy

3. Retrenchment strategies

a. Turnaround

b. Divestment

c. Liquidation

Growth Strategies ____________________________

The growth strategy seeks to increase significantly a firm’s revenues or market share. 
Although some top executives argue that growth is always the single best strategy for a healthy 
firm, this is not the case. Rather, a firm should adopt a growth strategy only if growth is expected 
to increase firm value. 

Growth is attained primarily by two means. Internal growth is accomplished when a firm 
increases revenues, production capacity, and its workforce; it can occur by growing an existing 
business or creating new ones. Capitalizing on the increased interest in organic and natural 
foods, Whole Foods grew internally from a single store in 1980 to 270 in the United States and 
United Kingdom in 2009.7 Walgreens experienced substantial internal growth in the 1990s and 
early to mid-2000s by opening a new store every 16 hours. During the recession of the late 
2000s and early 2010s, Walgreens continued to pursue internal growth but by refashioning itself 
as a broad health care provider.8 

Internal growth is not always easy to accomplish, especially when markets appear to be 
saturated. Consider the fast-food and fast casual segments of the broader restaurant industry. 
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Faced with limited growth prospects, small chains like Cousins Submarines, Tasti D-Lite, and 
Toppers Pizza launched mobile franchises, trucks, or vans outfitted with fully operating kitch-
ens. Facilities are much more extensive than the ones operated by street vendors in large cit-
ies, but franchisees must still get past licensing challenges due to permit restrictions. With mar-
ket saturation in most large cities in the United States, these restaurants are finding it difficult  
to grow.9 

McDonald’s has grown internally by attracting customers in nonpeak periods and expanding 
hours of operation in many of its stores. Its McCafé line and snack products attract customers during 
times when business slows at most fast-food restaurants. Many of its locations throughout the world 
are now open 24 hours a day.10 McDonald’s maintains its leadership position in the $175 billion U.S. 
fast-food industry not only because it has more stores but because each one produces significantly 
more revenue than its closest rivals. Interestingly, Wendy’s gained ground on Burger King in the late 
2000s. Although the number of stores remained relatively flat for both competitors, per-store sales 
declined at Burger King but rose slightly at Wendy’s during this time (see Table 6.2). 11

Table 6.2  Leaders in the U.S. Fast-Food Industry (2010)12

Firm Number of U.S. Stores Sales Per Store

McDonald’s 14,027 $2.3 million

Burger King  7,264 $1.2 million

Wendy’s  5,883 $1.4 million

External growth is accomplished when two firms merge or one acquires the other. 
A merger occurs when two or more firms, usually of roughly similar sizes, combine into 
one through an exchange of stock. An acquisition is a form of a merger whereby one firm 
purchases another, often with a combination of cash and stock. Merger and acquisition (M&A) 
activity is influenced by a number of factors, including valuations, competitive forces, and the 
economy. M&A activity increased during the 2000s but declined sharply in the early 2010s as 
global economic uncertainty rose.13

Firms with large, successful businesses often acquire smaller competitors with different or 
complementary product or service lines. For example, Mars acquired Wrigley in 2008 to create 
a global candy powerhouse.14 PepsiCo acquired Russian dairy products and fruit juice maker 
Wimm-Bill-Dann in 2010, the largest acquisition for the company since purchasing Quaker Oats 
in 2001 and one that established PepsiCo as the largest food and beverage firm in Russia.15 With 
its acquisition of AirTran in 2011, Southwest Airlines gained access to AirTran’s routes in the 
eastern and southeastern regions of the United States and established a toehold at Hartsfield-
Jackson Atlanta International Airport, the world’s busiest airport located in Atlanta, Georgia.16 

Smaller firms can acquire larger rivals, however, as Triarc Companies (the parent company 
of Arby’s) acquired Wendy’s International in 2008 and formed Wendy’s/Arby’s Group, Inc.17 
Following many years of Arby’s decline, an 81.5% interest in the brand was sold to Roark Capital 
Group in 2011. The $130 million cash payment helped Wendy’s finance a revamp of its menu 
and promote international growth efforts without Arby’s as a distraction.18

There are clear advantages to both internal and external growth. Internal growth enables 
a firm to maintain control over the enterprise by adding new products, facilities, or businesses 
incrementally. Internal growth enables the firm to preserve its corporate culture and image 
while expanding at a more controlled pace. 
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The attractiveness of external growth through mergers and acquisitions is intuitive. Two 
firms join forces, and the combined organization possesses all the strengths of the individual 
firms. Indeed, when two firms possess complementary resources and cooperate in a friendly 
acquisition or merger, the results can be positive (see Strategy at Work 6.1).

Kmart acquired Sears in November 2004 in an $11.5 billion deal that placed the newly com-
bined firm—named Sears Holding Corporation—in the number three U.S. retailing position be-
hind Wal-Mart and Home Depot. The move followed a decade of struggles by both century-old 
companies.

Prior to the acquisition, Sears boasted more stores (2,000 vs. 1,500) and employees 
(249,000 vs. 144,000) than Kmart. From a financial perspective, Kmart was showing signs of 
turning around several years of dismal performance, generating $801 million in profit during 
the first 9 months of 2004, while Sears had reported $61 million in losses. It was immediately 
confirmed that the total number of stores and employees would be reduced as the new firm 
restructures. 

Those behind the deal hoped for improved efficiencies, with each retailer adding a number 
of successful product lines from the other. Prior to the acquisition, Sears was widely believed to 
be the stronger brand, bringing with it Craftsman tools, DieHard batteries, Kenmore appliances, 
and Lands’ End apparel. Kmart’s key brands included Martha Stewart, Jaclyn Smith, Joe Boxer, 
Route 66, and Sesame Street. Insiders expected some repositioning of the store brands, with 
Kmart becoming a slightly more upscale retailer and Sears moving in the opposite direction. 

Aside from some product overlap, the years following the acquisition have revealed little evi-
dence of synergy, with sluggish performance at both retailers. Overall sales for both retailers 
declined every year between 2005 and 2011. Approximately 171 full-size Sears locations were 
closed during that time. Following a lackluster 2011 Christmas season, plans were announced 
to close another 1,200 stores to generate much-needed cash.20 Some analysts believe the down-
turn is linked to a lack of maintenance in aging stores. While retailers typically spend about $6 
to $8 per square foot annually on maintenance, Sears has spent only $1.90.

Strategy at Work 6.1. Sears and Kmart Join Forces19

There are a number of shortcomings associated with external growth, however. In an 
acquisition, the acquiring firm typically must pay a premium (i.e., an amount greater than the 
current share price) to obtain the firm, thereby increasing the debt load. Top managers in the 
acquired firm often depart the organization as well. Moreover, regulators often scuttle M&A 
efforts, arguing that competition will be infringed. In 2011, AT&T agreed to acquire wireless 
carrier T-Mobile for $39 billion, only to withdraw its proposal 9 months later after the U.S. 
Department of Justice (DOJ) sued to block the merger.21 

There can be other problems as well. Achieving the anticipated synergy from a merger or 
acquisition can be elusive. In 1990, Time acquired Warner Communications for $14 billion to 
form Time Warner. In 1996, Time Warner acquired Turner Broadcasting System for $7.6 billion. 
In 2001, however, AOL acquired Time Warner but dropped AOL from its name in 2003. Since 
that time, the firm has experienced problems coordinating the activities of its business units. 
The firm sold its music division in 2004 and its book division in 2006. Strife between two of its 
business units—Sports Illustrated and AOL—was common in the mid-2000s, so much so that 
Jeffrey Bewkes, president of Time Warner, advised the magazine to look elsewhere for partners 
if it could not work with AOL. The corporate synergy Time Warner executives anticipated in the 
early 2000s simply did not materialize.22
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Blending two distinct cultures or ways of thinking can be difficult amidst the rumors of 
layoffs and restructuring that often accompany a merger or acquisition.23 This is especially 
the case across borders. Although carmakers Chrysler and Daimler-Benz merged to form 
DaimlerChrysler in 1998, complete cooperation between members from the two original 
organizations was slow to develop. During the first few years of the merger, Mercedes 
executives closely guarded their technology from Chrysler for fear of eroding the Mercedes 
mystique. The Crossfire—a Chrysler design with Mercedes components—was introduced 
in 2004 and represented the first joint vehicle. The synergy never seemed to materialize, 
however, and most of Chrysler was sold to a private investment group, Cerberus, for $7.4 
billion in 2007. After other financial considerations were taken into account, Daimler 
actually paid Cerberus about $500 million to take the financially strapped carmaker it 
had paid $36 billion for 9 years earlier.24 Fiat merged with Chrysler in 2009 to stave off 
bankruptcy.

Another example of a cultural challenge is InBev’s acquisition of Anheuser-Busch in 2008. 
The Belgian-Brazilian hybrid InBev had been known for intense cost cutting, while Anheuser-
Busch had grown to almost 50% of the U.S. beer market as an innovative company offering 
generous employee benefits. Each firm’s market strength was largely in regions where the other 
was not a major competitor.25 This case illustrates an interesting conundrum: Firms often merge 
to combine resources and strengths. The fact that each firm’s successes often do not overlap is 
often associated with different cultural approaches, which in turn can lead to problems if the 
two become one.

External growth can take many forms—five of which are discussed next. Although these 
forms are not always mutually exclusive, it is appropriate to consider each example individually.

Horizontal (Related) Integration
A firm that acquires other companies in the same line of business is engaging in a process 
called horizontal integration. Doing so allows a firm operating in a single industry to grow 
rapidly without moving into other industries. Hence, the primary impetus for such a strategy 
is a desire for increased market share. Such growth can create scale economies for the firm, 
increase its negotiating leverage with suppliers, and enable the firm to promote its goods and 
services to a large audience more efficiently and effectively. Southwest Airlines engaged in hori-
zontal integration when it acquired AirTran in 2010. As previously mentioned, Airtran’s routes 
included a hub in Hartsfield-Jackson Atlanta International Airport—the busiest in the world—as 
well as select routes to Mexico and the Caribbean. Historically, Southwest concentrated on inter-
nal growth and has shied away from acquisitions, but the Dallas-based discount carrier saw an 
opportunity to expand its coverage with the addition of AirTran.26 

Horizontal (Related) Diversification
A firm engages in horizontal related diversification when it acquires a business outside 
its present scope of operation but with similar or related core competencies, the firm’s key 
capabilities and collective learning skills that are fundamental to its strategy, performance, and 
long-term profitability. The purpose of horizontal related diversification is to create synergy by 
transferring and/or sharing the capabilities among the various business units. Many banks con-
solidated in the 1990s and 2000s to gain economies of scale.

Ideally, core competencies should provide access to a wide array of markets, contribute 
directly to the goods and services being produced, and be difficult to imitate. When a firm lacks 
one or more key core competencies and acquires a business unit that possesses them, these two 
firms may combine complementary core competencies. For example, when a traditional retailer 
with a quality reputation acquires an e-tailer with a strong Internet presence and web savvy, the 
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idea is to combine the two capabilities so that the newly created firm can enjoy the best of both 
competencies.

Conglomerate (Unrelated) Diversification
When a corporation acquires a business in an unrelated industry to reduce cyclical fluctua-
tions in cash flows or revenues, it is pursuing conglomerate (unrelated) diversification.27 
Whereas diversifying into related industries is pursued for strategic reasons, diversifying into 
unrelated industries is primarily financially driven.28 Conglomerate diversification allows a firm 
to continue to grow even when its core business has matured. However, firm managers often 
lack the expertise required to manage a myriad of unrelated businesses.

Vertical Integration
Vertical integration refers to merging various stages of activities in the distribution channel. 
Firms in some industries tend to be more vertically integrated than those in other industries 
although variations can exist among similar firms. Full integration occurs when a firm performs 
all activities ranging from the procurement of raw materials to the production of final outputs; 
firms that engage in some but not all of these activities are only partially integrated. A firm 
that acquires its suppliers (i.e., expanding “upstream”) is engaging in backward integration 
whereas a firm acquiring its buyers (i.e., expanding “downstream”) is engaging in forward 
integration.

Vertically integrated firms enjoy a number of advantages. Vertical integration can reduce 
transportation costs, provide more opportunities to differentiate products because of the 
increased control over inputs, and provide access to distribution channels that would not other-
wise be accessible to the firm. Transactions costs between suppliers and buyers may be reduced 
when the same firm owns both entities. Proprietary technology can be more easily secured 
when information is shared among businesses owned by the same parent firm. It is often pos-
sible to reduce costs by coordinating distribution activities among the business units. It is also 
easier to develop and maintain high quality when a single firm controls all the businesses asso-
ciated with the production of a good or service.29

Vertical integration also has its disadvantages. It can reduce operational flexibility because 
the firm is heavily invested “upstream and downstream.” Vertical integration can even raise pro-
duction costs and reduce efficiency because of the lack of supplier competition; a firm that 
acquires a supplier has committed to using that supplier in the future. Overhead costs may 
increase as the need and ability to coordinate activities among business units increases. Because 
producers within a vertically integrated firm are committed to working with suppliers owned 
by the same firm, it must pay higher prices for its inputs if its suppliers are not technologically 
competitive.30

Strategic Alliances (Partnerships)
Strategic alliances—often called partnerships—occur when two or more firms agree to share 
the costs, risks, and benefits associated with pursuing new business opportunities. Such arrange-
ments include joint ventures, franchise/license agreements, joint operations, joint long-term sup-
plier agreements, marketing agreements, and consortiums. Strategic alliances can be temporary, 
disbanding after the project is finished, or can involve multiple projects over an extended period 
of time. The late 1990s and early 2000s witnessed a sharp increase in strategic alliances.31

Various forms of strategic alliances have become commonplace at both large and small 
firms. P&G began licensing out hundreds of undeveloped patents, brands, and rights to new 
products in the late 2000s, often partnering with small companies. Nehemiah Manufacturing 
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has been licensing P&G’s Pampers Kandoo line of toddler cleaning products since 2009. P&G’s 
Febreze brand of air fresheners for use with residential air-filter products has been licensed to 
Imagine One Resources since 2010. The Febreze brand was licensed to Kaz USA for an odor-
controlling standing fan in 2012. Between 2009 and 2011, P&G-licensed products generated 
about $3 billion in annual revenues, although the portion returned to the firm as fees is not 
known.32 

Broadly speaking, strategic alliances are considered to be a form of growth, but the firm 
does not necessarily gain revenues and there is no exchange of resources. Although many 
strategic alliances may be undertaken for political, economic, or technological reasons, others 
may be pursued as an alternative to diversification. Within this context, one firm may opt to 
work closely with other firms to pursue various business opportunities instead of attempting 
to acquire the firms outright. Alternatively, a firm may create greater customer value through 
synergy.33 A particular project may be so large that it would strain a single company’s resources 
or require complex technology that no single firm possesses. Hence, firms with complementary 
technologies may combine forces, or one firm may contribute its technological expertise while 
another contributes its managerial or other abilities.34

There are many examples of partnerships, especially where technology and global access 
are key considerations. For example, Microsoft and Yahoo formed an Internet search alliance 
in 2010.35 IBM and Apple have exchanged technology in an attempt to develop more effective 
computer operating systems. General Motors (GM), Lockheed, Southern California Edison, and 
Pacific Gas & Electric have been working together to develop widely used electric vehicles and 
advanced mass transportation systems.36

Ford and Toyota announced a strategic alliance in 2011 to develop a gas-electric hybrid sys-
tem for light trucks and sport utility vehicles. The rivals are industry leaders in hybrid technology 
but came together to share high developmental costs in an effort to achieve the increased long-
term corporate average fuel economy (CAFE) standards.37

A strategic alliance can lead to a merger if additional advantages are anticipated. United and 
Continental—the second and fourth largest airlines in the United States at the time—discussed 
a possible merger in 2008 but decided instead on a strategic alliance. As part of the arrange-
ment, Continental joined the Star Alliance of 20 airlines anchored by United and Lufthansa. The 
two also agreed on code sharing—marketing a given flight under more than one airline—to 
eliminate overlapping flights.38 After enjoying a successful partnership, the two finally agreed to 
merge in 2010. 

Strategic alliances have two major advantages when compared to mergers and acquisitions. 
First, they minimize increases in bureaucratic, developmental, and coordination costs when 
compared to mergers and acquisitions. Second, each company can share in the benefits of the 
alliance without bearing all the costs and risks itself. The major disadvantage of a strategic alli-
ance is that one partner in the alliance may offer less value to the project than other partners but 
may gain a disproportionate amount of critical know-how from the cooperation with its more 
progressive partners. 

One of the risks associated with strategic alliances—especially relationships across 
borders—is that the alliance can equip a global partner to become a global competitor. GM, 
for example, has partnered with Shanghai Automotive Industry since 1997. Together, they 
have built Chevrolets and Cadillacs for China’s burgeoning market as part of a successful 50/50 
joint venture. GM shared valuable know-how with its Chinese counterpart along the way, 
however. Some analysts believe GM gave away too much in the deal. The quality of Shanghai 
Automotive’s vehicles have improved considerably as a result of the alliance—so much so that 
the company may be able to compete directly with GM on the world stage, perhaps in the 
United States.39

Strategic alliances can also be problematic if the partner firms do not agree explicitly on the 
contribution each will make to the alliance or if one does not meet its commitment. In 2000, for 
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example, Amazon.com and Toys“R”Us inked a 10-year deal to join forces, with Amazon agree-
ing to devote a portion of its website to Toys“R”Us products, and the toy retailer agreeing to 
stock certain items on the virtual shelves. Although the arrangement was touted as an example 
of how Internet retailers can work effectively with their traditional counterparts, the deal dete-
riorated several years later and ended up in court in 2006. Toys“R”Us argued that Amazon broke 
its original commitment to use Toys“R”Us as its sole provider of toys and related products, while 
Amazon contended that Toys“R”Us did not maintain an appropriate selection of toys. A judge 
sided with Toys“R”Us and ordered the partnership severed in 2006.40 Amazon has since begun 
to market toys on its own and partner with other sellers as well.

Moral hazard—when the parties in an arrangement do not share equally in the risks and 
benefits—can also present a problem for strategic alliances. When cooperating firms do not 
share ownership, managers have an incentive to promote activities that provide the greatest 
potential benefit for their own firm while shifting costs and risk to the partner firm. Moral hazard 
is prevalent in everyday life. For example, individuals with low health insurance co-payments 
are more likely to visit the doctor for marginal ailments, thereby shifting some of the unneces-
sary medical costs to others in the pool. The same principle can be applied to organizational 
settings. Firms in a strategic alliance may withhold some of its most advanced technology from 
partners and may not commit its best people to the projects. When this occurs, the alliance does 
not benefit from the best each organization has to offer and is likely to fail. 

Stability Strategy _____________________________

Although growth is intuitively appealing, it is not always the most effective strategy. The stabil-
ity strategy for a firm that has operations in multiple industries maintains the current array of 
businesses for two reasons: First, stability enables the corporation to focus managerial efforts 
on enhancing existing business units by fostering productivity and innovation. Second, the cost 
of adding new businesses may exceed the potential benefits. A corporation may adopt a stabil-
ity strategy in leaner times and shift to a growth strategy when economic conditions improve. 
Stability can be an effective strategy for a high-performing firm, but it is not necessarily a risk-
averse strategy.

For a single industry firm, the stability strategy is one that maintains approximately the same 
operations without pursuing significant growth in revenues or in the size of the organization. 
Growth may occur naturally but is typically limited to the level of industry growth. Such a busi-
ness may select stability instead of growth for four reasons:

First, industry growth may be slow or nonexistent. In this situation, one firm’s internal 
growth must come at the expense of another firm. This can be particularly costly, especially 
when attacking an industry leader.41

Second, the costs associated with growth do not always exceed the benefits. During the 
“cola wars” of the 1980s, PepsiCo and Coca-Cola spent millions in the United States to lure con-
sumers to their cola brands only to realize that the costs associated with securing this market 
share severely dampened profits. In the end, Americans could only drink so much cola, and 
market shares remained largely unchanged regardless of promotional expenditures.

Third, growth may place great constraints on quality, marketing efforts, and customer ser-
vice. Growth for small firms can create a strategic challenge as managers attempt to retain the 
flexibility and entrepreneurial spirit that helped found the company while making the substan-
tial capital outlays and commitments typically associated with larger firms. Strategic managers 
of such firms are understandably hesitant to adopt growth strategies, even when financial pros-
pects look promising, if they believe that their uniqueness may be lost in the transition. After 
going public in 2002, U.S. airline upstart JetBlue surpassed the $1 billion mark in revenues in 
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2004. By 2011, revenues approached $4 billion, and JetBlue served 70 destinations in 22 states 
and seven countries with about 30,000 employees and 167 planes. But rapid growth has placed 
considerable strain on JetBlue. In 2007, the fast-growing airline stranded hundreds of passen-
gers when inexperienced and overwhelmed customer and crew services did not cancel and 
reschedule flights appropriately during a snowstorm, an error that cost the company $30 million 
in payments to customers alone and eventually led to the board’s removal of founder David 
Neeleman.42

Agreement is not universal on this point, however. While some leaders acknowledge the 
difficulty of maintaining excellent service while growing, they contend that a large firm can 
maintain a sense of closeness to its customer with an emphasis on execution. According to chief 
operating officer (COO) Martin Coles, one of Starbucks’ chief concerns is “staying small as we 
grow big.”43 Starbucks maintains its “smallness” by customizing many of its stores to their locales 
and emphasizing a personal relationship with each patron.

Finally, large, dominant firms may not wish to risk prosecution for monopolistic practices 
or the increased competitive pressure associated with growth. U.S. firms, for example, may be 
prohibited from acquiring competitors if regulators believe their combined market shares will 
threaten competitiveness. Even internal growth can be problematic at times, as was the case in 
the late 1990s and early 2000s with Microsoft’s costly defense against federal charges that the 
company unfairly dictated terms in the software industry. Throughout the 2000s, Intel—supplier 
of 80% of the world’s microprocessors—was accused of retaliating against computer makers 
that buy chips from other producers and even paying some of them to boycott Intel’s competi-
tors. Intel agreed to cease such activities when it reached a settlement with U.S. antitrust regula-
tors in 2010.44

Google has been a target of antitrust allegations because of its massive web influence. In 
2010, Google announced plans to acquire ITA Software, the flight-data company that supports 
flight search services for both Google and its competitors. Following anti-competition protests 
by rivals Kayak and Orbitz, and the DOJ, Google agreed to make travel data available to its com-
petitors in exchange for DOJ approval of the acquisition. Although Google did not explicitly 
commit to link rivals to flight searches, the firm agreed to “build tools that drive more traffic to 
airline and online travel agency sites.” In late 2011, Google began placing its new flight search 
service atop search results for rivals, including Orbitz, Priceline, and Expedia. Consumers select-
ing the Google tool are linked directly to airline websites, circumventing its rivals in the process. 
Google’s competitors petitioned the DOJ for further intervention, claiming that the Internet giant 
was wielding its market power in an unfair manner.45

In another 2011 U.S. Senate antitrust hearing, three Internet companies (Nextag, Yelp, and 
Expedia) charged Google with unfair competition by punishing them with its search engine. 
These companies also filed complaints with the Federal Trade Commission (FTC), claiming 
that Google restricted access to companies whose sites have become places where consumers 
search for information without going to Google first. Nextag chief executive officer (CEO) Jeff 
Katz argued that Google viewed his firm as a threat and prevented it from bidding on promi-
nent advertisements that appear next to search results for certain products. Google denied the 
charges, claiming the restriction was based on the type of advertisement, not the particular com-
pany seeking to purchase it.46 

Wal-Mart’s historical emphasis on growth has made it the world’s largest retailer. As such, 
Wal-Mart is the political target for attacks on American business and must defend itself from 
lawsuits and competitive attacks more than any other firm in the world. For example, Saint 
Consulting Group specializes in fighting proposed Wal-Mart locations behind the scenes. Large 
supermarket chains including Supervalu and Safeway have secretly funded efforts orchestrated 
by Saint but ostensibly led by local activists and union groups to derail the construction of new 
Wal-Marts on traffic, environmental, and other grounds. In many instances, the time it takes to 
open a new store more than doubles because of such litigation, and in some cases, plans for the 
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proposed Wal-Mart are dropped altogether. Wal-Mart receives this heightened attention because 
of its dominant industry position.47

Retrenchment Strategies ______________________

Growth and stability strategies are usually adopted when firms are performing well. When 
performance is disappointing or declines are anticipated, a retrenchment strategy may be 
appropriate. Retrenchment may take one or a combination of three forms: (1) turnaround, 
(2) divestment, or (3) liquidation. 

Turnaround
A turnaround seeks to transform the corporation into a leaner, more effective firm and includes 
such actions as eliminating unprofitable outputs, pruning assets, reducing the size of the 
workforce, cutting costs of distribution, and reassessing the firm’s product lines and customer 
groups.48 Broadly speaking, a turnaround is not as drastic a move as restructuring, although the 
terms are often interchanged in the popular business press.

A turnaround typically occurs when a firm performs poorly but anticipating problems and 
retrenching before problems intensify is advisable. Predicting bad times is not always easy, how-
ever, and many executives take their cues from economic forecasts. For example, the first two 
quarters of 2011 were generally good ones for corporate profits. But faced with the prospects 
of an extended recession, many firms engaged in turnarounds that included efforts to cut costs, 
streamline operations, and in some instances close factories and cut the workforce. These com-
panies hoped to stay ahead of predictions for a continued sluggish economy.49

Lee Iacocca’s Chrysler turnaround may be the most famous example in U.S. history. By 
the late 1970s, Chrysler was on the verge of bankruptcy. Its newly hired CEO, Lee Iacocca, 
implemented a dramatic turnaround strategy. A number of employees were laid off, while those 
remaining agreed to forgo part of their salaries and benefits. Twenty plants were either closed 
or consolidated. Collectively, these actions lowered the firm’s break-even point from an annual 
sales level in half to about 1.2 million vehicles. It is interesting to note that Iacocca also imple-
mented a divestment strategy (another form of retrenchment) by selling Chrysler’s marine out-
board motor, defense, and air-conditioning divisions, as well as all its automobile manufacturing 
plants located outside the United States. By 1982, Chrysler began to show a profit after having 
lost $3.5 billion in the preceding 4 years. Chrysler performed well for a number of years but 
struggled again in 2009 when it was acquired by Fiat.

Goodyear was feuding with its unions and struggling to compete with intense foreign com-
petition in 2006, but a concentrated turnaround effort proved successful by 2011. The tire maker 
shifted to a smaller, more highly skilled workforce and began to focus on selling more premium, 
higher-priced tires. As CEO Rich Kramer put it, Goodyear transformed from being an auto sup-
plier company to being a consumer products company with more emphasis on quality instead 
of production volume.50

Adidas embarked on a turnaround effort for its Reebok business unit in 2009. For several 
years, Reebok’s running shoes had been sold in discount stores and supercenters, resulting in 
a deterioration of the image. The effort included increased investment in product development 
and partnerships with high-stature firms, such as the women’s fitness shoe developed with 
Canadian circus company Cirque du Soleil.51 

Facing the prospects of bankruptcy, Blockbuster sought a turnaround in 2010. The firm’s 
video rental business model was attacked during the late 2000s by Netflix mail-order and online 
rental services, Redbox $1-a-night movie vending machines located in grocery and convenience 
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stores, and the expansion of pay-per-view movies on cable and satellite television. The turn-
around was unsuccessful, however, and the firm entered bankruptcy proceedings and was 
acquired by Dish Network in 2011.52 Many otherwise strong firms engage in turnarounds when 
their environments change. Starbucks closed about 600 stores in 2008 in response to slow 
industry growth, an impending recession, and increased competition in gourmet coffees from 
Dunkin’ Donuts and McDonald’s. Starbucks remained profitable during this time, however, and 
maintained more than 17,000 stores in over 50 countries in 2011.53

Turnarounds often accompany a change of company leadership. When Akio Toyoda—
grandson of Toyota’s founder—took over the company as CEO in 2009, he inherited an 
unprecedented $4.6 billion loss in the previous fiscal year. Toyoda announced a turnaround 
strategy that included replacing 40% of senior managers and a reorganization of its North 
American business that would unify its sales and manufacturing divisions. In addition, Toyota 
welcomed four new executive vice presidents out of a total of five and 18 new managing 
directors out of a total of 50. Toyoda’s new approach marked a key shift from the policies of his 
predecessor, Katsuaki Watanabe, who stepped down to become vice chairman.54 Toyota’s new 
management team faced its own turnaround scenario in late 2009 and 2010 amidst charges of 
braking problems with the Camry and other models. 

When a turnaround involves layoffs, firms must be prepared to address their effects on 
both departing employees and survivors. Employees may be given opportunities to voluntarily 
leave—generally with an incentive—to make the process as congenial as possible. When this 
situation occurs, however, those departing are often the top performers who are most market-
able, leaving the firm with a less competitive workforce. When layoffs are simply announced, 
morale is likely to suffer considerably. For this reason, turnarounds involving layoffs are often 
more difficult to implement than anticipated.55

When layoffs are necessary, however, several actions can help to palliate some of the nega-
tive effects. Specifically, top management should communicate honestly and effectively with all 
employees, explaining why the downsizing is necessary and how terminated employees were 
selected. Everyone, including the “survivors,” should be made aware of how departing employ-
ees will be supported. Employees should also be encouraged to partake of services available 
to them, and special efforts should be made to ensure that such programs are administered in a 
clear and consistent manner.56 Although these measures will not eliminate all the harsh feelings 
associated with layoffs, they can help keep the process under control.

A number of executives are widely recognized as “turnaround specialists” and may be 
brought in as temporary CEOs to lead the process and orchestrate such unpopular strategic 
moves as layoffs, budget cuts, and reorganizations. Robert “Steve” Miller, also a major player 
in the Chrysler turnaround, has served as CEO of Waste Management and the automobile parts 
supplier Federal-Mogul, as well as a consultant on turnaround issues to such companies as 
Aetna. According to Miller, the CEO in a company seeking turnaround should be honest with 
employees from the outset and seek their input. He or she should also spend time with custom-
ers. As Miller put it, “Listen to your customers. [They] are usually more perceptive than you are 
about what you need to do with your company.”57

It can be difficult to distinguish between a turnaround strategy and routine continuous 
improvement efforts. In 2011, Wal-Mart had experienced seven consecutive quarterly sales 
declines in U.S. stores open for at least a year. Wal-Mart’s U.S. chief William Simon pledged a 
return to the core business, an emphasis on households in the $30,000 to $70,000 category. 
During the recession, many customers in this category defected from the big-box store in favor 
of upstart dollar store chains.58 Considering only the U.S. market, some might consider this 
change of focus to constitute a retrenchment strategy. Given Wal-Mart’s solid performance out-
side of the United States, however, others might consider this shift as less substantial. Simon’s 
efforts produced results, as Wal-Mart achieved a per-store sales growth of 1.3% in the third quar-
ter of 2011. 
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Divestment
If one or more of the firm’s business units may function more effectively as part of another firm, 
a divestment strategy may be pursued. Divestment may be necessary when the industry is in 
decline or when a business unit drains resources from more profitable units, is not performing 
well, or is not synergistic with other corporate holdings. In a well-publicized spin-off, PepsiCo 
divested its KFC, Taco Bell, and Pizza Hut business units into a new company, Tricon Global 
Restaurants, Inc., in 1997. The spin-off was designed to refocus PepsiCo’s efforts on its beverage 
and snack food divisions. Tricon’s name officially changed to Yum Brands in 2002. Yum added 
A&W All American Food and Long John Silver’s to the portfolio shortly thereafter and has per-
formed well. 

In 2010—after the Chrysler acquisition—Italian carmaker Fiat spun off its noncar 
businesses—Iveco trucks, Case New Holland farming and construction equipment, and 
industrial and marine engine division—into a new company, Fiat Industrial. CEO Sergio 
Marchionne justified the decision by emphasizing the different capital needs and customer and 
business profiles. “There is no longer any reason to keep together sectors that operate [under] 
such diverse industrial logic,” he noted. The goal of the divestiture was to promote “growth, 
autonomy, and efficiency.”59

Liquidation
Liquidation is the strategy of last resort and terminates the business unit by selling its assets. 
In effect, liquidation represents a divestment of all the firm’s business units and should be 
adopted only under extreme conditions. Shareholders and creditors experience financial 
losses, some of the managers and employees lose their jobs, suppliers lose a customer, and 
the community suffers an increase in unemployment and a decrease in tax revenues. For this 
reason, liquidation should be pursued only when other forms of retrenchment are not viable 
(see Case Analysis 6.1). 

What is the corporate profile? Is the organization attempting to grow, maintain its present size (i.e., stability), or retrench? One 
need not be concerned with what the company should be doing at this point but rather what is presently being implemented. It 
is important to provide sufficient detail to support the assessment of the strategy. You should not assume that public references 
to growth in one specific division or line of business necessarily mean that a firm is pursuing an overall growth strategy.

Case Analysis 6.1 Step 9: What Is the Current Firm-Level Strategy?

Boston Consulting Group Growth-Share Matrix ____

It is often difficult to coordinate the activities of multiple business units, particularly when they 
are minimally related or not related at all. Corporate portfolio frameworks have been developed 
to provide guidelines for strategists. Although firm-specific conditions often require exceptions 
to the guidelines, these frameworks can provide a good starting point to consider strategy in 
firms with multiple business units. The Boston Consulting Group (BCG) original framework is 
one of the most widely recognized.

The BCG growth-share matrix was developed in 1967 by BCG and is illustrated by the 
matrix shown in Figure 6.1. The market’s rate of growth is indicated on the vertical axis, and 
the firm’s share of the market is indicated on the horizontal axis. A firm’s business units can be 
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plotted on the matrix with a circle whose size denotes the relative size of the business unit. The 
horizontal position of a business indicates its market share, and its vertical position depicts the 
growth rate of the market in which it competes. Managers and consultants can categorize each 
business unit as a star, question mark, cash cow, or dog, depending on each one’s relative mar-
ket share and the growth rate of its market.60

Figure 6.1  The Original Boston Consulting Group Framework

Percentage 

Market/Industry 

Growth Rate

High Star
Question  

Mark

Low
Cash  
Cow

Dog

High Low

Relative Market Share

A star is a business unit that has a large share of a high-growth market—generally 10% or 
higher. Although stars are usually very profitable, they often necessitate considerable cash 
to continue their growth and to fight off the numerous competitors that are attracted to fast-
growing markets. Question marks are business units with low shares of rapidly growing markets 
and may be new businesses just entering the market. If they are able to grow and develop into 
market leaders, they evolve into stars; if not, they will likely be divested or liquidated.

A cash cow is a business unit that has a large share of a slow-growth market—generally 
less than 10%. Cash cows are normally highly profitable because they often dominate a market 
that does not attract a large number of new entrants. Because they are well established, they 
need not spend vast resources for advertising, product promotions, or consumer rebates. The 
firm may invest the excess cash that they generate in its stars and question marks. Finally, dogs 
are business units that have small market shares in slow-growth (or even declining) industries. 
Dogs are generally marginal businesses that incur either losses or small profits and are often 
liquidated.

Ideally, a well-balanced corporation should have mostly stars and cash cows; some ques-
tion marks (because they can represent the future of the corporation); and few, if any, dogs. To 
attain this ideal, corporate-level managers have four options (see Figure 6.2). First, managers 
can build market share with stars and question marks. The key for question marks is to identify 
and support the promising ones so that they can be transformed into stars. Building market 
share may involve significant price reductions, which may result in losses or marginal profitabil-
ity in the short run.
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Second, management can hold market share with cash cows, thereby generating more cash 
than building market share does. Hence, the cash contributed by the cash cows can be used to 
support stars and those question marks deemed most promising.

Third, management may harvest, or milk, as much short-term cash from a business as pos-
sible, usually while allowing its market share to decline. The cash gained from this strategy can 
also support stars and selected question marks. The businesses harvested usually include dogs, 
question marks that demonstrate little growth potential, and some weak cash cows.

Finally, management may divest a business unit to provide cash to the corporation and stem 
the outflow of cash that would have been spent on the business in the future. As dogs and less 
promising question marks are divested, the cash provided is reallocated to stars and more prom-
ising question marks.

All things equal, healthy multi-business unit firms should maintain a balance of business 
units that generate cash and those that require funds for growth. Broadly speaking, business 
units below the dotted line in Figure 6.1 are revenue generators whereas business units above 
the dotted line are revenue users. The balance of businesses on both sides of the line can be a 
key factor in decisions to acquire new business units or divest old ones. When more revenue is 
needed than can be generated internally, the firm must consider external sources of capital.

The BCG matrix heavily emphasizes the importance of market share leadership as a pre-
cursor to profitability. Some question marks are cultivated to become leaders as well, but less 
promising question marks and dogs are usually targeted either for harvesting or divestiture.

The BCG matrix provides managers with a systematic means of considering the relation-
ships among business units in its portfolio. A number of limitations of this and similar frame-
works have been identified, however. For example, the BCG matrix assumes that strategic man-
agers are free to make portfolio decisions, such as transferring capital from cash cows to ques-
tion marks without challenges from shareholders and others. The classification of business units 
in the matrix can change markedly with different industry definitions. Hence, although the BCG 
matrix is a useful tool for evaluating the appropriate mix of business units, it should not be inter-
preted literally.

Figure 6.2  Alternative Strategies With Strategic Business Units 
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Global Corporate Strategy

A firm may choose to be involved only in its domestic market, or it may compete abroad at one 
of three levels: (1) international, (2) multinational, or (3) global. Effective operation at any of 
these levels often—but not always—necessitates economies of scale and a relatively high mar-
ket share.61

Moving outside the domestic market, some companies choose to be 
involved on an international basis by operating in various countries but 
limiting their involvement to importing, exporting, licensing, or making 
strategic alliances. Exporting alone can significantly benefit even a small 
company. However, international joint ventures—a form of strategic 
alliance involving cooperative arrangements between businesses across 
borders—may be desirable even when resources for a direct investment 
are available. 

Firms with global objectives may decide to invest directly in facili-
ties abroad. Due to the complexities associated with establishing oper-
ations across borders, strategic alliances may be particularly attractive 
to firms seeking to expand their global involvement. Companies often 
possess market, regulatory, and other knowledge about their domes-
tic markets but may need to “partner” with companies abroad to gain 
access to this knowledge as it pertains to international markets. A num-
ber of international strategic alliances exist among automobile pro-
ducers—for example, production facilities owned jointly by GM and 
Toyota. Ford and Mazda have partnered since 1979; Ford owned 33% 
of the company in 2008 but reduced its holdings to only 3% during the 
global financial crisis in 2010. Ford has shifted its emphasis to China 
with a fifth factory in Hangzhou and doubled its production capac-
ity and sales outlets from 2012 to 2015. Ford’s aggressive growth in 
China is part of a joint venture with a Chinese counterpart, Chongqing 

Changan Automobile Company.62

International strategic alliances provide a number of advantages to a firm. They can provide 
entry into a global market, access to the partner’s knowledge about the foreign market, and risk 
sharing with the partner firm. They can work effectively when partners can learn from each 
other, when neither partner is large enough to function alone, and when both partners share 
common strategic goals but are not in direct competition. However, a number of problems can 
arise from international joint ventures, including disputes and lack of trust over proprietary 
knowledge, cultural differences between firms, and disputes over ways to share the costs and 
revenues associated with the partnership.

Other conservative options are also available to a firm seeking an international presence. 
Under an international licensing agreement, a foreign licensee purchases the rights to pro-
duce a company’s products and/or use its technology in the licensee’s country for a negotiated 
fee structure. This arrangement is common among pharmaceutical firms. Drug producers in one 
nation typically allow producers in other nations to produce and market their products abroad.63

International franchising is a longer-term form of licensing in which a local franchisee pays 
a franchiser in another country for the right to use the franchiser’s brand names, promotions, mate-
rials, and procedures.64 Whereas licensing arrangements are predominantly pursued by manufac-
turers, franchising is more commonly employed in service industries, such as fast-food restaurants.

Other companies are involved at the multinational level, where firms direct investments in other 
countries, and their subsidiaries operate independently of one another. Colgate-Palmolive has attained 
a large worldwide market share through its decentralized operations in a number of foreign markets.
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Finally, some firms are globally involved with direct investments and interdependent subdi-
visions abroad. For example, some of Caterpillar’s subsidiaries produce components in differ-
ent countries, while other subsidiaries assemble these components and still other units sell the 
finished products. As a result, Caterpillar has achieved a low-cost position by producing its own 
heavy components for its large global market. If its various subsidiaries operated independently 
and produced only for their individual regional markets, Caterpillar would be unable to realize 
these vast economies of scale.65

Expanding into global markets is not always easy. Starbucks experienced early difficulties 
in China but amassed more than 750 locations in Greater China (i.e., the People’s Republic of 
China, Taiwan, Macao, and Hong Kong) by 2010. McDonald’s opened its first restaurant in China 
in 1990 but did not reach 1,000 outlets until 2010; the fast-food giant plans to reach 2,000 by 
2013. McDonald’s has enjoyed success in Russia where its burgeoning middle class has a taste 
for American goods and services. After some initial problems in the 1990s, McDonald’s shifted its 
emphasis from more stores to larger ones with more efficient operations. Russian locations serve 
about twice as many customers per year as those in other countries. The Khamzat Khasbulatov 
McDonald’s in Moscow is the second busiest in the world, with 26 cash registers.66 

Yum Brands—parent company of KFC and Pizza Hut—has grown at a much faster pace in 
China, with about 5,000 stores in 2012, although revenue growth has slowed.67 Yum Brands also 
recently launched an aggressive expansion into India. Yum operated 72 KFCs and 158 Pizza 
Huts in India in 2010, with plans for a total of 1,000 stores by 2015. Restaurant offerings are 
similar to those in the United States, except for more vegetarian options and spicier seasoning. 
By focusing on the youth, Yum CEO David Novak sees the same growth trajectory in India that 
has contributed to the success of the company’s 3,500 restaurants in China.68 Growth in China 
has been a major contributor to Yum’s performance, accounting for 49% of Yum’s total profits in 
2010.69 In the emerging economy of Vietnam, however, Yum—like Starbucks and McDonald’s—
has been much more cautious.70

Not all U.S. restaurant chains have been successful in China. California Pizza Kitchen 
launched a franchised unit in 2006 but struggled due to a business model that required the 
import of most of its ingredients; the chain is making a second try with a corporate-owned 
unit opened in 2011. OSI Restaurant Partners operated two Outback Steakhouse restaurants in 
Beijing but closed both in 2011 for a lack of customers.71 

In 2010, Yum Brands began to focus on Africa, announcing plans to double its number of 
KFC outlets there to 1,200 by 2014. Novak cited the continent’s large population, improved 
political stability, growing middle class, and cultural preference for chicken as reasons for the 
strategic interest. Although an estimated 61% of its residents currently live on less than $2 per 
day, Africa’s middle class—those earning between $4 and $20 a day—is projected to increase 
to 1.1 billion, or 42% of the continent’s population, by 2060. KFC estimates that it reached only 
about 180 million of Africa’s roughly 1 billion people in 2010, while holding a sizable 44% share 
of the fast-food market in South Africa.72

Coca-Cola is already well established in Africa, with 3,200 distribution points delivering to 
shops of all sizes in 15 African nations. Nestle is currently following Coke’s lead, investing $850 
million in Africa between 2006 and 2010. Executives expect the percentage of firm revenues 
derived from emerging markets to increase from 30% to 45% by 2020 with Africa accounting for 
a significant part of the growth.73 

German supermarket Aldi has experienced considerable growth in the United States 
and plans continued expansion into the 2010s. Aldi emphasizes small stores, store brands, 
and low prices, a combination that bodes well in down economic times.74 German carmaker 
Volkswagen (VW) has also targeted the United States for growth. With only 2.2% of the U.S. 
market in 2010, VW is making a renewed effort to tailor its vehicles to mainstream American 
tastes. VW’s strategy includes a larger, less expensive Jetta and the production of vehicles in the 
United States beginning in 2011, the first since the 1980s.75 
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A number of firms—including Ford Motor, Honda 
(motorcycles), and H. J. Heinz—have expanded aggres-
sively into Indonesia. With 240 million people, Indonesia 
experienced significant economic growth and development 
in the late 2000s and has become a destination of choice 
for many manufacturers of Western products seeking global 
growth opportunities.76 Annual car sales increased 58% in 
Indonesia in 2010, compared to 33% in China and 4% in the 
United States.77

Many of the successful ventures into emerging markets—
including much of South America, Africa, and Asia—are 
driven by inexpensive labor and the distribution of low-cost 
products. There are exceptions to this general rule, however. 
While Indian automaker Tata seeks to export its inexpensive 

vehicles to consumers in other nations, global ultra-luxury automakers are aggressively pursuing 
a growing high-end market in India. The nation may be home to half a billion of the world’s poor-
est citizens, but its small high-wealth class is growing. Only 15,702 luxury cars were sold in India 
in 2010, compared to 727,227 in China. The discrepancy is due in part to India’s import taxes on 
vehicles and the nation’s poor highway infrastructure, but demand is growing.78 

Some of the complexities associated with adopting a global perspective are illustrated by 
Kellogg’s production dilemma. Some countries appreciate the vitamin fortification in Corn 
Flakes common in Kellogg’s host country, the United States. Denmark, however, does not want 
vitamins added to cereal for fear that some might exceed recommended daily doses. Officials 
in the Netherlands do not believe Vitamin D or folic acid is beneficial, but the Finns like more 
Vitamin D to make up for sun deprivation. As a result, Kellogg’s plants in England and Germany 
have produced four different varieties of Corn Flakes since 1997 to meet the differences in 
demand throughout the European Union.79

Wal-Mart Abroad
Wal-Mart has also experienced both successes and difficulties in global markets and is an inter-
esting case to consider. When the giant retailer first expanded outside of the United States in 
the early 1990s, it made a number of mistakes by presuming that its successful American model 
would succeed in disparate global markets. Golf clubs in Brazil and ice skates in Mexico were 
among the early casualties, and some German customers mistook the friendliness of its clerks 
for flirting. In the early and mid-2000s, Wal-Mart changed course, expanding by acquiring suc-
cessful local retail chains, hiring locals to manage them, and learning the local tastes and culture. 
Wal-Mart’s acquisitions of grocer Asda in the United Kingdom and retailer Cifra SA in Mexico 
have given the firm strong stakes in two nations without expanding its operations internally.80 
Expansion into Japan has been one of external growth, where Wal-Mart owns 95% of supermar-
ket Seiyu.81 The mega-retailer has grown rapidly and enjoyed considerable success in develop-
ing markets such as Mexico where “shoppers care more about the cost of medicine and micro-
waves than the cultural incursions of a multinational corporation.”82

Wal-Mart has expanded aggressively into Canada, where it operated about 330 stores in 
early 2012, about half of them supercenters. Not to be outdone, rival Target acquired 200 stores 
from Canadian discount retailer Sellers. Viewing the U.S. discount retail market as increasingly 
saturated, Wal-Mart and its rivals are continuing to shift their attention elsewhere. With its cul-
tural similarities and proximity to the United States, Canada is a logical choice.83

Wal-Mart was never able to win over Germany’s frugal and demanding customers from the 
country’s strong local discount retailers. After losing money for 8 years, Wal-Mart sold its 85 stores 
to German rival Metro AG. Interestingly, the firm’s largest global competitor, Carrefour, seemed to 
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know better all along. Carrefour had operations in 29 countries when Wal-Mart decided to leave 
Germany altogether in 2006, but the number two global retailer never had stores in Germany.84

Wal-Mart opened its first big-box store in India in 2009. Government restrictions required 
Wal-Mart to secure a local joint venture partner—Bharti Enterprises—and precluded direct sales 
to the public, however. Under the name Best Price Modern Wholesale, the Wal-Mart store in 
Amritsar operates on a cash-and-carry basis, selling 10,000 products to licensed store owners, 
schools, hospitals, and other institutions.85 

In 2011, Wal-Mart acquired South African retailer Massmart Holdings, a firm with 290 stores 
operating in 13 African nations.86 According to Andy Bond, the Wal-Mart executive who led the 
negotiations, “We like South Africa. I think there’s a definite confidence in it as a true emerging 
economy, and it also offers a platform for growth in southern Africa.”87 The acquisition was met 
with political and regulatory resistance, however. The South African government warned that 
it could result in job losses, a charge echoed by various local unions but denied by both Wal-
Mart and Massmart.88 The takeover was approved on conditions that Wal-Mart halt job cuts for 
2 years, honor union bargaining agreements for 3 years, and invest $14.4 million in a supply-
chain training program designed to improve local industry competitiveness.89

Wal-Mart has faced other challenges in China where the retailer has 189 units in 2011.  
Wal-Mart has sought to reach rural and lower-income Chinese consumers by launching a new 
compact hypermarket format based on the low-cost, no frills Bodega Aurrera stores in Mexico 
and Changomas stores in Argentina. The 37,000 square-foot stores often have concrete floors, 
brick walls, and no air-conditioning. Their smaller size is more in line with Chinese preferences 
for small stores and enables Wal-Mart to penetrate smaller markets. The compact hypermarket is 
expected to become the preferred retail model for Wal-Mart in emerging economies, where the 
big-box store is experiencing the fastest growth.90 

Wal-Mart acquired Danish Netto’s 193 stores in the United Kingdom in 2010. Netto stores 
were relatively small and located in urban centers, complementing Wal-Mart’s cadre of larger 
out-of-town supercenters. Netto represented Wal-Mart’s first European acquisition since 1998.91 

Wal-Mart’s aggressive global orientation was countered when British supermarket Tesco opened 199 
Fresh & Easy stores in the United States between 2007 and 2011. Tesco has a successful track record, 
growing from 758 stores in six countries in 1997 to 6,351 stores in 14 countries in 2012, but two-thirds of 
its revenues still come from the United Kingdom. Its emphasis on high quality was greeted by a steep 
recession in the United States, however, prompting Tesco to cut prices, increase advertising, and develop 
a new budget brand. Its market share in the United Kingdom grew to over 30% by 2010 but slipped in 
2011. In late 2012 CEO Philip Clarke decided to close or sell all of Tesco’s stores in the United States and 
refocus efforts on markets in the United Kingdom and other countries. Like Wal-Mart, Tesco illustrates the 
challenges that must be faced when a successful firm attempts to replicate its success abroad.92 

Global Orientation Assessment
Firms change from domestic-oriented strategies to a global orientation for numerous reasons. 
Pursuing global markets can reduce per-unit production costs by increasing volume. A global strat-
egy can extend the product life cycle of products whose domestic markets may be declining— 
as U.S. cigarette manufacturers did in the 1990s. Establishing facilities abroad can also help a 
firm benefit from cost differences associated with comparative advantage, which partially 
explains why athletic shoes tend to be produced most efficiently in parts of Asia where rubber is 
plentiful and labor is less costly. A global orientation can lessen risk because demand and com-
petitive factors tend to vary among nations. There are a number of factors to consider, however:

1. Are customer needs abroad similar to those in the firm’s domestic market? If so, 
the firm may be able to develop economies of scale by producing a higher vol-
ume of the same goods or services for both markets.
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2. Are differences in transportation and other costs abroad favorable and conducive 
to producing goods and services abroad? Are these differences favorable and 
conducive to exporting or importing goods from one country to another?

3. Are the firm’s customers or partners already involved in global business? If so, 
the firm may need to become equally involved.

4. Will distributing goods and services abroad be difficult? If competitors already 
control distribution channels in another country, expansion into that country will 
be difficult.

5. Will government trade policies facilitate or hinder global expansion? For exam-
ple, the North American Free Trade Agreement (NAFTA) facilitates trade among 
firms in the United States, Canada, and Mexico. Similar trading blocks, such as 
the European Economic Union (EEU), occur in other parts of the world.

6. Will managers in one country be able to learn from managers in other countries? 
If so, global expansion may improve efficiency and effectiveness, both abroad 
and in the host country.

Corporate growth is often pursued through expansion into emerging economies—those 
nations that have achieved enough development to warrant expansion but whose markets are 
not yet fully served. In 2010, M&A activity in emerging markets outpaced that in Europe for the 
first time.93 Although emerging economies such as China, South Africa, Mexico, and parts of 
Eastern Europe are attractive in many respects, poor infrastructure (e.g., telecommunications, 
highways), cumbersome government regulations, and/or a poorly trained workforce can create 
great challenges for the firm considering expansion. The advantages and disadvantages of growth 
through global expansion should be considered carefully before pursuing expansion into an 
emerging market.

Summary

Two key sets of strategic decisions must be made at the corporate level. First, top executives must identify the corporate pro-
file and determine whether the firm will operate in a single business, in more than one related business, or in more than one 
unrelated business. There are benefits and shortcomings associated with each profile option.

Second, strategic managers must select a corporate strategy from among three basic choices: (1) growth, (2) stability, 
or (3) retrenchment. A number of additional alternatives associated with growth and retrenchment strategies must also be 
addressed. A firm may choose a form of corporate restructuring to support strategic attempts to revive its competitiveness and 
performance.

Portfolio frameworks such as the BCG growth-share matrix can assist corporate executives in managing the relationships 
among the firm’s business units. In doing so, executives must determine the extent to which the firm will involve itself in busi-
ness operations.

Global concerns represent a key consideration at the corporate strategy level. There are three broad options ranging from con-
servative to aggressive, each with advantages and disadvantages, depending on the level of international involvement desired.

Key Terms

Acquisition: A form of a merger whereby one firm purchases another, often with a combination of cash and stock.

Backward Integration: A firm’s acquisition of its suppliers.
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BCG Growth-Share Matrix: A corporate portfolio framework developed by the Boston Consulting Group that 
categorizes a firm’s business units by the market share that they hold and the growth rate of their respective markets.

Conglomerate (Unrelated) Diversification: A form of diversification in which a firm acquires a business to reduce 
cyclical fluctuations in cash flows or revenues.

Core Competencies: The firm’s key capabilities and collective learning skills that are fundamental to its strategy, 
performance, and long-term profitability.

Corporate Profile: Identification of the industry or industries in which a firm operates.

Corporate-Level Strategy: The strategy that top management formulates for the overall company.

Divestment: A corporate-level retrenchment strategy in which a firm sells one or more of its business units.

External Growth: A corporate-level growth strategy whereby a firm acquires other companies.

Forward Integration: A firm’s acquisition of one or more of its buyers.

Growth Strategy: A corporate-level strategy designed to increase revenues, and ultimately profits and/or market share.

Horizontal Integration: A form of acquisition in which a firm expands by acquiring other companies in its same line 
of business.

Horizontal Related Diversification: A form of diversification in which a firm acquires a business outside its present 
scope of operation but with similar or related core competencies.

Internal Growth: A corporate-level growth strategy in which a firm expands by internally increasing its size and sales 
rather than by acquiring other companies.

International Franchising: A form of licensing in which a local franchisee pays a franchiser in another country for 
the right to use the franchiser’s brand names, promotions, materials, and procedures.

International Licensing: An arrangement whereby a foreign licensee purchases the rights to produce a company’s 
products and/or use its technology in the licensee’s country for a negotiated fee structure.

Liquidation: A corporate-level retrenchment strategy in which a firm terminates one or more of its business units by 
the sale of their assets.

Merger: A corporate-level growth strategy in which a firm combines with another firm through an exchange of stock.

Retrenchment Strategy: A corporate-level strategy designed to reduce the size of the firm.

Stability Strategy: A corporate-level strategy intended to maintain a firm’s present size and current lines of business.

Strategic Alliances: A corporate-level growth strategy in which two or more firms agree to share the costs, risks, and 
benefits associated with pursuing new business opportunities. Strategic alliances are often referred to as partnerships.

Synergy: When the combination of two firms results in higher efficiency and effectiveness than would otherwise be 
achieved by the two firms separately.

Turnaround: A corporate-level retrenchment strategy intended to transform the firm into a leaner and more effective 
business by reducing costs and rethinking the firm’s product lines and target markets.

Vertical Integration: A form of integration in which a firm expands by acquiring a company in the distribution channel.

Review Questions and Exercises

1. What are the advantages and disadvantages of internal growth as opposed to growth through mergers and 
acquisitions?
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2. Why would management adopt a stability strategy? Can stability strategies be viable over a lengthy period of 
time? Why or why not?

3. When is a retrenchment strategy appropriate? What criteria can help determine what particular retrenchment 
strategy should be used?

4. How should the BCG matrix be applied? Are such portfolios always useful to corporate executives?

5. What are the advantages and disadvantages associated with corporations operating in centralized or decentral-
ized fashions?

6. What factors should a firm’s managers consider when determining the degree of international involvement 
appropriate for the organization?

Practice Quiz

True or False? 
 1. Because firms operating in single industries are more susceptible to industry downturns, most firms eventu-

ally diversify into other industries.

 2. The growth strategy is always the most effective strategy for a healthy firm.

 3. Synergy occurs when the combination of two organizations results in higher effectiveness and efficiency than 
would otherwise be generated by them separately.

 4. Strategic alliances typically involve higher bureaucratic and developmental costs when compared to mergers 
and acquisitions.

 5. Corporate restructuring involves the acquisition of business units unrelated to the firm’s core business unit.

 6. The BCG matrix provides managers with a systematic means of determining whether a growth, stability, or 
retrenchment strategy should be adopted.

Multiple Choice
 7. Diversification allows a firm to __________.

A. concentrate its efforts on a single business

B. use its resources more effectively

C. create excess resources

D. all of the above

 8. A firm seeking rapid growth should pursue __________.

A. internal growth

B. external growth

C. divestment of poor performing businesses

D. a restructuring strategy

 9. When a firm purchases both its suppliers and buyers, it is engaging in __________.

A. forward integration

B. backward integration

C. both forward and backward integration

D. none of the above
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10. Which of the following is not a potential reason for selecting a stability strategy?

A. The industry is not growing.

B. Growth may place constraints on customer service.

C. Costs associated with growth exceed its benefits.

D. The stability inherently reduces risk.

11. Firms operating on an international basis limit their activities to __________.

A. importing and exporting

B. licensing

C. strategic alliances

D. all of the above

12. Which of the following is not an advantage of international joint ventures?

A. Access to knowledge about a foreign market is given.

B. Ability to eliminate risk associated with global expansion is obtained.

C. Firms can learn from each other.

D. Entry into the foreign market is secured.

Student Study Site

Visit the student study site at www.sagepub.com/parnell4e to access these additional materials:

•	 Answers to Chapter 6 practice quiz questions

•	 Web quizzes
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•	 Web resources

•	 eFlashcards
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The Unique Advantage
To succeed in a mature industry like consumer products, the trick isn’t being first — it’s being hard to 
copy.

by Alexander Kandybin and Surbhee Grover

Mars Inc. faced a challenge that was anything but sweet. Founded more than a century ago in a kitchen in 
Tacoma, Wash., the chocolate giant seemed to have lost its Willy Wonka–like touch. It was the 1990s, and 

consumers were beginning to question the wisdom of a diet high in candy bars and other sources of sugar, and 
were getting interested in nutrient-added alternatives such as energy bars. Sales growth slipped into the single dig-
its for the first time in the company’s history.

But introducing major new products wasn’t easy for Mars. The company had had a hard time launching even 
minor additions to its Snickers, M&M’s, Starburst, and other core lines. Its R&D culture was geared to “making no 
mistakes,” as one insider put it. And any idea that managed to slip through that filter was subjected to consumer 
tests and panels that took years, cost millions of dollars, and tended to weed out anything bold and different. The 
result? The 1990s came and went without a significant successful launch in Mars’s snack food lines. Its core cate-
gories of confectionary and pet foods were getting long in the tooth, and analysts wondered aloud if the privately 
held firm’s best days were behind it.

This is an all-too-common story in mature, slow-growth industries such as food and consumer products. 
Companies in these industries often spend relatively little on R&D, and in many cases their innovation results are 
marginal. An analysis of products introduced in the food and beverage industry in 2005–06 showed that just one 
in five new products earned more than US$7.5 million during its first year.

Why do mature businesses struggle with innovation? Much of the problem can be traced to conventional wis-
dom, which goes something like this: The secret to growth in the consumer goods arena is to de velop new prod-
ucts based on consumer needs, which are discovered through consumer research and focus groups. And what if 
a new idea is not great? No big deal. Marketing and advertising can always step in, turning a so-so concept into a 
hit. And the first to market, goes the reasoning, will capture most of the profits. This kind of thinking leads to inno-
vation cultures that deliberately develop a long list of line extensions—new flavors of an established soda brand, 
say—rather than the kind of game-changing innovations that can make a real difference to the bottom line.

There is an alternative, one that can help rejuvenate a tired portfolio or a worn-out brand in a slow-growing 
industry. Rather than thinking about new products as a way to get customers excited for a little while, companies 
need to think about their innovation strategy as a way to build a high, hard wall between those customers and 
their strongest competitors. This means shifting some investment away from marketing and advertising toward 
the development of different kinds of new products. The most important thing about these game-changing new 
products is that they be difficult to copy. Meeting consumer needs is a necessary but no longer sufficient condition 
of sustainable innovation. New products that stand alone longest in the marketplace, without serious competition, 
bring in the highest re turns.

The Habits of Mis-investment  _____________________________

Mature industries are beset by underlying dynamics that make it difficult for them to invest their money in the 
kinds of innovation that lead to long-term success. Companies such as Campbell Soup Company, General Mills 
Inc., and Kellogg Company spend an average of 1 to 2 percent of sales on R&D. Although a number of studies 
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have shown that higher R&D spending does not guarantee success, a minimum innovation investment is required 
for breakthrough thinking. Without it, companies tend to fill the pipeline with the “base hits” of line extension. 
They fall into a self-created loop of low investment, low returns, and steady but slow growth. In the end, the slow 
growth is not enough to keep them from falling behind competitors because everyone is in the same boat; but it 
does provide the illusion that the company is succeeding—or at least not shrinking—which is then taken as proof 
that this strategy is smart.

When the money not spent on R&D is instead spent on marketing, it reinforces the problem. Inflated advertis-
ing budgets often reflect a defensive mind-set: When competitors launch products with a full-bore assault in the 
media, executives conclude that they must follow suit with equally pricey campaigns or risk losing consumer 
share-of-mind. Money that goes into this type of “quick fix” is not available for the more fundamental solution of 
breakthrough innovation.

Another factor in the misplacement of investment is the predisposition of the R&D organizations themselves. 
Eighty percent of new products in a typical mature industry yield less than $7.5 million in sales their first year. (See 
Exhibit 1.) (To put that number into perspective, grocery is a $350 billion wholesale business globally, and sales of 
a major brand can top $500 million a year.) The industry logic is that competitors are continually introducing new 
versions of their products, so players are at a disadvantage if they don’t match that steady clip. The tendency is for 
companies to focus on relatively small, often superficial line extensions that can be churned out quickly, as when 
Mars rolled out Tropical and Wild Berry Skittles candies in the early 1990s.

Only 1% of new product launches reached
$100 million or more in sales revenues their first year . . .

$100 million or more: 1%

$50–$100: 2%

$20–$50: 6%

$10–$20: 7%

$7.5–$10: 4%

. . . Whereas 80%
realized revenues of
$7.5 million or less

Exhibit 1   Sales from New Product Launches

Source: Industrial Resource Institute

Few product introductions, like those represented here from the food and beverage categories, are blockbusters. 
Companies in mature industries often must find another way to make a splash.
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No one would argue that advertising can’t pull the occasional rabbit out of a hat or that companies should 
stop launching line extensions. But when excessive ad vertising and line extensions become habitual solutions, 
it suggests that a company is locked into a pattern of high marketing spending and a need for endless small 
launches, and is under-investing in the kinds of R&D efforts that would lead to greater profits.

Seven Paths to Advantage_________________________________

How can companies break the cycle of low-risk, low-reward copycat innovation? Through a group of interrelated 
changes in strategy and execution. Successful consumer packaged goods (CPG) innovators, those whose new 
products establish and maintain dominance in the marketplace, tend to focus on seven areas. None of them 
represents a “silver bullet” on its own, and many of them are common sense, but together they make innovation 
more difficult to copy and lead to greater returns and higher growth. Our analysis shows that mature companies 
consistently neglect these areas. This is a pity, because they represent a powerful way to turbocharge an 
innovation engine.

1. Technology and patents. New technologies are unbeatable in giving mature industry players a 
meaningful advantage in the marketplace. Their power comes from providing companies with a way to meet 
new consumer needs, including those that consumers don’t yet know they have. These innovations can have 
the greatest value. In consumer health care, for instance, new products that match a new technology with a new 
market need deliver median brand growth of 11 percent, more than double the 5 percent growth of products 
addressing only an existing need. (See Exhibit 2.)

11%

5%

0%

Median annual
brand growth
2001–04

NEW TECHNOLOGY

NEW MARKET NEED

Exhibit 1   New Technologies and Market Needs: A Dynamic Duo

Source: Booz & Company

New consumer products that contain new technology and meet a need in the market generate the greatest  
median growth.
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Technology can provide a way to solve a significant consumer problem, as Ore-Ida (a subsidiary of H. J. Heinz 
Company) proved with its Extra Crispy Easy Fries in 2004. A persistent complaint about frozen french fries was that 
they emerged soggy from the microwave. Ore-Ida solved this problem with its “X-Crisp” flash-freeze processing 
technology. The result was genuinely crispy microwaved fries cooked in four minutes, a successful new product.

Even if new technology doesn’t prevent competitors from copying, it can significantly delay their launching of a 
copycat product. An example is Kellogg’s Special K Red Berries cereal, which introduced a freeze-dried berry process 
and captured more than $100 million in its first year—and it got a two-year jump on archrival General Mills’s version.

Alongside advantaged technologies comes the responsibility to defend them. This point is not lost on Procter 
& Gamble Company, which has a policy of zero tolerance on patent and other infringements. P&G has taken legal 
action, for example, against Whitehall Laboratories to defend innovations in a hair conditioner formulation and 
against Perrigo Company to protect its core Olay skin-care brand.

2. Claims. In the world of consumer goods, claims are often related to the health efficacy of a product or 
ingredient. And claims add substantial value when they are tied exclusively to a product and can be held for a 
significant period of time. In 2006, Mars developed a new line of chocolate bars, CocoaVia, which it labeled “heart-
healthy” because of the demonstrated cardiovascular benefits of flavanols, a natural antioxidant in cocoa beans. The 
claim provides a sustainable point of differentiation because Mars owns patents related to processing technologies 
that are designed to retain higher concentrations of flavanols than regular chocolate manufacturing processes. The 
company doesn’t release sales figures but says the product is “selling well,” and it is expanding the line.

Claims, however, can carry a downside risk, pre cisely because a competitive advantage that cannot be 
defended may quickly undermine any initial benefit. Competitors will often exploit a claim that is made for 
a widely available ingredient. Take the example of Quaker Oats, which spent a small fortune proving to the 
satisfaction of the U.S. Food and Drug Administration that, yes, oat bran can help lower cholesterol. Quaker (a 
unit of PepsiCo) may be the premier oatmeal brand, but oats are a commodity, and Quaker did not own any 
special technologies related to this claim. General Mills, which makes Cheerios, was free to conduct its own 
piggyback studies and broadcast the cholesterol-lowering benefit widely in its product marketing. The result: 
Sales of Cheerios climbed 11 percent, while Quaker’s sales actually fell 3.5 percent.

3. Ingredient synonymy. Think of baking soda, and what name comes to mind? How about peanuts? Or 
more recently, pomegranate juice? Arm & Hammer, Planters, and POM Wonderful, respectively, have each carved 
out an enviable position by becoming virtual synonyms for their category. Such domination affords pricing power 
for products that are essentially commodities. It also builds a barrier to competitive entry and allows economies of 
scale and higher margins.

Perhaps more important, such synonymy with an active ingredient can provide a powerful platform for entry into 
adjacent categories. Planters successfully ventured into candy bars, and Arm & Hammer launched a line of baking 
soda toothpastes. In these examples, the ingredient itself provides the competitive protection. Crest and Colgate 
could—and did—develop baking soda toothpastes, but they did not “fit” as well in the consumer’s mind. And POM 
Wonderful has been able to leverage its dominance in juice into adjacent categories, including blends, teas, and 
POMx antioxidant supplements. The company’s sales grew almost 10-fold in the four years after its 2002 launch.

4. Unique brand characteristics. Strong brands can build an identity in consumers’ minds that transcends 
products. Few people can think of, say, the Wall Street Journal and not get a sense of authority in business news. 
For innovation purposes, such a positioning can provide a springboard for new opportunities.

An example can be found in the soft drink cate gory. The Coca-Cola Company’s primary asset is the formula 
of its flagship soda, and the company built on that taste when it developed and launched Coca-Cola Zero, a low-
calorie product intended to taste more like regular Coke than Diet Coke. PepsiCo couldn’t mimic Coca-Cola Zero, 
naturally, because its consumers want a product that tastes like Pepsi. It took Pepsi two years to develop a new 
diet cola called Diet Pepsi Max that leveraged its own unique taste assets—much longer than it generally takes to 
bring out a traditional line extension.
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Other characteristics that can provide unique advantage include a meaningful heritage, which gives a certain 
emotional heft to new products or services from, say, Singapore Airlines. Positioning itself as the quintessence of 
what Westerners think of as “Asian values,” the carrier has successfully emphasized its hospitality and high-tech 
amenities, including new airplanes and in-flight entertainment systems. And there’s value in being recognized as 
dominant in one area; ESPN has used its position as the “Worldwide Leader in Sports” to expand successfully into 
dining, with its ESPN Zone chain of theme restaurants.

5. Product experience. Successful products have an emotional component that builds a bridge to 
consumers, becoming part of their lives. Expanding on this aspect of a brand can be another way to build difficult-
to-copy value into a product. Logistically challenging and often costly, such an effort can nevertheless be effective 
for the right brand.

Nestlé SA has succeeded in transforming its Nespresso System into a chain of stores that sell appliances and 
coffee. The Nespresso System centers on high-quality packaged espresso packets that work with a special 
espresso maker. It carries an emotional claim as the first product to bring true café taste into European homes. 
Nestlé capitalized on the system’s modularity and the company’s key relationships along the value chain to open 
79 retail locations in Geneva, Vienna, Paris, Zurich, Moscow, and other cities.

6. Packaging. Packaging is often viewed as an innovation afterthought. The truth, however, is that new 
formulation is often easy to copy, whereas packaging innovation can leverage technology, emphasize unique 
brand characteristics, enhance the product experience, and in fact prove very difficult to duplicate.

Packaging innovation often requires major changes to the manufacturing process, which is a strong defense. 
An example is Campbell’s Soup at Hand microwave-safe containers, launched in 2002. Although their contents 
didn’t change, these easily heated, sip-able containers rapidly became one of the most successful new products 
in Campbell’s history. The package helped the com pany’s ready-to-serve soup lines grow 8 percent in Soup at 
Hand’s first year out and gave it a four-year head start on rival Progresso. This success even caused the company’s 
president, Douglas R. Conant, to redirect his strategy, saying, “We intend to make the C in Campbell synonymous 
with convenience.” Although the new product’s value proposition was convenience, the fact that it was neither 
easy nor cheap to copy helped drive its lasting success.

Another game changer was tuna packaged in the Flavor Fresh Pouch, an innovation introduced by Starkist 
(then a unit of Heinz) in 2000. This vacuum-sealed foil package shook up the tuna fish industry when it appeared 
because, for the first time, packaged tuna could be sold in groceries without a can. Although competitors have 
since introduced their own foil packaging, the convenience of this product continues to allow Starkist to charge a 
premium for it over tuna in cans.

7. Effective vertical integration. With outsourcing and offshoring so common, and the heyday of soup-
to-nuts global manufacturing entities decades in the past, it may seem strange to insist that vertical integration 
can be a source of difficult-to-copy advantage. But for some companies, it is. Think of Swarovski AG, which 
has maintained its position as the world’s finest crystal manufacturer by keeping a tight rein on its methods and 
processes. Over a century of innovations, the company has perfected a unique method for transforming sand and 
lead into some of the most beautiful objects in the world. Fearing a loss of its advantage and closely guarded trade 
and technology secrets, the Wattens, Austria–based firm refuses to move its core technical operations out of the 
country, despite high labor costs there.

The Advantage of Scale  __________________________________

All of these strategies should be pursued together. It is possible to gain additional benefits by building scale, 
amplifying the effects of hard-to-copy innovations by spreading them across multiple products. (See “Design 
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for Frugal Growth,” by Jaya Pandrangi, Steffen Lauster, and Gary L. Neilson, s+b, Autumn 2008.) For instance, 
a breakthrough technology or process can be applied to a number of products or categories, as Frito-Lay Inc. 
(a subsid iary of PepsiCo) did with its “baked” chips innovation. The process allowed the company to produce 
lower-calorie, less-greasy chips, and it was implemented across the Doritos, Tostitos, Lay’s, and Ruffles brands. 
Scale can be built up internationally by employing a common platform across geographies, as Nicorette (a brand 
within Pharmacia AB’s international portfolio at the time) managed to do with its nicotine replacement therapy 
smoking cessation products. The brand dominates this category in large part because of its coordinated cross-
border strategy, encompassing logistics, distribution, regulatory compliance, and consistent messaging that 
respects local sensitivities.

It’s even possible to gain scale of a kind with a highly nimble, prolific innovation organization. Launching a 
steady stream of good ideas, as P&G has done in home products in recent years, can give a brand a reputation for 
fresh thinking that transcends the individual ideas and translates into market share gains. (See “P&G’s In novation 
Culture,” by A.G. Lafley, s+b, Autumn 2008.) The rules still apply; any new product must be difficult to copy or 
it will not maintain its value. But the whole can be greater than the sum of the parts. The brand itself can benefit 
from an aura of originality that translates into consumer preference and sales.

Finally, we fully recognize that ideas that are difficult to copy are difficult to develop, and mature companies 
also need a strategy for when such ideas are in short supply. Here, we suggest defying conventional wisdom 
about being first to market. If a product can be copied, it’s often more profitable to be the copier. Consider the 
Spanish-owned clothing retailer Zara International Inc. (a subsidiary of Inditex), which has become one of the 
world’s fastest-growing retailers by combining an efficient supply chain with a successful knockoff strategy. This 
formidable one–two punch caused LVMH Moet Hennessy Louis Vuitton SA’s Daniel Piette to call it “possibly the 
most innovative and devastating retailer in the world.”

One company that’s managed to employ many of these strategies to its own benefit is the one we started with: 
Mars. Over the past few years, it has seen its sales growth rebound to 16 percent. The company has successfully 
chipped away at risk aversion in R&D and streamlined its cumbersome market testing pro cesses. It’s had a number 
of successful launches, including Snickers Marathon, the CocoaVia line, and WholeMeals bone-shaped pet food.

Mars also renewed its emphasis on production and formulation technologies that it could apply across mul-
tiple products. For example, it holds patents on the special ink used to print personalized M&Ms, themselves a sig-
nificant new development meeting an emerging consumer desire for customized confections. These personalized 
candies, called My M&M’s, were developed by an internal team in just 90 days using a streamlined R&D process. 
As these and other examples have shown, companies can find a lot of life after middle age. The key is to have the 
right attitude. You can’t be a kid again, but we’ve mapped out some of the roads that could lead to renewal.

The magic formula for keeping innovation healthy in a mature industry is knowing there is no magic formula. 
If staying young and strong were easy, we’d live in a different world. There will always be a place for line exten-
sions backed with big campaigns and for being first to market. But it’s important to make sure when you’re dip-
ping into your own fountain that your competitor isn’t standing right beside you with a siphon.
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A fter a firm’s top managers have settled on a corporate-level strategy, focus shifts to 
how the firm’s business unit(s) should compete. A business unit is an organizational 

entity with its own unique mission, set of competitors, and industry. While the corporate 
strategy concerns the basic thrust of the firm—where top managers would like to lead the 
firm—the business strategy, or competitive strategy, addresses the competitive aspect—
who the business should serve, what needs should be satisfied, and how core competen-
cies can be developed and the business can be positioned.

Another way of addressing the task of formulating a business strategy is to consider whether 
a business should concentrate on exploiting current opportunities, exploring new ones, or 
attempting to balance the two. Exploitation generates returns in the short term whereas explora-
tion can create forms of sustainable competitive advantage for the long term. The business 
strategy developed for an organization seeks, among other things, to resolve this challenge.1

A business unit is an organizational entity with its own mission, set of competitors, and 
industry. A firm that operates within only one industry is also considered a business unit. 
Strategic managers craft competitive strategies for each business unit to attain and sustain com-
petitive advantage, a state whereby its successful strategies cannot be duplicated easily by 
rivals.2 In most industries, a number of different competitive approaches can be successful, 
depending on the business unit’s resources. 

Each business competes with a unique competitive strategy, but attempting to analyze all 
of the different strategies in a large industry can be quite cumbersome. In the interest of parsi-
mony, it is useful to categorize different strategies into a limited number of generic strategies 
based on their similarities. Businesses adopting the same generic strategy comprise a strategic 
group.3 In the airline industry, for example, one strategic group may comprise carriers such as 
Southwest Airlines and Frontier that maintain low costs by offering low fares and no frills on a 
limited number of domestic routes. A second strategic group may comprise many traditional 
carriers such as Delta, United, and American that serve both domestic and international routes 
and offer extra services such as meals and movies on extended flights.
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Because industry definitions and strategy assessments are not always clear, identifying stra-
tegic groups within an industry is often difficult. Even when the definition of an industry is clear, 
its business units may be categorized into any number of strategic groups depending on the 
level of specificity desired. There may also be one or two competitors that seem to be function-
ing between groups and are difficult to classify. Hence, the concept of strategic groups can be 
used as a means of understanding and illustrating competition within an industry, but applying 
it is neither easy nor precise.

The challenging task of formulating and implementing a generic strategy is based on a num-
ber of internal and external factors. Because generic strategies by definition are overly simplis-
tic, selecting a generic approach is only the first step in formulating a business strategy.4 It is 
also necessary to fine-tune the strategy and accentuate the organization’s unique set of resource 
strengths.5 Two generic strategy frameworks—one developed by Porter and another by Miles 
and Snow—can serve as good starting points for developing business strategies.

Porter’s Generic Strategies _____________________

Michael Porter developed the most commonly cited generic strategy framework.6 According 
to Porter’s typology, a business unit must address two basic competitive concerns. 
First, managers must determine whether the business unit should focus its efforts on an 
identifiable subset of the industry in which it operates or seek to serve the entire market as 
a whole. For example, specialty clothing stores in shopping malls adopt the focus concept 
and concentrate their efforts on limited product lines primarily intended for a small market 
niche. In contrast, many chain grocery stores seek to serve the mass market—or at least 
most of it—by selecting an array of products and services that appeal to the general public 
as a whole. The smaller the business, the more desirable a focus strategy tends to be—
although this is not always the case.

Second, managers must determine whether the business unit should compete primarily by 
minimizing its costs relative to those of its competitors (i.e., a low-cost strategy) or by seek-
ing to offer unique and/or unusual products and services (i.e., a differentiation strategy). 
Porter views these two alternatives as mutually exclusive because differentiation efforts tend 
to erode a low-cost structure by raising production, promotional, and other expenses. In fact, 
Porter labeled business units attempting to emphasize both cost leadership and differentiation 
simultaneously as “stuck in the middle.”7 However, this is not necessarily the case, and the low-
cost–differentiation strategy is a viable alternative for some businesses. Combining the two 
strategies is difficult, but businesses able to do so can perform exceptionally well.

Table 7.1  Generic Strategies Based on Porter’s Typology

Emphasis on Entire 
Market or Niche

 
Emphasis on Low Costs

Emphasis on 
Differentiation

Emphasis on Low Costs 
and Differentiation

Entire Market Low-Cost Strategy Differentiation Strategy Low-Cost–Differentiation 
Strategy

Niche Focus–Low-Cost Strategy Focus-Differentiation 
Strategy

Focus–Low-Cost-
Differentiation Strategy
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Depending on the way strategic managers in a business unit address the first (i.e., focus 
or not) and second (low-cost, differentiation, or low-cost–differentiation) questions, six con-
figurations are possible. A seventh approach—multiple strategies—involves the simultaneous 
deployment of more than one of the six configurations (see Table 7.1). Only the low-cost and 
differentiation strategies with and without focus were included in Porter’s original framework.

Low-Cost (Cost Leadership) Strategy (Without Focus)
Businesses that compete with a low-cost strategy tend to produce basic, no-frills products and 
services for a mass market composed of price-sensitive customers. Because they attempt to sat-
isfy most or all of the market, these businesses tend to be large and established. Low-cost busi-
nesses often succeed by building market share through low prices although some charge prices 
comparable to rivals and enjoy a greater margin. Because customers generally are willing to pay 
only low to average prices for “basic” products or services, it is essential that businesses using 
this strategy keep their overall costs as low as possible. Efficiency is a key to such businesses, as 
has been demonstrated by mega-retailer Wal-Mart in the past two decades.

Low-cost businesses tend to emphasize a low initial investment and low operating costs. 
Such organizations tend to purchase from suppliers who offer the lowest prices within a basic 
quality standard. Research and development (R & D) efforts are directed at improving opera-
tional efficiency, and attempts are made to enhance logistical and distribution efficiencies. Such 
businesses often—but not always—deemphasize the development of new and/or improved 
products or services that might raise costs, and advertising and promotional expenditures will 
be minimized (see Strategy at Work 7.1). 

Coca-Cola and PepsiCo enjoy substantial profit margins on their soft drinks in Mexico’s  
$15 billion market, where the two have waged intense battles for market share during the past 
decade. Although Coke usually came out on top, the two collectively controlled sales and distri-
bution in almost all of the country’s major markets. In 2003, Coke had more than 70% of Mexi-
can sales, while Pepsi had 21%. Consumers in Mexico drink more Coke per capita than those in 
any other nation. 

In the early 2000s, both well-known colas were challenged by an unlikely upstart from Peru 
known as Kola Real (pronounced RAY-AL). Introduced in Peru in 1988 and launched in Mexico 
in 2001, Kola Real captured 4% of the Mexican market in its first 2 years and amassed 17% by 
2011.

Bottled by the Ananos family from Peru, Kola Real lacks all of the frills and endorsements as-
sociated with Coke and Pepsi. The strategy is simple: Eliminate all possible costs and offer large 
sizes at low prices. Whereas Coke and Pepsi spend nearly 20% of revenues on concentrates, the 
Ananos family makes its own. And while Coke and Pepsi spend millions on promotion and man-
age their own fleets of attractive trucks, the Ananos family hires third parties for deliveries—even 
individuals with dented pickup trucks—and relies primarily on word-of-mouth advertising.

Central to Kola Real’s success is the fact that most Mexican cola drinkers are relatively poor 
and consider price to be a major factor in their purchase decisions. In Brazil, so-called “B-brands” 
(i.e., low-cost generic or store brands) now account for almost one-third of the country’s cola 
sales. Fearing this could happen in Mexico, Coke and Pepsi have fought back with price cuts as 
well, although they will not be able to challenge Kola Real’s low-cost position on a large-scale 
basis.

Strategy at Work 7.1. The Low-Cost Strategy at Kola Real8
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A cost leader may be more likely than other businesses to outsource or offshore a number of 
its production activities if costs are reduced as a result—even if modest amounts of control over 
quality are lost in the process. In addition, the most efficient means of distribution is sought, 
even if it is not the fastest or easiest to manage. It is worth noting that successful low-cost 
businesses do not emphasize cost minimization to the degree that quality and service decline 
excessively. In other words, cost leadership taken to an extreme can result in the production of 
“cheap” goods and services that few customers are willing to purchase.

Outsourcing and offshoring can be a complex component in a low-cost strategy, however. 
Many American apparel retailers relocated production activities to China in the 1990s and 2000s. 
Labor costs began to increase in China in the late 2000s, and by 2010, Ann Taylor Stores, Coach, 
Guess, and others began to consider lower cost countries such as Bangladesh and Vietnam. 
Because the transportation infrastructure in these nations is not as developed, total costs could 
actually increase instead of decrease.9 

Low-cost leaders depend on unique capabilities not available to others in the industry 
such as access to scarce raw materials, large market share, or a high degree of capitalization.10 
However, manufacturers who employ a low-cost strategy are vulnerable to intense price com-
petition that drives profit margins down and limits their ability to improve outputs, augment 
their products with superior services, or spend more on advertising and promotion.11 The 
prospect of being caught in price wars keeps many manufacturers from adopting the low-cost 
strategy, although it can affect other businesses as well. Other low-cost leaders have bought 
their suppliers to control quality and distribution. Price cutting in the airline industry led to the 
demise of a number of upstarts even before the events of 9/11 and made it even more difficult 
to raise fares shortly thereafter.12

Although low costs do not necessarily lead to low prices, they usually do. Global retail 
giants like Wal-Mart and Carrefour have cut costs through economies of scale so that they can 
offer lower prices. Wal-Mart increasingly integrates its distribution network and emphasizes 
common sourcing throughout the world to shave costs and improve margins.13 Carrefour 
strayed from its low-cost, low price strategy in the late 2000s, however. This shift, in concert with 
the economic downturn, resulted in an $85.3 million loss in 2008, a sharp decline from 2008’s 
$1.1 billion profit. Lars Olofsson joined Carrefour as chief executive officer (CEO) in 2009 and 
embarked on a return to a low-cost approach for the world’s second largest retailer.14

Occasionally, smaller rivals will join in an effort to generate collective scale economies 
to battle an industry leader. This occurred in a cooperative effort called ShopRunner in the 
2010 Christmas shopping season. Online stores like Babies“R”Us, Rockport, RadioShack, 
and others teamed up to battle Amazon.com by offering a $79 loyalty program that includes 
unlimited 2-day shipping and free returns. These retailers understand that high-volume 
online shoppers account for most of the $140 billion U.S. consumers spend online each 
year. They also recognize that the ongoing competitive threat from rival Amazon requires 
innovative and collective action that can lessen the advantage it enjoys from its massive 
size and scope.15 In the 2011 Christmas shopping season, even traditional retailers like 
Toys“R”Us, Wal-Mart, Best Buy, and Kohl’s offered free shipping to compete more effec-
tively with Amazon, Newegg.com, and other online retailers.16 Best Buy added deep 
 discounts—particularly on Black Friday (the day after Thanksgiving)—and achieved a 20% 
increase in web sales and the first increase in overall revenues in six quarters. The massive 
price cuts hurt margins, however, as the sales increase was accompanied by a 29% decrease 
in earnings.17 This example illustrates the advantage that low-cost firms like Amazon have 
when attacked on price.

Success with the low-cost strategy can be short-lived, however. Low-cost airline AirTran 
(acquired by Southwest in 2011), for example, boasted a 2003 profit of $101 million while Delta 
and its pilots were unable to agree on a cost reduction plan. The following year, however, Delta 
finally made headway and began cutting both costs and many of its fares, some by as much as 
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50%. By 2005, AirTran, along with other low-cost airlines, began to feel the squeeze as major air-
lines like Delta became more price competitive. 

A key problem with the low-cost strategy is that cutting costs is not easy to accomplish. 
During the recession of the late 2000s, for example, low-cost restaurant Church’s Chicken began 
filtering the shortening used for frying so that a batch could last for 14 days instead of 10, result-
ing in an estimated savings of $1 million per year. Shrinking the scoop size of its biscuits from 3 
tablespoons to 2 saves about $1.8 million per year. Replacing the cardboard French-fry packag-
ing with paper generates an estimated $700,000 in annual savings.18 Of course, these savings 
assume that customers will not respond by altering their purchase behavior. 

Although low-cost competitors like Church’s tend to be better positioned for economic 
slowdowns, all businesses become more concerned about costs when industry revenues 
decline. During this same time, Ohio-based Marco’s Pizza worked with vendors to lock in trans-
portation costs and began contracting with manufacturers located closer to distribution centers 
to reduce freight costs. Small pizza boxes were eliminated at its more than 170 stores; plac-
ing small pizzas in CheezyBread boxes saves $164,000 per year. Kentucky-based Tumbleweed 
Restaurants shifted lower priced and lower cost items like tacos and burritos to the front and 
center of the menu, enabling patrons to spend less but to do so on higher margin items.19

Trimming costs can also create other challenges for low-cost businesses. For example, 
regional or commuter airlines typically pay lower wages than their national and international 
counterparts. Pilots at United and other major airlines are required to log 5,000 to 7,000 flight 
hours before stepping into the cockpit. Smaller airlines like JetBlue Airways require 4,000, but 
some commuter airlines hire pilots with less than 1,000. Relaxing this requirement creates a cost 
advantage for commuter airlines but can also create safety concerns.20

Imitation by competitors can also be a concern when the basis for low-cost leadership is 
not proprietary and can be easily duplicated. Lego discovered this when Canadian upstart Mega 
Blocks began to steal market share by making colorful blocks that not only look like Legos but 
also snap into them and sell for a lower price. Lego responded by launching the Quatro line of 
oversized blocks aimed at the preschool market and carrying lower prices than traditional Lego 
playsets.21

Low-cost businesses are also particularly vulnerable to technological obsolescence. 
Manufacturers that emphasize technological stability and do not respond to new product and 
market opportunities may eventually find that their products have become obsolete.

Focus–Low-Cost Strategy
The focus–low-cost strategy emphasizes low overall costs while serving a narrow segment 
of the market, producing no-frills products or services for price-sensitive customers in a market 
niche. Ideally, the small business unit that adopts the focus–low-cost strategy competes only in 
distinct market niches where it enjoys a cost advantage relative to large, low-cost competitors.

The focus concept is clear in theory but sometimes confusing in practice. In general, a busi-
ness rejects a focus approach when it attempts to serve most of the market. In practice, however, 
virtually every business focuses its efforts—at least to some extent. Because most is a subjective 
term, scholars sometimes disagree on whether a particular business should be classified as focus 
or not. 

Aldi is a clear example of a business that pursues a focus–low-cost strategy. Aldi is an 
international retailer that offers a limited assortment of groceries and related items at the lowest 
possible prices. In 2011, Aldi operated over 1,000 stores in over 31 states in the United States 
alone. Functional operations are focused on a single strategic objective: minimal costs. Efforts 
are targeted to consumers with low to moderate incomes. 

Aldi minimizes costs in a number of ways. Most products are private label, allowing Aldi to 
negotiate rock-bottom prices from its suppliers. Stores are modest in size, much smaller than 
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that of a typical chain grocer. Aldi only stocks common food and related products, maximizing 
inventory turnover. The retailer does not accept credit cards, eliminating the 2% to 4% fee typi-
cally charged by banks to process the transaction. Customers bag their own groceries and must 
either bring their own bags or purchase them from Aldi for a nominal charge. Aldi also takes an 
innovative approach to the use of its shopping carts. Customers insert a quarter to unlock a cart 
from the interlocked row of carts located outside the store entrance. The quarter is returned with 
the cart when it is locked back into the group. As a result, no employee time is required to col-
lect stray carts unless a customer is willing to forgo the quarter by not returning the cart!

Adding a focus orientation to cost leadership can enable a firm to avoid direct competition 
with a mass-market cost leader. In this manner, grocer Save-A-Lot has found a way to compete 
successfully against Wal-Mart Supercenters. The grocery store pursues locations in urban areas 
that were rejected by Wal-Mart and offers prices competitive with the big-box store. Save-A-Lot 
generates profits by opening small, inexpensive stores catering to U.S. households earning less 
than $35,000 a year. Save-A-Lot stocks mostly its own brand of high-turnover goods to minimize 
costs and eschews cost-inducing pharmacies, bakeries, and baggers.22

Sharp Shopper is a no-frills discount store that sells surplus food items. Although targeted 
to low-income consumers, many middle-income earners began to frequent the store during 
the recession of the late 2000s. Sharp Shopper cuts costs by purchasing large quantities of dis-
continued products and those past the “best if eaten by” date at large discounts and passing the 
savings along to consumers. The surplus food retail segment has grown in recent years, but its 
size is not known because most of the companies—like Sharp Shopper—are privately held and 
independent.23

Like low-cost businesses, those adopting the focus–low-cost strategy are vulnerable to 
intense price competition that periodically occurs in markets with no-frills outputs. To deter 
price competition, businesses employing the focus–low-cost strategy must continuously search 
for new ways to trim costs. The Irish no-frills air carrier Ryanair has surpassed Southwest in this 
regard. Passengers are required to pay for all food, drinks, newspapers, and even blankets, and 
they pay extra fees to check in at the airport instead of doing so online. Employees pay for their 
own training and uniforms. The airline even incorporates a strict no-refund policy, even if the 
airline cancels a flight. Even with an average ticket price of about $50, Ryanair faces constant 
pressure from its larger rivals.24 

Other low-cost airlines have focused their efforts on limited geographical regions. With 
operations in Hungary, Bulgaria, and the Ukraine, Wizz Air specializes in transporting Central 
and Eastern Europeans to Britain and Ireland where many seek and find better paying jobs. 
CEO Jozsef Varadi sees buses—not other airlines—as their primary competition. Sparked by 
recent expansion of the European Union, Wizz Air makes economic sense for its customer base 
when considering fares and travel time.25

Like low-cost businesses that do not adopt a focus approach, focus–low-cost businesses 
are particularly vulnerable to technological obsolescence. Businesses that value technological 
stability and do not respond to new product and market opportunities may eventually find that 
their products have become obsolete and are no longer desired by their customers.

Differentiation Strategy (Without Focus)
Businesses that employ the differentiation strategy (without a focus orientation) produce and mar-
ket to the entire industry products or services that can be readily distinguished from those of their 
competitors. Because they attempt to satisfy most or all of the market, these businesses tend to be 
large and established. Differentiated businesses often attempt to create new product and market 
opportunities and have access to the latest scientific breakthroughs because technology and flex-
ibility are key factors if firms are to initiate or keep pace with new developments in their industries.

The potential for differentiation is to some extent a function of its physical characteristics. 
Tangibly speaking, it is easier to differentiate an automobile than bottled water. However, 
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intangible differentiation can extend beyond the physical characteristics of a product or service 
to encompass everything associated with the value perceived by customers. Because such busi-
nesses’ customers perceive significant differences in their products or services, they are willing to 
pay average to high prices for them.

There are a number of prospective bases for differentiation, 
the most obvious of which is features of the product (or the mix of 
products offered), including the objective and subjective differences 
in product attributes. Although many of the vehicles are similar to 
Toyotas, Lexus automobiles have been differentiated on product fea-
tures and are well known for their attention to detail, quality, and 
luxury feel. United and other airlines have attempted to differentiate 
their businesses by offering in-flight satellite telephone and e-mail 
services.26 

Speed can also be a key differentiator in terms of product devel-
opment cycles, customer responsiveness, and product delivery. For 
example, surveys suggest that about two-thirds of Americans con-
sider speed of service when they decide where to dine out. Speed has 
been an essential part of Starbucks’ competitive strategy but became 
a key concern when service slowed after breakfast sandwiches were 
added to their product line in the mid-2000s. Adding these food items 
broadened Starbucks’ appeal but slowed service in a segment of the 
market where seconds count. Starbucks has deemphasized speed in 
recent years, focusing more on product quality and a superior experi-
ence. Starbucks even acquired upscale juice maker Evolution Fresh in 
2011 in an effort to expand its reach beyond coffee. In contrast, rival 
Caribou Coffee still emphasizes speed, producing a small coffee of the 
day in only 6 seconds.27

Implementing a differentiation strategy can be difficult in a highly regulated industry in which 
competitors are “forced to follow the rules” and even work together. Residential real estate is an 
example of such an industry. In most cases, a real estate agent who lists a home for a seller must 
work with agents from other firms who represent prospective buyers. Buyers and sellers are inter-
ested in working only with agents who can negotiate successfully with other agents to complete 
the transaction. When one also considers the myriad of federal, state, and local regulations con-
cerning property disclosure, confidentiality, and the like, one can easily see why it is difficult for 
an agent or real estate firm to differentiate service.

Differentiation in such an industry is possible, however. Boyd Williams Real Estate Company 
(www.boydwilliams.com) operates in the southeastern Mississippi community of Meridian, a city 
of about 40,000. To distinguish himself from his rivals, Boyd brings his mobile office to clients’ 
homes, offices, hotel lobbies, and even restaurants over lunch break. Prospective buyers can view 
full-color pictures of virtually every home in the market from the mobile office. This approach 
seeks to provide maximum efficiency and convenience to the buyer.

Commissions available to Boyd Williams are the same as those available to other agents who 
do not offer the same amenities. Clearly, Williams seeks to finance his additional investment in 
the mobile office by allowing consumers to move through the buying process more efficiently—
saving him time as well—and by increasing his volume. 

Strategy at Work 7.2. The Differentiation Strategy  
in Residential Real Estate29
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Timing can also be a key factor, because first movers are more able to establish themselves 
in the market than those who come later, as was seen for a number of years with Domino’s 
widespread introduction of pizza delivery.28 Of course, pizza delivery is common today, with 
few consumers aware that Domino’s pioneered the approach on a large scale. Other factors 
such as partnerships with other firms, location(s), and a reputation for service quality can also 
be important (see Strategy at Work 7.2 on the previous page).

When customers are relatively price insensitive, a business may select a differentiation strategy 
and emphasize quality throughout its functional areas. Marketing materials may be printed on high-
quality paper. The purchasing department emphasizes the quality and appropriateness of supplies 
and raw materials over their per-unit costs. The R & D department emphasizes new product 
development (as opposed to cost-cutting measures).

Differentiation can be a difficult challenge in many industries and product lines. Consider 
toothpaste. Procter & Gamble’s (P&G) Crest brand was easily distinguished from its rivals when 
it became the only fluoride toothpaste in 1960. In 2010—over 50 years later—69 new varieties 
were introduced. In January 2011, 352 distinct types of toothpaste were sold. Hence, highlighting 
the distinctiveness of a given brand can be very difficult to accomplish. Many firms like P&G are 
seeking to reduce the number of different brands and types to reduce buyer confusion, a problem 
reminiscent of the commoditization phenomenon discussed in Chapter 4.30

Differentiated businesses are vulnerable to low-cost competitors offering similar products at 
lower prices—especially when the basis for differentiation is not well defined or it is not valued 
by customers. For example, a grocer may emphasize fast checkout, assuming that customers are 
willing to pay a little more for additional cashiers and checkout lanes. If customers tend to be 
more concerned with product assortments and prices than with waiting times, they may shop at 
other stores instead.

This vulnerability to low-cost rivals is especially acute during economic downturns when 
buyers are more cognizant of prices. Private-label or store-branded items—from food to con-
sumer electronics—increased in popularity during the recession of the late 2000s. Sales at food 
producers like Kraft, Heinz, and ConAgra declined approximately 4% to 6% during this time, 
while private-label producers enjoyed an increase of about 10%.31 Even Best Buy expanded its 
production of house brands for products such as televisions, flash drives, and cables.32

Focus-Differentiation Strategy
Firms employing the focus-differentiation strategy produce highly differentiated products 
or services for the specialized needs of a market niche. At first glance, the focus-differentiation 
strategy may appear to be a less attractive strategy than the differentiation strategy without focus 
because the former consciously limits the set of customers it seeks to target. In some cases, 
however, large business units are simply not interested in serving smaller, highly defined niches. 
Unique market segments often require distinct approaches. 

Firms can focus their efforts in a number of ways. Popular retailer Cabela’s has even suc-
cessfully targeted its efforts to men who do not like shopping. The Cabela’s in Michigan draws 
an estimated 6 million visitors to its retail store each year, mixing its outdoorsman-oriented mer-
chandise with an aquarium, an indoor waterfall stocked with trout, and realistic nature scenes. 
As a result, Cabela’s has secured a customer base largely ignored by other retailers.33

Employing a focus differentiation can mean bucking a broad trend to satisfy a market seg-
ment with distinct preferences. Viking Range Corporation refused to depart the United States 
in search of lower production costs. Viking operates four plants in Mississippi that produce gas 
ranges, refrigerators, wine coolers, outdoor grills, and dishwashers. Its products are made to 
order—reducing inventory costs but sell at high prices—but satisfy a quality-oriented consumer. 
Viking sees itself more as a culinary company than as an appliance manufacturer.34

The focus-differentiation approach can be appropriate for retailers battling big boxes like 
Wal-Mart that enjoy economies of scale. Instead of trying to be like Wal-Mart, grocers like 
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Kroger, SuperValu, and Whole Foods Market emphasize key points of distinction. These grocers 
tend to offer less-hectic stores, better selections of certain food products, greater convenience, 
and competitive factors Wal-Mart cannot easily duplicate.35 

Many stores have attempted to target consumers who do not enjoy grocery shopping or lack 
the time to do so by emphasizing online grocery sales. The concept has enjoyed more success 
in Europe—a 4% market share in the United Kingdom—than in the United States. With only a 
2% market share in the United States, the online grocery store remains a niche business serviced 
by relatively few grocers in select urban markets. Traditional low cost and differentiated 
businesses like Wal-Mart, Kmart, and Publix continue to experiment with online sales, however, 
hoping to secure a strong market position if American interest piques in the future.36 

As mentioned earlier, categorizing a business strategy as focus-oriented can be difficult as 
all businesses—large and small—seem to tailor their offerings to various groups of prospective 
buyers. Even big-box store Home Depot embraced a focus approach—at least to some extent. 
After taking over as CEO in 2007, Frank Blake noticed that centralized merchandising resulted in 
too many riding lawn mowers in Arizona, where lush lawns are uncommon, and too few Makita 
power tools on the West Coast, where they sell quite well. Blake instituted a shift away from 
a uniform purchasing system in favor of one that gives managers the flexibility to stock their 
stores based on local tastes.37 

The high prices that often accompany a focus-differentiation approach are acceptable to 
certain customers who need product performance, prestige, safety, or security especially when 
only one or a few businesses cater to their needs. As such, focus differentiation is most appro-
priate when market demand is inelastic because high-cost products are often required to sup-
port the specialized efforts to serve a limited market niche. As a result, cost reduction efforts, 
while always desirable, are not emphasized.38

A strong niche or focus orientation can create challenges, however. The market size is 
 limited by definition. In a down economy, buyers may opt for less expensive mainstream 
offerings. Restaurant chain Quiznos—known for its submarine sandwiches, salads, and 
soups—suffered during the recession of the late 2000s and early 2010s as consumers migrated 
to McDonald’s and elsewhere. Quiznos responded by expanding its reach through partner-
ships with convenience stores and service stations. Quiznos hopes to control quality and 
increase revenues while maintaining its focus-differentiation strategy. The company risks a 
diluted image, however, and could drift away from its niche concentration toward a more 
mass-market orientation.39

Low-Cost–Differentiation Strategy 
Debate is widespread among scholars and practitioners as to the feasibility of pursuing low-cost 
and differentiation strategies simultaneously. Porter suggests that implementing a low-cost–dif-
ferentiation strategy is not advisable and leaves a business “stuck in the middle” because actions 
designed to support one strategy could actually work against the other. Simply stated, differ-
entiating a product can be costly, thereby eroding a firm’s cost leadership basis. In addition, a 
number of cost-cutting measures may be directly related to quality and/or other bases of dif-
ferentiation. Following this logic, a business should choose either low-cost or differentiation but 
not both.40

Others contend that the two approaches are not necessarily mutually exclusive.41 For exam-
ple, some businesses begin with a differentiation strategy and integrate low costs as they grow, 
developing economies of scale along the way. Other businesses seek forms of differentiation 
that also provide cost advantages, such as enhancing and enlarging the filter on a cigarette, 
which reduces the amount of costly tobacco required to manufacture the product.

Perhaps the best example of a business that has successfully combined the two approaches 
is McDonald’s. The fast-food giant was originally known for consistency from store to store, 
friendly service, and cleanliness. These bases for differentiation catapulted McDonald’s to 
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market share leader, allowing the firm to negotiate for beef, potatoes, and other key materials 
at the lowest possible cost. This unique combination of resources and strategic attributes has 
placed McDonald’s in an enviable position as undisputed industry leader. It faces constant 
competitive pressure from differentiated competitors emphasizing Mexican, “fresh and healthy,” 
or other distinct product lines, but the fast-food giant went on the attack in late 2008 by installing 
coffee bars featuring cappuccinos, lattes, and gourmet coffee in a direct attack on high-end 
Starbucks.42 The move proved successful, prompting McDonald’s to expand its number of 
McCafés in Europe to more than 1,200 in 2010.43

A more recent example of the combination strategy is JetBlue Airways, launched in 2000 to 
provide economical air service among a limited number of cities. JetBlue has minimized costs 
by such measures as squeezing more seats into its planes, selling its tickets directly to customers, 
and shortening ground delays. Although commonly thought of as a discount airline, JetBlue has 
also distinguished itself by providing new planes, SiriusXM and satellite television on board, and 
leather seating. Hence, JetBlue’s differentiation efforts increased its load factor (i.e., the average 
percentage of filled seats), reducing its per-passenger flight costs.44

Evidence of the combination strategy can be seen throughout the world. Traditionally, the 
automobile market in China was divided into two distinct categories. Local low-cost producers 
such as Chery Automobile, Zhejiang Geely, and BYD produced inexpensive vehicles for frugal 
customers while foreign producers like Nissan and General Motors (GM) have targeted elite 
customers. However, the number of families with an income sufficient to purchase a vehicle is 
expected to double between 2010 and 2014. This transition has prompted low-cost producers 
to develop more distinctive, high-quality offerings while enticing foreign firms to produce more 
less expensive models. Hence, many low-cost and differentiated carmakers have shifted to a 
combination strategy.45

Revenue declines within an industry may cause some of its differentiated businesses to cut 
costs to remain competitive. In the years following the events of 9/11, for example, British Air 
embarked on an aggressive cost-cutting campaign, ordering replacement jets devoid of the cus-
tomary special features, trimming the total number of jets in its fleet, cutting fees to travel agents, 
eliminating 13,000 jobs, and even limiting menu choices for customers. Ticket prices were also 
reduced so that the airline could become more competitive with low-fare carriers. As a result, 
British Air has integrated an emphasis on low costs into its traditional differentiation empha-
sis.46 Indeed, the low-cost–differentiation strategy is possible to attain and can be quite effective. 
Porter’s point is well taken, however, because implementing the combination strategy is gener-
ally more difficult than either the low-cost or the differentiation strategy alone. This strategy 
begins with an organizational commitment to quality products or services, thereby differentiat-
ing itself from its competitors. Because customers may be drawn to high quality, demand may 
rise, resulting in a larger market share, providing economies of scale that permit lower per-unit 
costs in purchasing, manufacturing, financing, R & D, and marketing (see Strategy at Work 7.3).

Although fast food in the United States has long been considered an economical lunch or din-
ner option, restaurants over the years have attempted to differentiate their products and cre-
ate brand loyalty among consumers with varying degrees of success. “Value menus” and “dollar 
menus” were introduced in the 1990s, whereby restaurants offered a limited number of its sand-
wich and other items at special prices for cost-conscious consumers. Initially, this move was seen 
as a necessary means of serving consumers during down economic times. 

While offering some sandwiches at or near the $1 price point, many restaurants also offer—
and heavily promote—highly differentiated products in the $2 to $3 range. Managers hope that 

Strategy at Work 7.3. Competitive Strategy in the Fast-Food Industry47
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Combining low cost and differentiation can be a challenge, however. In the 2000s, cheap-
chic discounter Target found a comfortable balance, offering higher quality than Wal-Mart at 
operational costs and prices below those of traditional department stores. In 2011—prompted 
by a weak economy—Target placed a greater emphasis on food items and low prices. 
Customers did not respond positively, and sales growth during this period lagged behind that 
of both department stores and discount rivals. Some retail analysts suggested that Target’s cool 
image suffered when promotional efforts accentuated low prices, driving customers interested 
in quality to department stores and those interested in low prices to other discounters.48 

A business can pursue low costs and differentiation simultaneously through five primary 
means: (1) commitment to quality, (2) differentiation on low price, (3) process innovations, 
(4) product innovations, and (5) value innovations (see Table 7.2). First, commitment to 
quality throughout the business organization not only improves outputs but also reduces costs 
involved in scrap, warranty, and service after the sale. Quality refers to the features and char-
acteristics of a product or service that enable it to satisfy stated or implied needs.49 Hence, a 
high-quality product or service conforms to a predetermined set of specifications and satisfies 
the needs of its users. In this sense, quality is based on perceptions and is a measure of customer 
satisfaction with a product over its lifetime, relative to customer satisfaction with competitors’ 
product offerings.50

Building quality into a product does not necessarily increase total costs because the costs 
of rework, scrap, and servicing the product after the sale may be reduced, and the business 
benefits from increased customer satisfaction and repeat sales, which can improve economies 

many consumers will be lured in for the special prices, only to “move up” to the higher priced 
items when it is time to order. McDonald’s, Burger King, and Wendy’s all follow this approach 
to some degree on a national level. In 2002, Hardee’s even introduced the “six dollar burger,” 
a sandwich designed to compete with those offered in the $6 range at full-service restaurants 
such as Applebee’s but for only about $4 at Hardee’s.

Fast-food chains have attempted to wean their customers away from the dollar items 
throughout the late 2000s and early 2010s but largely to no avail. Facing an ongoing recession, 
U.S. customers have demonstrated a distinct preference for stores with dollar items. 

A new breed of fast-food restaurants is avoiding the value menu concept, however. High-end 
sandwich chains such as Panera Bread Company and Corner Bakery Café are sticking to a highly 
differentiated approach, emphasizing fresh bread and ingredients to an increasingly health-
conscious market. The various strategies implemented by different, successful fast-food players 
demonstrate the number of viable market niches available in the industry.

Table 7.2  Pursuing Low Costs and Differentiation Simultaneously

1. Commitment to quality

2. Differentiation on low price

3. Process innovations

4. Product innovations

5. Value innovations
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of scale. The emphasis on quality improvement programs initiated in the 1990s sought to 
improve product and service quality and increase customer satisfaction by implementing an 
holistic commitment to quality, as seen through the eyes of the customer. Studies suggest that 
when properly implemented, an emphasis on quality can improve customer satisfaction while 
lowering costs.51

Second, a below average price can also be a basis for differentiation. Here, it is important 
to distinguish low prices from low costs. Whereas price refers to the transaction between the 
firm and its customers, cost refers to the expenses incurred in the production of a good or ser-
vice. Firms with low production costs do not always translate these low costs into low prices. 
Anheuser-Busch, for example, maintains one of the lowest per-unit production costs in the beer 
industry but does not offer its beers at a low price. However, many firms that achieve low-cost 
positions also lower their prices because many of their competitors may not be able to afford 
to match their price level. These firms are combining low costs with a differentiation based on 
price.

Third, process innovations increase the efficiency of operations and distribution. Although 
these improvements are normally thought of as lowering costs, they can also enhance product 
or service differentiation. For example, the recent emphasis on eliminating processes that do not 
add value to the end product has not only cut costs for many businesses but has also increased 
production and delivery speed, a key form of differentiation. 

An emphasis on sustainable production can be viewed as a form of process innovation. 
Some argue that an emphasis on environmental friendliness creates competitive problems by 
driving up costs, but this is not always true. While sustainable production practices can be costly 
at the outset, they can also save energy, eliminate waste, and improve packaging efficiency over 
the long term, depending on the situation. By embracing the notion of sustainable development 
where economically feasible, top managers can position their firms for long-term cost reduc-
tions and competitive advantage.52

Fourth, product innovations are typically presumed to enhance differentiation but can also 
lower costs. For instance, over the years, Philip Morris developed a filter cigarette and, later, 
cigarettes with low-tar and nicotine levels. These innovations not only differentiated its prod-
ucts but also allowed the company to use less tobacco per cigarette to produce a higher-quality 
product at a dramatic reduction in per-unit costs.53

Fifth, firms may engage in value innovations, modifying products, services, and activities 
in order to maximize the value delivered to customers.54 Such firms seek to provide maximum 
value by differentiating products and services only to the extent that any associated cost hikes 
can be justified by increases in overall value and by pursing cost reductions that result in mini-
mal, if any, reductions in value. By focusing on value instead of low cost or differentiation, a 
firm can offer the overall combination of cost minimization and differentiation in an industry.

Toyota employed value innovations throughout the 1990s and 2000s during its quest for 
leadership of the automobile industry. Prior to its recall crisis in late 2009 and early 2010, Toyota 
was known for delivering high value in the industry. Although its products were neither the 
cheapest nor the most advanced, Toyota’s customers typically received a combination of quality 
workmanship, the most popular features, good performance, and competitive prices.55 

In 2009 and 2010, Hyundai appeared to dethrone Toyota as value leader in the industry, 
however. Traditionally a low-cost producer anchored by the midsize Sonata, the Korean 
carmaker earned accolades for increasing quality throughout the 2000s and began introducing 
higher-priced vehicles late in the decade. In 2008, Hyundai introduced the Genesis at a price 
of about $38,000. In 2010, Hyundai introduced the Equus in the $55,000 to $60,000 range, a 
moderately high price for the U.S. market but still below upscale rivals like Mercedes. 
Production at Hyundai and its sister brand Kia increased 20% between 2009 and 2010, making 
Hyundai the fifth largest automaker in the world. In 2011, Hyundai relaunched its brand as 
“modern premium,” a strategy aimed at selling cars with high-end features but at prices low 
enough to attract mass-market consumers. Hyundai’s success hinges on its ability to convince 
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customers that a traditional cost-oriented carmaker can deliver exceptional quality and high 
value in the higher-priced segment.56

Focus–Low-Cost–Differentiation Strategy
Business units that adopt a focus–low-cost–differentiation strategy produce highly differen-
tiated products or services for the specialized needs of a select group of customers while keep-
ing their costs low. Businesses employing this strategy share all the characteristics of the previ-
ous strategies. The focus–low-cost–differentiation strategy is difficult to implement because the 
niche orientation limits prospects for economies of scale as well as opportunities for structural 
innovations. Many small, independent restaurants such as those specializing in ethnic or inter-
national cuisine adopt this approach, constantly seeking a balance of cost reductions and unique-
ness targeted at a specific group of consumers. For example, many university towns have small 
eateries that emphasize a unique specialty—such as Garibaldi’s barbeque pizza in Memphis, 
Tennessee—while also minimizing costs to remain affordable to the price-conscious college 
student. In the auto insurance industry, SafeAuto employs the focus–low-cost–differentiation  
strategy by targeting low-income drivers with affordable coverage designed to meet the mini-
mum requirements in their respective states. SafeAuto’s 2011 slogan says it all: “We keep you 
legal for less. That’s all we do.”

Innovative car rental company Car2Go employs a focus–low-cost–differentiation strategy. 
With locations in select U.S. and European cities, Car2Go offers small two-seat electric vehicles 
for rent by reserve or on demand by the minute, hour, or day. Customers use a member card 
to access a car and are permitted to drive and leave it anywhere in the local service area. 
Prices include insurance, parking, and maintenance, and a credit or debit card is charged 
automatically. Car2Go differentiates its offering by providing (very) short-term rentals on 
demand, emphasizes cost leadership by allowing multiple customers to rent a vehicle on the 
same day, and focuses on customers who need access to a vehicle for short trips.

Wal-Mart—the corporation—employed the focus–low-cost–differentiation strategy with its 
new business unit, Más Club, introduced in Houston in 2009. Anchored by Wal-Mart’s corporate 
obsession with cost containment, Más Club focuses on the Hispanic niche by providing a differ-
entiated array of products and services, including many typically offered only in Mexico.57

Multiple Strategies
In some cases, business units employ multiple strategies, 
or more than one of the six strategies identified previ-
ously, simultaneously. Unlike the combination low-cost– 
differentiation strategy, multiple strategies involve the 
simultaneous execution of two or more different generic 
strategies, each tailored to the needs of a distinct market 
or class of customer. For this reason, large businesses are 
more likely than small ones to adopt this approach. Hotels, 
for example, utilize multiple strategies when they offer 
basic rooms to most guests but reserve suites on the top 
floor for others.

A multiple strategy approach can be difficult to implement and confusing to customers. 
Many airlines utilize multiple strategies when they offer both highly differentiated (and high-
priced) service via first-class seating and economical, limited-frills service in coach. To distin-
guish between these two classes of customers, airlines typically provide separate customer 
 service counters, different boarding times and procedures, and better food for their first-class 
passengers. While this approach is not optimal in theory, it enables airlines to satisfy the needs 
of more than one traveling segment without flying additional aircraft.
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The Miles and Snow Strategy Framework _________

A second commonly used framework introduced by Miles and Snow considers four strategic 
types: (1) prospectors, (2) defenders, (3) analyzers, and (4) reactors.58 The Miles and Snow 
typology is an alternative to Porter’s approach to generic strategy.

Prospectors perceive a dynamic, uncertain environment and maintain flexibility to combat 
environmental change. Prospectors introduce new products and new services and design the 
industry. Thus, prospectors tend to possess a loose structure, a low division of labor, and low 
formalization and centralization. While a prospector identifies and exploits new product and 
market opportunities, it accepts the risk associated with new ideas. For example, Amazon’s ini-
tial launch of its web-based bookstore was a major risk, one that resulted in much greater suc-
cess for the company than with literally hundreds of other Internet start-ups in the late 1990s.

Prospectors typically seek first-mover advantages derived from being first to market. First-
mover advantages can be strong, as demonstrated by products widely known by their original 
brand names, such as Kleenex and ChapStick. Being first, however, can be a risky proposition, 
and research has shown that competitors may be able to catch up quickly and effectively.59 
Altria Group’s Philip Morris USA failed in its attempts to develop safer alternatives to tradi-
tional cigarettes, including its high technology filtered Marlboro Ultra Smooth, its battery heated 
Accord, and its “spit-free” smokeless tobacco.60 GM’s launch of the Chevy Volt in 2010 was not 
a strategic move devoid of risk.61 As a result, prospectors must develop expertise in innovation 
and evaluate risk scenarios effectively.

Prospectors are typically focused on corporate entrepreneurship, or intrapreneurship. 
Whereas entrepreneurship focuses on the development of new business ventures as a means 
of launching an organization, intrapreneurship involves the creation of new business ventures 
within an existing firm. Established firms seeking to foster a culture that encourages the type of 
innovative activity often seen in upstarts must provide time, resources, and rewards to employ-
ees who develop new venture opportunities for the organization.

Defenders are almost the opposite of prospectors. They perceive the environment to be 
stable and certain, seeking stability and control in their operations to achieve maximum effi-
ciency. Defenders incorporate an extensive division of labor, high formalization, and high cen-
tralization. The defender concentrates on only one segment of the market. Whereas prospectors 
pursue first-mover advantages, defenders avoid early market entry. Being the first mover can be 
costly and risky, and savvy rivals can often leapfrog first movers with better designs and more 
efficient production processes. Defenders choose to wait until markets are more predictable. 
Analyzers stress stability and flexibility and attempt to capitalize on the best of the prospector 
and defender strategy types. Tight control is exerted over existing operations with loose control 
for new undertakings. The strength of the analyzer is the ability to respond to prospectors (or 
imitate them) while maintaining efficiency in operations. An analyzer may follow a prospector’s 
successful lead, modify the product or service offered by the prospector, and market it more 
effectively. In effect, an analyzer is seeking a second-mover advantage.62

Reactors lack consistency in strategic choice and perform poorly. The reactor organization 
lacks an appropriate set of response mechanisms with which to confront environmental change. 
There is no strength in the reactor strategic type.

There is a connection between strategies in the Miles and Snow typology and the industry 
life cycle discussed in Chapter 2. The prospector strategy is often appropriate when an industry 
is in the introduction or growth stages and there is a premium for new product development. 
Successful businesses may shift to an analyzer approach during the shakeout stage and ulti-
mately a defender approach during the maturity stage when markets tend to be well defined. 
These are generalizations, however; it is incorrect to suggest that a business must modify its 
strategy as its industry evolves. Nonetheless, strategic success at the business level depends on 
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product, customer, and competitive challenges that must be addressed at the industry level. 
Savvy executives understand this link and consider it when formulating competitive strategies.

In some respects, Porter’s typology and Miles and Snow’s typology are similar. For exam-
ple, Miles and Snow’s prospector business is likely to emphasize differentiation whereas the 
defender business typically emphasizes low costs. These tendencies notwithstanding, funda-
mental differences exist between the typologies. Porter’s approach is based on economic prin-
ciples associated with the cost-differentiation dichotomy whereas the Miles and Snow approach 
describes the philosophical approach of the business to its environment (see Case Analysis 7.1).

One needs to examine each major business unit (if there is more than one) and identify which generic strategy best describes 
the strategy of each business unit. Both strategy typologies (e.g., Porter, and Miles and Snow) should be applied, but additional 
support should also be provided. Each business has its own unique strategy based on its own combination of resources. Hence, 
it is also important to discuss how the organization’s business-level strategy differs from others in the industry that might share 
the same generic strategy. What makes the organization unique? This phase of the strategy management process is critical and 
often neglected.

The notion of business-level strategy cannot be understood independent of industry definition because an organization’s 
business-level strategy is expressed in terms relative to others in the industry. For example, the competitive strategy for retail-
ing giant Wal-Mart might be considered that of differentiation or low-cost–differentiation if the industry is defined “discount 
retail,” whereas it might be considered as low-cost if the industry is defined more broadly as “department stores.” 

Moreover, a given generic strategy may be more heavily represented in one industry because of structural characteristics 
or demand patterns. For example, because the computer software industry tends to reward innovation, a high percentage of 
competitors in the industry might be categorized as prospectors. It would be incorrect to simply classify all rivals as prospectors, 
however. As mentioned previously, an effort should be made to examine each business in relative terms.

Case Analysis 7.1 Step 10: What Is the Current Business-Level Strategy?

Business Size, Strategy, and Performance ________

A number of studies have been conducted to examine the relationship between a business unit’s 
size and its performance, relative to those of its competitors. Interestingly, midsize business units 
often perform poorly in comparison with small or large competitors because they typically do 
not possess the advantages associated with being flexible like their small rivals or possessing 
substantial resources like their large rivals.63 Specifically, small businesses enjoy flexibility in 
meeting specific market demands and a potentially quicker reaction to environmental changes. 
Because of their lower investments, they may be able to make strategic moves and pursue 
more limited revenue opportunities that would be unprofitable for midsize or large businesses. 
Likewise, large businesses can translate their economies of scale into lower costs per unit and may 
be better able to bargain with their suppliers or customers or to win industry price wars.

Because midsize business units tend to lack the advantages of either small or large rivals, many 
choose to become larger or smaller to capitalize on some of the advantages of their competitors. 
Specifically, they may seek to expand their operations (i.e., increase their size) to take advantage 
of scale economies, or they may retrench (i.e., decrease their size) to avail themselves of the advan-
tages possessed by small companies. Either option can be difficult and may not even be feasible, 
depending on various competitive and industry forces.64 Of course, not all midsize businesses per-
form poorly, so top managers in such companies should not aggressively attempt to increase or 
decrease size. Nonetheless, strategic managers should understand the relationships between size and 
performance and consider them when evaluating the specific needs of their business units.
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Assessing Strategies __________________________

Although the distinctions between such strategies as cost leadership and differentiation or 
prospectors and differentiators are readily made in theory, they are not always easy to assign 
in practice. Considering Porter’s typology, cost leadership and differentiation may be viewed 
as opposite extremes on a continuum. Likewise, focus and no-focus can also be seen as 
opposite extremes. Figure 7.1 illustrates this approach with a hypothetical industry containing 
six rivals. Company A is the only focus–low-cost competitor. Companies B and C—generally 
seen as part of the same strategic group—are slightly “less focused” than A; both B and C are 
more differentiated than A, but C is more differentiated than B. Companies D and E—clearly 
members of the same strategic group—employ low-cost (no focus) strategies whereas company 
F follows a differentiation (no focus) approach. Viewing generic strategies as a matter of degree 
enables analysts to illustrate relatively minor distinctions between businesses employing the 
same generic strategy. This approach can also be applied to the Miles and Snow typology with 
prospectors and defenders anchoring ends of a continuum and analyzers in the middle.65

Figure 7.1  Porter’s Generic Strategy Matrix
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Categorizing businesses in such a matrix is not easy and can be somewhat subjective. 
Consider Wal-Mart as an example. Traditionally, the retailer has eschewed a focus approach 
in favor of a one-size-fits-all approach geared at selling to most consumers. Although this 
approach was successful for a while, sales growth in the United States began to decline in the 
early 2000s. In 2006, the retailer began modifying its product mixes in many of its U.S. stores 
to target six groups: (1) African Americans, (2) the affluent, (3) empty nesters, (4) Hispanics, 
(5) suburbanites, and (6) rural residents.66 On the one hand, this move reflects an attempt by 
Wal-Mart to concentrate its efforts on specific markets, an approach consistent with Porter’s 
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focus strategy. On the other hand, however, the six groups identified together comprise the 
majority of the U.S. population, suggesting that Wal-Mart’s competitive strategy does not qualify 
as a focus strategy but rather as a no-focus strategy with some degree of tailoring each store 
to the needs of its clientele. While it might not be appropriate to reclassify Wal-Mart’s strategy 
as a focus approach because of this strategic shift, a modest move toward the focus end of the 
continuum may be warranted. 

In addition, formulating an effective competitive strategy is almost impossible without a 
clear understanding of the primary competitors and their strategies. Specifically, it is important 
to comprehend how rivals compete, what they are attempting to accomplish (i.e., their goals), 
what assumptions they hold concerning the industry, and what their unique strengths and 
weaknesses are relative to others in the industry. Developing this understanding not only helps 
top managers formulate strategies to position a business in the industry but can also help them 
forecast any competitive responses that rivals might make if a major strategic change is imple-
mented (see Case Analysis 7.2).

To analyze all the competitive options available to a business, one needs to understand the strategic approach of competitors. 
Because obtaining detailed information about all competitors is often difficult, a focus on the primary competitors utilizing 
at least one of the business strategy typologies is appropriate. The key here is to understand how different competitors in the 
industry utilize various strategic means to serve customers and pursue profitability. It is helpful to identify how the companies 
are similar and different in their strategic approaches. This insight can help strategic managers predict how competitors might 
respond to a change in strategy.

It is often necessary to refine Step 10 after Step 11 is completed. Because competitive strategy is a relative term, it cannot be 
fully understood without first identifying the range of strategic action present in an industry. For example, the extent to which 
McDonald’s pursues cost leadership relative to its rivals (e.g., Burger King, KFC, Taco Bell) becomes clearer after the strategic 
groups in the industry are identified. 

Many strategic moves are not instituted by businesses when they anticipate a competitor’s activities but rather in response 
to moves that have already been implemented. For example, online hospitality sites Hotels.com and Expedia.com have joined 
a number of franchise hotels with unused capacity to fill extra rooms at discounted rates. As a result, consumers were able to 
secure high-quality accommodations at substantial savings. The hotel chains associated with these franchised units earn sub-
stantial profits from their reservation services and therefore began to restrict franchisees from offering rates at websites lower 
than those offered by the hotel chain’s site. As one executive put it, “If we are not careful, these wholesalers will become . . . so 
big and powerful that we will have to work with them. . . .  And you will have to pay a premium to be on their shelves.”67 

Taking advantage of a competitor’s misfortune is not always easy, however. In a famous 2000 case, Bridgestone’s Fires-
tone unit was forced to recall 6.5 million tires linked to fatal accidents on Ford Explorers in a widely publicized challenge to 
its credibility. Goodyear, however, was unable to meet the sudden increase in demand for its tires and responded by raising 
prices.  Although sales stabilized at Bridgestone in the early 2000s at a market share about 2% lower than before the recall, 
Goodyear’s market share had declined back to its pre-recall levels by 2003. In this instance, Goodyear was unable to respond 
effectively to Bridgestone’s woes.68 

Case Analysis 7.2 Step 11: What Business-Level Strategies Are Presently Being Employed by 
Competitors? 

Global Concerns ______________________________

Identifying the competitive strategy of a business operating in global markets can be a complex 
task because businesses often modify their approaches across borders. Moreover, there is no 
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simple formula for developing and implementing successful business strategies across national 
borders. In 2006, Saks Fifth Avenue announced plans to open the first American department 
store in China—prior to the opening of the 2008 Olympics—but difficulty persuading 
independent fashion designers to work with them and obtaining required government permits 
delayed the project.69 

A popular approach to this global strategy challenge is to “think globally, but act locally.” 
Following this logic, a business organization would emphasize the synergy created by serving 
multiple markets globally but formulate a distinct competitive strategy for each specific market 
that is tailored to its unique situation. Others argue that consistency across global markets is criti-
cal, citing examples such as Coca-Cola, whose emphasis on quality, brand recognition, and a 
small world theme has been successful in a number of global markets. These two approaches 
represent distinct perspectives on what it takes to be successful in foreign markets. Consider 
several examples.

Coca-Cola’s global approach to marketing the popular soft drink has been relatively con-
sistent across borders. Some product differences exist, however, due to availability and cost 
factors. In Mexico, for example, Coke contains readily available cane sugar. In the United States, 
where customers are not believed to perceive a major difference in sweeteners, Coke changed 
to high-fructose corn syrup, a less expensive alternative.70 

Starbucks also rejects the notion that localizing the product line is essential for success. 
Almost all of its products are consistent across global markets. According to former chief operat-
ing officer (COO) Martin Coles, many retailers fail with a globalized product line because execu-
tion is inconsistent. Training and development efforts are important, especially when employees 
in countries where coffee is not a strong tradition must follow specific procedures to produce 
a cappuccino indistinguishable from one served in the United States. For Starbucks, this is an 
ongoing challenge in a number of its global markets, including China.71

Dunkin’ Donuts has also followed a largely global approach, opening 20 stores in 
Moscow in 2010 after retreating in 1999. Coffee has become more popular in the country, but 
few Russians were familiar with donuts prior to Dunkin’ Donuts’ reentry. Several unique fill-
ings were developed for the Russian market, but the traditional coffee-and-donuts product 
mix common in the United States was employed in Moscow with limited changes.72 Dunkin’ 
Donuts opened its first store in India in 2012 and plans to open about 100 throughout the coun-
try by 2017. Dunkin’ faces the same challenges in India; although coffee consumption has 
increased during the past decade, most Indians are unfamiliar with donuts. To address local 
tastes, Dunkin’ Donuts’ Indian menu includes spicy ciabatta sandwiches, mango donuts, and 
Alphonso mango smoothies.73 

Compared to Coca-Cola, Yum Brands takes a more localized approach with its KFC busi-
ness unit. KFC emphasizes chicken in its host country—the United States—but added fish 
sandwiches to menus at its Malaysian outlets in 2006 and other local favorites to Asian stores 
throughout the late 2000s. According to KFC Holdings (Malaysia) executive director and COO 
To Chun Wah, “As much as our customers love our chicken products, they also want a greater 
variety of meat products at KFC. Our market surveys show that our customers want more than 
just tasty, high quality and affordable chicken but are also constantly on the lookout for new 
and interesting things to eat.” This reflects a clear move to localize business strategies along the 
lines of taste. Outlets in Malaysia are not required to carry the fish sandwich if they prefer not to, 
however. Fish sandwiches had already proven to be successful in other Asian markets, such as 
Beijing, Shanghai, and Taipei.74

Yum Brands took localization another step further in 2004 when it launched East Dawning, a 
bright, clean fast-food restaurant in Shanghai. East Dawning operates like Yum’s KFC restaurants 
except that its menu and décor are Chinese. Menu offerings include Chinese favorites such as noo-
dles, rice, soy milk, fried dough, and plum juice. Yum executives hope to turn East Dawning into 
China’s largest fast-food restaurant in the future, although it had amassed only 20 units by 2011.75
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Kraft took a similar approach with Oreo cookies. Instead of producing the American version 
of the icon—white icing surrounded by two chocolate cookies—Kraft tested multiple versions 
and now produces for the Chinese market a long, thin, four-layered cookie coated in chocolate. 
With global revenue accounting for about 40% of its total, Kraft secured the market leadership 
position in China by modifying its product to meet different consumer tastes.76 

Consider Swedish home furnishings designer Ikea. Responding to frugality in the local mar-
ket, Ikea sells many of its products in China at prices well below those in other parts of the 
world. The Beijing store, opened in 2006, is its second largest store in the world, behind Ikea’s 
Stockholm store, and draws an estimated three times as many visitors as its other outlets. Ikea 
has experienced success selling to the growing middle class in China, but at prices that would 
be considered bargains elsewhere in the world.77

The localization perspective can be extended further to micro-localization, customizing 
products and services to suit the taste and needs of diverse consumers across a nation or region. 
Micro-localization is common in India because Indian tastes not only differ substantially from 
those in other markets but are also quite diverse throughout the nation. India’s Barista Coffee 
chain sells south Indian filter coffee on the Bangalore-Mysore highway but offers yogurt-based 
drinks in the north. Indian consumer products company Godrej alters the scents in its Godrej 
No. 1 soap from sandalwood to rose across regions of the country. LG microwaves in the south 
of India come with auto cook options for regional rice-based breakfast foods like idli and upma, 
while those produced in the east are programmed for cooking Bengali fish curry or the mixed 
vegetable dish known as shukto.78 

There is wisdom in both global strategy perspectives—localizing and maintaining con-
sistency across borders—although the most effective approach will depend on the mis-
sion, goals, and characteristics of the organization. Tailoring a business strategy to meet the 
unique demands of a different market can be especially challenging because it requires that 
top managers understand the similarities and differences between the markets from both 
industry and cultural perspectives. Because businesses rarely operate at one extreme or the 
other, in practice these alternative approaches can be viewed as opposite ends of a con-
tinuum. Regardless of choice, there are costs and trade-offs associated with every position 
along the continuum.

Given the intense competition in most markets in the developed world, strategic manag-
ers must remain abreast of opportunities that may exist in emerging economies. This is further 
complicated in a global economy when a firm seeks to offer different products and services—at 
substantially different prices—in different markets. Pharmaceutical companies typically sell the 
same drugs for less in Mexico than in the United States. As a result, many Americans do not see 
these companies in a positive light and some even cross the border to make their purchases at a 
discount. 

In 2005, Renault set out to develop an affordable, no-frills, low-priced car for sale in devel-
oping markets like India. Sales of the vehicle line were lackluster in these markets, but they 
exceeded expectations in developed markets. Renault sold about 685,000 low-cost models in 
2010—about half in Europe with its Dacia brand and the other half in emerging markets with 
low-end Renault models. While the carmaker welcomes the unanticipated surge of low-priced 
cars in developed markets, the extent to which this has cannibalized sales for pricier models 
with higher margins is unclear.79 

In 2010, Google targeted Africa for growth despite the fact that its roughly 1 billion inhab-
itants account for only 4% of the world’s Internet users, and mobile phone and Internet ser-
vice charges are much higher than in developed nations. With an initial focus on Nigeria, 
Kenya, and South Africa, Google aims to convince more African entrepreneurs, students, and 
aid workers to make use of its search, mapping, and mobile phone technologies. While some 
see developmental challenges in Africa, Google sees pent-up demand for connectivity and 
access.80
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Brazil has also enjoyed considerable economic success in recent years. The country boasts 
the largest automobile market in Latin America and passed Germany as the world’s fourth-larg-
est market.81 India has enjoyed considerable growth as well. Some firms have “outsourced” jobs 
in technical areas to India where trained workers are available at considerably lower wages. 
Economic liberalization in the country has invited additional foreign investment into the coun-
try. India’s Tata Motors helped overcome the country’s reputation for poor production quality 
by exporting an estimated 20,000 CityRovers to the United Kingdom in 2004.82 

India, however, has received only a small fraction of the level of foreign investment made 
in China, which boasts the world’s largest population and has been tabbed as a rising world 
economic leader. China entering into the World Trade Organization (WTO), declining import 
tariffs, and increasing consumer incomes suggest a bright future for the nation. China remains a 
mix of the traditional lifestyle based in socialism and its own form of a neo-Western economic 
development. Nowhere is this friction seen best than on the roads of the capital, Beijing, where 
crowds of bicycles attempt to negotiate traffic with buses and a rapidly increasing number of 
personal automobiles. U.S.-style traffic reports have even become pervasive in a country where 
the world’s largest automakers are fighting for a stake in what many experts believe will be a 
consumer automobile growth phase of mammoth proportions.83

When a Western firm seeks to conduct business with one of its Chinese counterparts, 
managers from both firms must recognize the cultural differences between the two nations. 
Recently, a number of consulting and management development organizations in both China 
and the West have been busy training managers to become aware of such differences and take 
action to minimize misunderstandings that can arise from them. For example, Chinese managers 
are more likely than Americans to smoke during meetings and less likely to answer e-mail from 
international partners. In the United States, it is more common to emphasize subordinate contri-
butions to solving problems whereas Chinese managers are more likely to respect the judgment 
of their superiors without subordinate involvement.84

Western manufacturers such as Eastman Kodak, P&G, Group Danone of France, and Siemens 
AG of Germany have already established a strong presence in China. A number of Western res-
taurants and retailers have also begun to expand aggressively into China, including U.S.-based 
McDonald’s, Popeye’s Chicken, and Wal-Mart. As the CEO of Yum, owner of KFC, Pizza Hut, and 
Taco Bell, put it, “China is an absolute gold mine for us.”85 French-based Carrefour has about 170 
stores in China, although rising inflation and supplier problems resulted in a number of closures in 
2011.86 Product mixes in the Chinese stores tend to be similar to those in the domestic market with 
adjustments made for local preferences. For a number of firms, the only attractive prospects for 
growth lie in emerging economies such as China, Brazil, and Mexico.87

Summary

At the business level, top managers determine how the organization is to compete effectively with its rivals. According to 
Porter’s framework, managers must decide whether to focus on a segment of the market—a strategy often appropriate for 
small businesses—and whether to emphasize low costs or differentiation. Each approach has its own set of advantages and 
challenges. Business units may also seek to combine the low-cost and differentiation strategies, although this approach can 
be difficult to implement effectively.

According to Miles and Snow’s framework, managers may select a prospector, an analyzer, a defender, or a reactor strat-
egy. Each of the first three approaches can serve as an effective approach whereas the reactor strategy is a suboptimal choice. 
Top managers should also consider the roles of business size, the strategies of rivals, and opportunities in emerging markets 
when seeking to develop business strategies.
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Key Terms

Business Strategy: A strategy delineating how a business unit competes with its rivals; also called competitive 
strategy.

Business Unit: An organizational entity with its own unique mission, set of competitors, and industry.

Competitive Advantage: A state whereby a business unit’s successful strategies cannot be easily duplicated by its 
competitors.

Differentiation Strategy: A generic business unit strategy in which a larger business produces and markets to the 
entire industry products or services that can be readily distinguished from those of its competitors.

First-Mover Advantages: Benefits derived from being the first firm to offer a new or modified product or service.

Focus-Differentiation Strategy: A generic business unit strategy in which a smaller business produces highly 
differentiated products or services for the specialized needs of a market niche.

Focus–Low-Cost–Differentiation Strategy: A generic business unit strategy in which a smaller business produces 
highly differentiated products or services for the specialized needs of a select group of customers while keeping its 
costs low.

Focus–Low-Cost Strategy: A generic business unit strategy in which a smaller business keeps overall costs low while 
producing no-frills products or services for a market niche with elastic demand.

Generic Strategies: Strategies that can be adopted by business units to guide their organizations.

Intrapreneurship: The creation of new business ventures within an existing firm.

Low-Cost–Differentiation Strategy: A generic business unit strategy in which a larger business unit maintains 
low costs while producing distinct products or services industry-wide for a large market with a relatively inelastic 
demand.

Low-Cost Strategy: A generic business unit strategy in which a larger business produces, at the lowest cost possible, 
no-frills products and services industry-wide for a large market with a relatively elastic demand.

Micro-localization: Customizing products and services to suit the taste and needs of diverse consumers across a 
nation or region. 

Multiple Strategies: A strategic alternative for a larger business unit in which the organization simultaneously employs 
more than one of the generic business strategies.

Process Innovations: A business unit’s activities that increase the efficiency of operations and distribution.

Product Innovations: A business unit’s activities that enhance the differentiation of its products or services.

Quality: The features and characteristics of a product or service that allow it to satisfy stated or implied needs.

Strategic Group: A select group of direct competitors who have similar strategic profiles.

Structural Innovations: Modifying the structure of the organization and/or the business model to improve 
competitiveness.

Value Innovations: Modifying products, services, and activities in order to maximize the value delivered to 
customers.
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Review Questions and Exercises

1. What is the difference between a corporate strategy and a business strategy?

2. Identify the generic business strategy configurations available to strategic managers according to Porter’s 
typology.

3. Is it possible for a business to differentiate its outputs and lower its costs simultaneously? Explain.

4. Identify the generic business strategy configurations available to strategic managers according to Miles and 
Snow’s typology.

5. How are the business strategy typologies by Porter and those by Miles and Snow similar? How are they 
 different?

6. Why might one expect the performance level of midsize business units to be lower than the performance 
level of either small or large business units?

Practice Quiz

True or False? 

 1. The focus-differentiation strategy emphasizes low overall costs while serving a narrow segment of the market.

 2. Businesses that employ the focus strategy produce and market to the entire industry products or services 
that can be readily distinguished from those of their competitors. 

 3. The combination strategy can also be referred to as multiple strategies. 

 4. There is no advantage to the reactor strategic type.

 5. The generic strategy typologies developed by Porter and Miles and Snow possess both similarities and 
 differences.

 6. Midsize businesses tend to be outperformed by their smaller and larger counterparts.

Multiple Choice

 7. Businesses adopting the same generic strategy are referred to as  __________.

A  low-cost businesses

B. differentiated businesses

C. a strategic group

D. none of the above

 8. A no-frills product targeted at the market at large is consistent with the __________.

A. low-cost strategy

B. differentiation strategy

C. focus strategy

D. none of the above 

 9. Which of the following is not a key advantage of the low-cost–differentiation strategy?

A. It enables the business to compete from a cost leadership position.

B. It is easier to implement than either the low-cost or differentiation strategy.
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C. It allows the business to distinguish its products from the competition. 

D. It offers the prospects of high profitability.

10. Modifying the structure of the organization and/or the business model to improve competitiveness is consist-
ent with __________.

A. the low-cost strategy

B. the focus strategy

C. the differentiation strategy

D. the low-cost–differentiation strategy

11. Analyzers __________.

A. seek first-mover advantages

B. control a distinct segment of the market

C. display some of the characteristics of both prospectors and defenders

D. none of the above

12. Emerging markets are often more attractive than developed ones because __________.

A. competition is not as intense

B. consumer incomes in emerging markets are not a concern

C. the infrastructure in emerging markets is already developed

D. none of the above
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Growth Through Focus: A Blueprint for  
Driving Profitable Expansion
Rather than seek increased revenues and profits by expanding products and markets, companies 
should follow a seven-step strategy for achieving more with less.

by Sanjay Khosla and Mohanbir Sawhney

Faced with economic headwinds, many global corporations are struggling to grow their businesses profitably. 
In the consumer packaged goods business, for example, the worldwide recession has hurt premium brands as 

consumers have traded down to cheaper brands, private labels, or generics. In the retailing business, same-store 
sales are flat or declining for numerous companies. Meanwhile, many business leaders continue to seek growth 
by extending their existing product lines and brands, as well as by entering new geographic regions. After all, 
growth is supposed to be about “more”—more products on the shelf, more categories, more brands, and more 
markets.

However, this approach is exactly the opposite of what business leaders should do to drive increased rev-
enues and profits. A typical “growth through more” strategy diffuses the organization’s efforts. It increases the 
complexity of the organization and its operations. We have found that “growth through less,” or more precisely 
“growth through focus,” is the best prescription for growth, regardless of the economic environment. This con-
clusion is based on our own experience in three well-known companies—Kraft Foods, Unilever, and Fonterra 
Brands (a dairy products business based in New Zealand)—on three continents over 10 years. In all three cases, a 
deliberate strategy of focusing on a few markets, brands, and categories produced impressive revenue and profit 
expansion. We have learned that seemingly mature businesses can be energized by making fewer but larger bets 
and by focusing relentlessly on executing a simple but powerful vision.

Growth through focus is not as easy as choosing what strategic bets to make. Rather, it requires the leadership 
team to follow a systematic approach that spans everything from strategy and vision to execution and measure-
ment. We propose a framework that consists of seven steps that an organization must go through in its quest for 
growth through focus. Our framework is grounded in three key ideas: focus in strategy, simplicity in communica-
tion, and empowerment in execution.

Growth and the Winemaker’s Logic _________________________

To understand the logic behind growth through focus, consider what winemakers know about getting the best 
out of grapevines. Grapevines are very vigorous. With abundant water and nutrients in the soil, they tend to grow 
into large, leafy plants. However, overly vigorous vines produce lower-quality wine and smaller crops. When 
growing conditions are too rich, grapevines grow more leaves and become tangled. Leaves take nutrients away 
from grapes, which contain the seeds for future growth, and create shade, which inhibits ripening. To improve the 
quality of grapes, winemakers carefully prune grapevines and remove excess bunches of grapes to reduce yields. 
The remaining bunches ripen more fully and ultimately produce more concentrated wine.

Many companies, in effect, behave like inattentive vintners. Growth initiatives are often overstimulated with 
money and leadership attention. The result is lots of activity and a large number of growth projects, and this 
activity often does not correlate with outcomes. Quantity does not mean quality. To improve the quality of 
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growth, business leaders need to cut back on marginal products, brands, and markets so that they have a better 
chance of winning in their chosen areas of focus.

Following the winemaker’s logic, company leaders must overturn conventional thinking about how to man-
age the organization, processes, and people for growth. (See the exhibit.) For example, a conventional core belief 
about growth is that companies need to extend their product lines and brands and to expand their categories and 
markets. Leaders hope that the more arrows they have in their quiver and the more targets they have to shoot at, 
the more bull’s-eyes they will score. But in reality, growth often comes from fewer but stronger arrows aimed at 
fewer targets. The engines of growth are focus (fewer brands, fewer categories, and fewer markets) and simplicity 
(simple vision, simplified execution, and simpler organizational designs). Conventional thinking also assumes that 
although complexity adds cost and makes the organization less agile, it is inevitable in a large global company. 
But complexity is an avoidable enemy of growth if you know what you are doing.

The logic of growth through focus also suggests a very different view on planning and leadership. Many 
companies tend to make long-term strategic plans, but they often have a short attention span in execution. CEOs 
and business leaders get seduced by doing something new and different well before the strategy has had time to 
play out. We recommend the reverse: Plan quickly and then stay the course for a long time, as long as five years. 
Leaders should resist the temptation to change strategies too often.

Contrasting the Conventional Approach with the Growth through Focus Approach

Conventional Approach Growth Through Focus Approach

Core Belief Growth is about doing more—more 
arrows and more targets

Growth is about doing less—fewer but 
stronger arrows

Growth Drivers Extensions [products, brands] and 
expansion [markets, segments]

Focus [brands, categories, markets] and 
simplification [vision, process, people]

View on Complexity Complexity is inevitable Complexity is the enemy

View on Planning Plan longer, act shorter Plan shorter, act longer

View on Time Frame Several years, emphasis on 
blockbuster successes

Immediate, emphasis on quick wins

View on Leadership Leaders as visionaries who know the 
answers

Leaders as facilitators who inspire their 
people to discover the answers

View on Resources Conserve resources: the budget as 
constraint

Unconstrained resources; imagination as 
constraint

View on Organizing Organize growth teams within the 
boundaries of business units and 
hierarchy

Form networked teams and communities 
that cut across organizational boundaries 
and hierarchy

View on Process Focus on analysis [the “what”], 
emphasize words and numbers, have 
structured meeting agendas

Focus on action [the “now what?”], 
emphasize pictures and slogans, have 
unstructured meetings

Source: Sanjay Khosla and Mahanbir Sawhney
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Seven Steps in Growth through Focus _______________________

Our experience suggests that growth through focus requires the organization to progress systematically through a 
set of seven steps: discovery, strategy, vision, people, execution, organization, and metrics. Taken together, they 
represent a powerful formula for driving profitable growth.

1. Discovery: Figure Out What Works
Science fiction author William Gibson observed, “The future is already here. It’s just not very evenly distributed.” 
And so it is with excellence. All large companies have pockets of excellent growth performance. The first step in 
the growth journey is to discover what is working well and where the company is already winning. These pockets 
of excellence help identify focus areas for growth. An effective way to uncover what works is to conduct a series 
of workshops with the top leaders from the company.

At Unilever’s Lipton beverages business, the process began at Colworth House, the company’s R&D center in 
the United Kingdom. The top 100 leaders of Unilever beverages from around the world were invited to a work-
shop in 2000, whose agenda was to build upon what was working well in specific markets and to scale the suc-
cess across other geographies. One year later, this was followed by a “10 in 10” workshop in Brussels to discuss 
how to achieve sales of US$10 billion within 10 years in these markets and to imagine the future of Lipton as seen 
through the eyes of Unilever’s major competitors.

In Kraft Foods’ international business, the growth process kicked off in 2007 with seven workshops in six 
locations around the world, each including about 20 of the company’s regional business leaders. The agenda 
was open-ended, with the top leaders taking a backseat to prevent their rank from impeding the flow of ideas 



chapter 7   Business Unit Strategies 211

and insights. An external facilitator ensured that collective experience was gathered objectively. The workshops 
focused on what worked rather than on what did not work, because it is easier to build on what is working than 
to fix what isn’t working. To ensure a customer focus, workshops included extensive immersion with consumers 
and customers to provide insights into behavior, needs, and problems. This kind of immersion generates insights 
in ways that quantitative market research never can.

A few themes began to emerge from the workshops. Kraft Foods had excellent people, but their insights and 
ideas had been getting lost because of geographic dispersion, and their potential was not being fully realized. 
The company’s iconic brands had been built over many years, but several were underperforming. The planning 
process had tended to focus internally instead of externally, and had looked backward rather than forward. There 
was a lot of emphasis on analyzing what happened instead of figuring out what needed to be done. The conclu-
sion was clear. The company urgently needed to establish clear priorities and accountability at a global, regional, 
and local level.

At the outset, the discovery process should be inclusive and democratic. It is important to involve key stake-
holders within the company, particularly those who can make a valuable contribution and those who have the 
influence to get the masses of employees behind them. In addition, great insights often come from engaging with 
suppliers, creative and media agencies, and consultants who have worked with the company for a long time. On 
the other end of the spectrum, it is also important to listen to people who push back—and to manage dissent. As 
the process goes on and the framework and vision are agreed upon, debate on the strategic framework should 
cease and the emphasis should switch to execution.

2. Strategy: Focus through Lenses
The discovery process produces a set of success themes. In the second step, these themes need to be clustered 
and prioritized to define the focused bets that the company should make. Narrowing the focus is essential in order 
to concentrate resources on areas where the company has the best chances of winning. To take an analogy from 
photography, sharpening the focus on an object requires a telephoto lens that homes in on the subject while 
 de-emphasizing background objects. Similarly, we have found that strategic focus requires lenses through which 
a company can look at its businesses. Lenses can be categories that the company is doing well in, brands that are 
performing well, geographies that are doing a stellar job, and platforms (like wellness or bone health in health-
care) that can serve to unify the company’s products and brands.

Consider the experience at Fonterra Brands. Through the discovery process, the company used two lenses—
a product platform and a distribution channel. Using the platform lens, Fonterra identified osteoporosis as a key 
platform to bet on, based on its expertise in bone-health products. To pursue leadership on this platform, Fonterra 
entered into a partnership with GE Healthcare’s Lunar business to tackle the growing global health problem of 
osteoporosis using Fonterra’s Anlene bone-health products and GE Healthcare’s bone density technology. The 
partnership’s first initiative was the Anlene Bone Health Check, which provided free bone density screenings to 
millions of people in nine countries in Asia.

Using the second lens, Fonterra bet on the food-service channel as a key to its future growth. The outcome 
was a focused business called Fonterra Foodservices, which offers a complete suite of dairy products and tailored 
solutions for food-service professionals. Focusing through the distribution channel lens led to the strategy of creat-
ing a single “cow to customer” integrated business.

During the focusing process, each lens may produce several possible opportunities. These opportunities should 
be prioritized according to two criteria: the expected impact of the initiatives and the effort required. This exercise 
should result in a one-page preliminary plan that lists priorities for each lens. This preliminary plan should then go 
through several rounds of iteration with the input of key stakeholders. To improve the framework’s odds of adop-
tion, it is important to involve as many of these stakeholders as possible in “owning” the outcome.

Once you find out what works, you can focus on it and scale the success to other markets, products, and 
brands. In the Unilever workshops, the company discovered that Lipton Portugal and Lipton Arabia were 
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performing consistently well over time. Diving deeper into the reasons for this standout performance, the com-
pany found an interesting theme. In both markets, Lipton had been successful because it competed in the broad 
beverages market rather than limiting itself to the tea category. Further, in these markets, Lipton had done an 
excellent job of adapting its products to local tastes. For instance, Portugal had a successful iced tea business, 
whereas Arabia represented a successful hot tea market, despite the fact that Arabian countries have hot climates. 
The idea of taking a broader view of the business while remaining relevant to local tastes could be applied to 
Lipton’s other markets and categories.

3. Vision: Find a Simple Hook
Once the focus areas have been defined, the findings need to be summarized in a compelling yet simple vision. 
The vision serves as a rallying cry for the organization to align its efforts behind a clearly understood goal. Too 
frequently, the business strategies of large corporations are poorly understood outside the corporate headquarters 
and beyond the senior leadership of the company. To get everyone in the organization behind the strategy, it is 
vital to communicate the strategy across all levels and functions in the organization. This is the role that the vision 
plays.

To make the vision compelling yet easy to understand, we recommend creating a “hook.” The hook should be 
kept consistent over time and across customer touch points. It can be a color, a number, an acronym, a phrase, or 
a symbol. At Fonterra, the rallying cries were “Winning through Brands” and “Dairy for Life.” The vision embod-
ied two themes: farmers’ pride (Fonterra is a cooperative owned by farmers) and the company’s emphasis on 
natural products, captured through the blue and green color of the company’s logo and merchandising. At Kraft 
International, the vision was expressed in numbers—“the 5-10-10 strategy,” which meant winning by focusing on 
five categories, 10 brands, and 10 markets. At Lipton, the vision was “Paint the World Yellow with Lipton.” The 
brand’s characteristic color signified brightness and sunshine, and stood for a broader Lipton beverage experience 
than just a cup of tea.

Once a vision is chosen, it needs to be launched with a bang through a seminal event designed to inspire 
the team. For Kraft Foods’ international business, the top 100 leaders were brought together on the 99th floor 
of the Willis (formerly Sears) Tower in Chicago in May 2007. The event kicked off with awards for teams 
around the world that recognized great work in various categories. Awards can set a positive tone, instill a 
can-do  attitude, and make people feel like winners. At Lipton, the kickoff event was held at Colworth House, 
the  18th-century mansion at Colworth Science Park, where everything was painted yellow—including the 
lawn in front of the building. The theme “Paint the World Yellow with Lipton” was brought to life through 
winning  stories from successful markets.

In communicating the vision, pictures are often worth a thousand words or PowerPoint slides. Simple visu-
als that depict the “from–to” journey can serve as powerful communication tools. Lipton used two visuals to 
bring the transformation journey to life—a picture of Audrey Hepburn, representing the Lipton brand as it was 
(classic, aristocratic, reserved), and a picture of Cameron Diaz, representing the new Lipton (bright, sunny, 
vibrant).

4. People: Unleash the Potential
Once the vision and strategy have been defined and powerfully communicated, the next step is to find the 
right people and to place disproportionate resources in their hands. The right people need to be placed in all 
 functions—supply chain, R&D, marketing and sales—to ensure that you have the skills to win. Selecting those 
people requires a rigorous process of matching skills with the needs of the business. For instance, if the strategy 
involves focusing on a specific channel or set of brands, you need to find people who have expertise in the rel-
evant channels and brands and put them in charge.
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In Kraft Foods’ international business, significant changes were made in the top leadership. Less than two 
years after launching the transformation initiative, two-thirds of the top 30 leaders were new to their roles. Many 
of the new leaders came from within Kraft Foods. Some were hired externally, and some came from the success-
ful acquisition of Groupe Danone’s biscuit business in November 2007. Similarly, at Lipton, a number of managers 
were hired from leading companies in the beverage industry (Coke, Pepsi, Schweppes) to augment the traditional 
grocery skills within Unilever.

Once new leaders are appointed, they need to be given the freedom to operate within the strategic framework 
so that their potential can be truly unleashed. Leaders should be challenged to act as entrepreneurs within large 
companies that have traditionally been perceived as process-driven and bureaucratic. In our experience, the big-
gest enemy of creativity and imagination in large companies is the budget. Resource constraints, real or perceived, 
limit the imagination of business leaders and prevent them from thinking creatively. To liberate people from these 
constraints, we recommend a counterintuitive approach: Give people huge targets and empower them with vir-
tually unlimited resources. The targets should represent a quantum leap from historical results. Although it may 
seem that unlimited resources would encourage profligate spending, business leaders have a strong incentive to 
spend wisely, because they do need to deliver profits and margins, not just revenue increases. When leaders are 
asked to act like owners, they behave with an amazing sense of responsibility and often arrive at sensible trade-
offs among risks, rewards, and resources. It is important that leaders not be penalized for failure unless they con-
sistently fail to learn from experience.

Unleashing the potential of people also involves identifying and nurturing tomorrow’s growth leaders. During 
Kraft Foods’ transformation journey, a formal program called the Winners’ Circle was created to recognize and 
reward performance and potential in the international business. This program was designed after benchmark-
ing against some of the world’s best companies. Rising stars from around the globe were nominated through a 
rigorous selection process, and the Winners’ Circle members were inducted into a leadership program designed 
to build their capabilities. Today, their career progress is carefully monitored and they are selected for challeng-
ing growth assignments across the company. The program has generated tremendous buzz within Kraft Foods 
because of its richness and depth.

5. Execution: Clarify and Delegate
With the discovery, strategy, vision, and people in place, the next challenge is execution. This is the most impor-
tant step in the journey, and it is also the most difficult. Execution has two key elements. First, everyone needs to 
be clear about who will do what, to avoid ambiguity about roles and responsibilities. Second, decision making 
needs to be moved closer to customers and consumers so that the people responsible for results have the oper-
ating freedom they need. Most organizations have a mistaken conviction that the leadership team has superior 
knowledge on every subject. This belief conditions managers to assume that success lies in pleasing the leader-
ship team rather than in winning in the market.

Kraft Foods found that the organization had become such a complex matrix that accountability was frag-
mented across functions, markets, and business units, yet decision making had become highly centralized. 
Decisions such as product pricing were being made at corporate headquarters, which took longer and excluded 
the rich knowledge and context of local markets. Even such routine decisions as the pricing of coffee in Germany 
were made at the corporate headquarters in Northfield, Ill.! This was changed to give business leaders the free-
dom to make decisions that would allow them to compete effectively in their markets. The role of corporate head-
quarters was made more strategic and less operational. Certain decisions involving food safety and purchasing 
were still kept centralized because they had to be made on a large scale, as opposed to those that demanded inti-
macy with local consumers and customers. These changes have had a profound effect in making the organization 
more nimble.

To accelerate execution, we recommend a strong bias for action. Business leaders should demand a dra-
matic reduction in internal documents and meetings. In our experience, too many meetings and documents foster 
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analysis paralysis, promote internal focus versus external focus, and emphasize the past over the future. Much of 
the documentation is generated to please senior management, with endless hours spent on “wordsmithing” and 
editing. For the most part, we suggest a “no PowerPoint” policy in presentations; meetings are often far more pro-
ductive if they focus on discussion based on pre-reading. Numbers may help tell the story, but too often, we find 
that numbers become the story and the big picture gets lost.

6. Organization: Build Collaborative Networks
Growth initiatives rarely fit within organizational silos of function, geography, and business unit. Rather, they need 
to be managed by creating communities and networks across the company, formal as well as informal. At Kraft 
Foods, certain networks, such as R&D, have always been strong. However, as business units were pushed to take 
P&L responsibility, it was important to set up collaborative networks to ensure that the best people with the best 
ideas were connected to leverage expertise and scale. Kraft Foods set up global category teams consisting of exec-
utives drawn from different functions and geographies to manage global brands, innovation, and supply chains 
across markets. Each team follows the approach that works best for its brand or category in terms of what needs 
to be done by whom, globally or locally.

Consider the example of Oreo cookies, one of Kraft Foods’ billion-dollar brands. Oreo was a strong 
brand in the United States but had historically been weak in the rest of the world. One reason was the 
assumption that what was good for Oreo in the U.S. was also good in China, the U.K., and elsewhere. The 
company learned from experience that this was not the case. To grow the brand in China, Oreo cookies 
were made less sweet to suit local consumer tastes. Oreo packages were made smaller, and new forms, like 
wafers, were introduced. Heavy emphasis was placed on local promotions and on-the-ground marketing 
activities unique to China. This localization, however, was carried out within the global brand positioning 
for Oreo. After implementation of the new strategy, Oreo became the market leader in China, and the Oreo 
business outside the U.S. began growing about 30 percent per year. Through the global category teams, Kraft 
Foods now has an energized, highly motivated community of employees around the world who sleep and 
dream Oreo.

This approach of matching skills with priorities and connecting communities to get the best mix of global and 
local ideas, within a clearly defined strategy, has a powerful effect in leveraging scale and expertise.

7. Metrics: Manage Numbers and Tell Stories
As the execution and organization processes get under way, it is important to keep score. Scorecards should be 
objective, and they should be kept simple. Overly complex metrics take attention away from the measures that 
really matter and can obfuscate execution priorities. At Kraft Foods, Chairman and CEO Irene Rosenfeld asked 
that the businesses create a one-page scorecard system that included three key measures—sales, profits, and cash 
flow. These three measures were made the basis for bonuses to all employees. This simple scorecard dramati-
cally reduced reporting complexity and created clear accountability for results. Kraft Foods’ international business 
also uses a single-page scorecard to monitor the progress of the 5-10-10 strategy. Simplicity begets focus, because 
everyone knows what numbers the executives are looking at.

Managing growth requires a focus on numbers, but numbers alone are not enough. Storytelling is a powerful 
tool for propagating the culture of winning in the organization. A conscious effort should be made to write up and 
disseminate success stories from around the world. Leadership should make it a point at every large internal meet-
ing to put successful people on the stage to share their stories with their colleagues. Success stories become part 
of the culture, and successful people become heroes in the eyes of their peers and managers. Moreover, highlight-
ing the achievements of successful teams creates “positive shame”; the teams that are not on the stage feel strong 
peer pressure. This positive pressure is far more effective than the “negative shame” that would be created if the 
less-successful teams were berated in reviews.



chapter 7   Business Unit Strategies 215

Avoiding the Traps _______________________________________

With any transformation initiative, there are pitfalls to avoid and hurdles to overcome on the way to success. Here are a 
few to keep in mind in implementing growth through focus.
One common pitfall is to seek to build scale before fixing underlying problems. In choosing the markets and 
categories to focus on, for example, it is easy to get seduced by the size of the opportunity. Most large companies 
covet the hundreds of millions of consumers in emerging markets such as China, India, and Brazil. And they 
quote the minuscule per capita consumption of their products as an indicator of vast untapped potential. To 
convert potential into actual revenues and profits, however, you first need a business model that works. You 
must have the distribution reach, the supply chain, the manufacturing capabilities, and the right products before 
you can scale the business. Kraft Foods was in China for many years and had set ambitious targets that it did not 
achieve. In reality, the model was not working and the business was losing money. Scaling up the model simply 
made things worse. To fix this problem, Kraft Foods redesigned its business model, integrated its business with 
the acquired Danone biscuits unit, and got the appropriate talent on the ground. Only then did Kraft Foods’ 
business in China begin to grow and make money.

Another potential trap in implementing growth through focus is neglecting or mismanaging the parts of the 
business that do not fall within the core focus areas. This is the “tail” of your business—products, brands, catego-
ries, and markets that do not make it to the priority list. Consider, for example, the brand portfolio. Most large 
companies have hundreds of brands, but only a few will make it to the priority list. So what should you do with 
the rest? Simply cutting off the tail can be disastrous, because the decline of the tail is often faster than the growth 
of the core. Further, the non-core businesses often have fixed costs that are linked to the core businesses. Finally, 
cutting and divesting can have a huge demoralizing effect, because people often have strong emotional ties to 
some of these businesses.

What you need is a clear plan to manage the tail. We find it helpful to cluster the non-core businesses into two 
buckets—“milk or divest” and “local jewels.” The two buckets need very different management approaches. The 
first category includes businesses that do not make money and have no hope of making money, despite repeated 
promises of future turnarounds. These need to be divested over a defined time frame. Fonterra Brands exited mar-
kets such as Mexico and Egypt where the business had not performed well for some time, which freed valuable 
resources that could be redeployed to grow the core businesses. Local jewels are successful local businesses that 
can be retained in the portfolio but managed at arm’s length by local teams, leaving the global teams to focus on 
the core businesses. At Kraft Foods, the company found a number of such jewels that are now managed locally, 
but still help to provide scale in manufacturing and distribution. These businesses should be left to determine their 
own destiny but should be held accountable for revenues, margins, and cash flow.

Too often, when companies rationalize and focus, they slash expenses across the board. Two areas that 
take the brunt of cost cutting are people-related expenses (recruitment, training, travel) and brand advertising. 
However, talent and brands are the two most valuable assets for driving growth. We recommend increasing 
investments in hiring and developing talent, even ahead of the company’s needs. We also recommend increas-
ing investments in building brands. The good news is that the growth-through-focus approach yields significant 
cost savings through elimination of management layers, reduction of overhead, and elimination of marginal busi-
nesses. Focus frees up resources that can be used to invest in the future.

Once a strategic direction has been established, it is important to stay the course until the strategy has 
been fully implemented. We find that large companies suffer from “corporate attention deficit disorder”—
they tend to search for new strategies every few years, particularly after a change in leadership. But growth 
through focus requires patience and perseverance. In our experience, the transformation process takes as 
long as five years to play out. Leaders should resist the temptation to go for the “next big thing” in strategy 
peddled by management consulting firms and management gurus. Change for the sake of change merely 
produces a loss of momentum.
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Finally, keeping a positive tone is vital to the success of growth through focus. It is very easy to slip into a 
negative spiral that can destroy morale and derail the transformation initiative. Although you do need to face the 
facts and make the difficult decisions, it is important to keep a positive tone and to promote a can-do attitude 
among employees. The energy that comes from winning is infectious. It inspires people to achieve goals that they 
have never before considered possible. Leaders should act as evangelists and cheerleaders, spreading the positive 
energy and making sure the teams are having fun at winning.

The sun generates a tremendous amount of energy, but it gives us only a warm glow. By contrast, a laser 
beam that uses a few kilowatts of energy can cut through metal. Such is the power of focus. If you are running a 
large global business with a big portfolio of brands, products, and markets, adding to your portfolio is likely to 
create more complexity than growth. To win in your businesses, you must harness the power of focus. By follow-
ing the seven steps in our blueprint, business leaders can drive profitable growth even in difficult economic times.  

Building Scale For Focus:  
A Tale Of Two Acquisitions ________________________________

Growth through focus involves a reduction in the number of products, categories, brands, and markets that 
the company should focus on. But it also demands an increase in the scale of the businesses that the company 
chooses to focus on. Scale can be generated by building on the brand and product assets that the company has 
in its portfolio through organic growth. However, organic growth may not be enough to get to the required 
scale, particularly when the company is betting on markets or categories in which it is not a market leader. 
Further, in some emerging markets, building distribution networks from scratch is a Herculean task. This is where 
acquisitions play an important role in the growth-through-focus approach. They can help the company acquire 
scale in its chosen domains. The acquisition strategy should be driven by the focus strategy, and a clear logic 
should link the acquisition to the strategic framework for growth.

Consider Kraft Foods. The company had chosen biscuits and chocolates as two of the categories it wanted to 
focus on. It had also determined that markets like India, China, Brazil, Russia, and Mexico would be important for 
the company in the future. However, it lacked the scale, the brands, and the distribution networks it needed to 
compete globally in these categories and these markets.

Using this focus strategy, Kraft Foods identified two key acquisitions—the global biscuit business of Groupe 
Danone and Cadbury PLC, the U.K.-based confectionery company. In November 2007, Kraft Foods acquired the 
global biscuit business of Groupe Danone for US$7.8 billion. After this acquisition, Kraft Foods’ biscuits busi-
ness accounted for 20 percent of the company’s revenue and catapulted Kraft Foods into the leading position 
in this category across the world. More importantly, it gave Kraft Foods an engine for faster growth in emerging 
markets. And in February 2010, Kraft Foods completed the acquisition of Cadbury for $19.5 billion, which has 
made the company a global powerhouse in snacks, confectionery, and quick meals. Kraft Foods now has access 
to Cadbury’s strong international distribution networks, which will allow it to penetrate deeper into emerging 
markets.

The focus lenses chosen in the second step of our approach can be used to identify and prioritize acquisition 
targets. In the case of Kraft Foods, the Danone biscuits and Cadbury business were attractive targets because they 
represented a triple win on the 5-10-10 scorecard—priority categories, strong brands, and strong presence in the 
key markets that Kraft Foods had decided to focus on. Further, these acquisitions brought in talent and a diversity 
of culture that will be a powerful asset for Kraft Foods as it grows its international business.

—S.K. and M.S.

    Reprint No. 00034   
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Corporate- and business-level strategies can only be successful if they are supported 
by strategies at the business unit’s functional levels, such as marketing, finance, pro-

duction, purchasing, human resources (HR), and information systems (IS). Each functional 
area should integrate its activities with those of the other functional departments because a 
change in one department can affect both the manner in which other departments operate 
and the overall performance of the business unit. The extent to which all of the business 
unit’s functional strategies integrate can determine the effectiveness of the unit’s busi-
ness- and firm-level strategies. Although it has more of a day-to-day, practical connotation, 
the term tactics is often used to refer to strategic considerations at the functional level.

Functional and business strategies can overlap in terms of emphasis, but there are several 
key distinctions between the two levels. Functional strategies address a shorter time span and 
are much more specific than business strategies because they focus on strategy execution. For 
example, if a business strategy has a 3-year horizon, functional strategies or tactics may be 
developed on a quarterly or semiannual basis. Moreover, business strategies are usually devel-
oped by top executives in the business unit while functional strategies are typically crafted by 
departmental managers who are responsible for implementing them. 

Functional or tactical strategies are formulated after the corporate and business strategies 
have already been established. However, considering the capabilities of functional areas while 
higher level strategies are being debated is a good idea. For example, an airline considering 
expansion through additional international routes should consider factors such as the need for 
additional personnel and the organization’s ability to finance additional airplanes before settling 
on the expansion plan as the preferred strategic option.

Unfortunately, managers in each functional area may not fully appreciate the interrelation-
ships among the functions. Marketers who do not understand production may promise custom-
ers product features that the production department cannot readily or economically integrate 
into the product’s design. Production managers who do not understand marketing may insist 
on production changes that result in relatively minor cost changes but fail to satisfy customer 
needs. For this reason, managers in all functional areas should understand how the areas should 
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integrate, and they should work together to formulate functional strategies that fit together and 
support the corporate- and business-level strategies.

This chapter examines functional strategies in the areas of marketing, finance, production, pur-
chasing, HR, and IS. Although the relationships among functional strategies are not always clear, 
Table 8.1 summarizes the way functional strategies typically integrate with the business strategy 
using Porter’s cost leadership and differentiation strategies discussed in the previous chapter. 

Table 8.1  Integrating Business and Functional Strategies1

Strategy Low-Cost Differentiation Low-Cost–Differentiation

Marketing Emphasize low-cost 
distribution and low-
cost advertising and 
promotion.

Emphasize differentiated 
distribution and advertising 
and promotion on a large 
scale.

Emphasize differentiated 
distribution and advertising and 
promotion on a large scale at 
the lowest cost possible.

Finance Lower financial costs by 
borrowing when credit 
costs are low and issuing 
stock when the market is 
strong.

Emphasize obtaining 
resources and funding 
output improvements or 
innovations even when 
financial costs may be high.

Emphasize obtaining 
resources and funding output 
improvements or innovations at 
the lowest possible cost.

Production Emphasize operation 
efficiencies through 
learning, economies of 
scale, and capital-labor 
substitution possibilities.

Emphasize quality in 
operations even when the 
cost of doing so is high.

Emphasize quality in operations 
when the cost of doing so is 
relatively low.

Purchasing Purchase at low costs 
through quantity 
discounts. Operate 
storage and warehouse 
facilities and control 
inventory efficiently.

Purchase high-quality 
inputs—even if they cost 
more. Conduct storage, 
warehouse, and inventory 
activities with extensive 
care—even if costs are 
higher.

Purchase high-quality inputs 
but only if costs are low. 
Conduct storage, warehouse, 
and inventory activities with 
care but only if costs are 
relatively low.

Research and 
Development

Emphasize process 
research and 
development (R & D) 
aimed at lowering costs of 
operation and distribution.

Emphasize product/service 
R & D aimed at enhancing 
the outputs of the business.

Emphasize both product/
service R & D, as well as 
process R & D.

Human Resource 
Management

Emphasize reward 
systems that encourage 
cost reductions.

Emphasize reward systems 
that encourage innovation.

Emphasize reward systems that 
encourage cost reductions and 
innovation.

Information 
Systems

Emphasize timely and 
pertinent information on 
costs of operations.

Emphasize timely and 
pertinent information on the 
ongoing processes that yield 
unique products/services.

Emphasize both timely and 
pertinent information on costs 
of operations and innovation 
processes that are meant to 
yield unique products/services.
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This chapter is organized along functions. In practice, however, many of the issues discussed 
herein are cross-functional and therefore concern more than one functional area. Production 
warranties, for example, are a key concern for both the production and marketing departments. 

Marketing ___________________________________

The competitive strategy and the marketing functional strategy are tightly intertwined. 
Traditionally, marketing has been dissected into four dimensions or “four Ps”: (1) price,  
(2) promotion, (3) product/service, and (4) place (i.e., channels of distribution). The particular 
generic strategy adopted by the business unit influences how these various dimensions are 
planned and executed. The emphasis on marketing—most notably the notion of customer 
orientation—continues to gain prominence and places a high level of importance on marketing 
strategies that support the firm and business strategies.2 From a competitive standpoint, 
marketing is arguably the most critical of the functional strategies and should be considered 
early in the development of the business strategy.

Pricing Strategies
Business units that compete with the low-cost generic strategy produce basic, relatively undiffer-
entiated outputs and often offer low prices. Wal-Mart, for example, is known for its highly effective 
high-volume, low-cost strategy. Even Internet powerhouse Amazon.com has sought to follow the 
Wal-Mart model, cutting prices whenever possible in an effort to gain economies of scale (intro-
duced in Chapter 4 and discussed in greater detail later in the chapter) through high volume.3

Motel 6 also incorporates such a strategy, offering clean and comfortable, low-priced rooms. 
Founded more than 40 years ago, Motel 6 minimizes costs by offering few services, such as res-
taurants or conference rooms. Its simple brand name, Motel 6, even conveys the impression of 
economy services. Consistent with its no-frills outputs, each Motel 6 offers rooms at daily rates 
at or below other nearby chain motels. Promotional efforts—primarily radio spots with limited 
television and billboards—are relatively limited and attempt to convey to the traveling public 
that Motel 6 offers satisfactory economy lodging.4

Businesses that use the generic strategy of low-cost differentiation must market quality prod-
ucts and services that are distinguishable from the outputs of their competitors.5 For example, 
Hampton Inn offers larger rooms with better-quality furnishings than Motel 6, along with ameni-
ties such as a free breakfast buffet, a swimming pool, and conference rooms. The brand name 
Hampton Inn is intended to convey the impression of quality and value. Average to slightly 
above average prices are charged for rooms, depending on the competitive situation, and pro-
motional efforts connote a differentiated quality image.

Businesses emphasizing low prices, however, often find it difficult to raise prices if it 
becomes necessary. Fast-food restaurants with “dollar menus” in the United States have experi-
enced declines in sales when they attempted to wean consumers from low prices. Automakers 
rely heavily on rebates to sell cars during economic downturns and often experience similar 
difficulties.6

Business units that combine the focus strategy with the differentiation or low-cost– 
differentiation generic strategy tend to emphasize other factors in their marketing strategies. 
These businesses offer unique, high-quality products and services to meet the specialized needs 
of a relatively small market. Most bed-and-breakfast establishments offer a limited number of 
rooms to discriminating travelers who seek accommodations with a local, home-oriented flavor.

Pricing strategies can involve more than simply a price point relative to the competition. 
Health clubs, for example, typically promote memberships by the month and offer discounts 
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for commitments of 1 or 2 years. Research suggests that 
many consumers would actually save money if they chose 
to pay on a per-visit basis or make a higher monthly pay-
ment without a long-term commitment because they never 
actually use the facilities as much as they project when 
they join. By offering unlimited usage for a period of time, 
health clubs are perceived to be more price competitive by 
consumers who may or may not attain their fitness goals.7

Promotion Strategies
From a marketing perspective, the Internet presently offers 
opportunities for integration among various media. Since 
the 2000s, Procter & Gamble (P&G) has sponsored news 
stories on topics such as health care, parenting, and nutri-
tion, ending each 90-second segment with a referral to its 

website via the television station’s site. For example, a story on diaper rash might conclude with 
a referral to the Pampers page.8

The Internet enables many businesses to target potential customers in an efficient manner. For 
this reason, Internet-based and traditional businesses have begun to use the Internet as a signifi-
cant part of their promotional campaigns. Following an initial boom in Internet advertising in the 
late 1990s, interest in web advertising waned for several years. By the mid- to late 2000s, however, 
the advent of broadband and new advertising formats, including more sophisticated animation, 
sparked a resurgence. Search-related advertisements—those that appear alongside search results 
at popular search sites—remain quite popular.9 

Product/Service Strategies
Product decisions are a key part of the marketing mix and 
can be quite interesting. Consider the following examples. 
Honda, Nissan, and other carmakers began adding safety 
features in many of their 2004 models to provide sport util-
ity vehicle (SUV) drivers, who place a high value on safety, 
with alternatives in smaller vehicles.10 In the early 2000s, 
restaurants such as McDonald’s and Starbucks had begun 
providing wireless Internet access in many of their restau-
rants to provide online access for customers with laptops. 
Initially, 1 hour of access at McDonald’s was offered as an 
add-on to a value meal, but it is now free and unrestricted 
at most locations.11 

In the early 2000s, PepsiCo controlled three of the top 
five soft drinks in the United States. Market shares of two 
of the three—Pepsi and Mountain Dew—declined, how-
ever, while Diet Pepsi increased during this time. Although 

Diet Pepsi remained third in revenues behind its two siblings, PepsiCo announced in early 2005 
that Diet Pepsi would replace Pepsi as its new flagship, a major shift in its marketing efforts.12 
Since the introduction of Coke Zero in 2005, Coca-Cola has also shifted much of its attention 
away from its flagship—Coca-Cola Classic—to its low-calorie alternative.13 This heightened 
emphasis on low-calorie beverages over the past decade coincides with the increased concern 
for healthy eating addressed in Chapter 4. 

Minor shifts in the product/service strategy can augment a business strategy. In 2012, Dollar 
General launched about 40 Dollar General Market stores, larger outlets that also include various 
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fresh and frozen foods. Although twice the size of a traditional Dollar General, the markets 
(about 16,000 square feet) are still much smaller than typical supercenters (150,000 square feet 
or more), making them much easier for customers to navigate. As chief executive officer (CEO) 
Rick Dreiling put it, successful small grocery stores do not offer everything but concentrate on 
the essentials that comprise the majority of larger supermarket sales. By modifying its array of 
merchandise, Dollar General can be positioned more effectively against supercenters like Target 
and Wal-Mart.14 

Branding is a key part of the product strategy, especially in product or service domains 
where differentiation is difficult to establish. In 2011, Quill.com—an online outlet owned by 
office superstore Staples—struck a licensing deal with NBC’s parent company to launch the 
Dunder Mifflin brand of paper, a takeoff on the hit television comedy series The Office. With 
paper sales declining by an estimated 3% each year, Quill is searching for innovative branding 
approaches to secure as much of the estimated $3 billion North American copy paper market. 
According to Quill’s chief marketing officer, Sergio Pereira, the Dunder Mifflin brand reflects an 
effort to combat a “race to the bottom in the paper business.” The move is an example of reverse 
product placement; instead of placing branded products in movies and situational comedies, 
companies bring fictional but often well-known brands to life.15

Product design is also critical to all firms, regardless of the strategies they employ. Although 
design was traditionally associated with appearance, the concept also includes such features 
as designing a product for easy manufacturability so that fewer parts have to be purchased or 
improving the product’s ability to perform its purpose.16 Effective design now addresses aesthet-
ics as well as other consumer concerns, including such factors as how a product works, how it 
feels in the hand, how easy it is to assemble and fix, and even what its prospects are for recy-
cling. Gaining a competitive advantage through superior product design involves all functional 
areas. A well-designed product is attractive and easy to build, market, use, and maintain; it is 
also driven by simplicity.

Customer service is also a critical marketing concern. Developing and maintaining the 
quality of customer service can be more challenging than enhancing product quality because 
the consumer perceives service value primarily at the time the service is rendered (or not ren-
dered).17 All functional areas must work together to provide the customer with product and 
service value.18 For example, an online retailer must fulfill several customer needs. First, it 
must offer value to customers in their shopping. Carrying the products that customers desire 
at competitive prices means that the various functions must communicate with one another 
and cooperate closely. Next, it must make certain that its employees are able to respond to cus-
tomer inquiries, either electronically or by telephone. This capability requires effective human 
resource management (HRM) training as well as IS management. The e-tailer must also ensure 
that it stocks sufficient quantities of the items that it promotes, a common problem for start-ups 
in the 1990s. This requires interaction among the purchasing, inventory, IS, and marketing func-
tions. Finally, the company must provide the clear, efficient, and secure means for customers to 
complete the purchase process accurately and quickly, requiring the close cooperation of IS and 
HRM.

Product/service decisions are often difficult. Responding to market share gains by discount-
ers such as Target, Federated Department Stores recently redesigned its stores to promote self-
service while reducing the number of sales clerks. The large retailer hopes that consumers will 
perceive the more efficient layout as more convenient, while enabling Federated to cut costs.19 
At the same time, Sak’s Fifth Avenue, Macy’s, and Federated have introduced a number of 
upscale private label products in an attempt to lower prices while maintaining a quality image.20

The importance of service cannot be overemphasized. Southwest Airlines’ frequent fliers 
appreciate that company’s commitment to superior service in a friendly and professional but 
sometimes comical, environment.21 Interestingly, surveys typically suggest that more than one-
third of consumers choose businesses that charge high prices but provide excellent service over 
companies that offer low prices but mediocre service.22
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Lackluster service is still a problem in certain industries, 
however. Rising labor costs have prompted a number of compa-
nies to integrate automated telephone customer service systems 
designed to answer questions and provide information without 
the assistance of service associates. The incessant reminders that 
“your call is very important to us” and callers must “press 9 for 
more options” have become a common irritant to customers 
who expect a higher level of service. Some websites even pub-
lish the sequence of numbers necessary to navigate each system 
and reach a real person without waiting to hear all of the menu 
options.23

Personal attention can be a key source of differentiation, 
however. Personal attention involves paying heed to details, 
addressing customers’ concerns, answering technical questions, 
and providing service after the sale. It can play an important psy-
chological role as well because customers see how important 
quality is to the organization.24 Balancing the needs for econo-
mies of scale and personal service is a challenge as elaborated in 
the discussion on mass customization in Chapter 4.

Place (Distribution) Strategies
Low-cost businesses typically seek distribution channels that 
meet the basic needs of the target market while minimizing costs. 
In contrast, differentiated businesses often select the most appro-

priate means of distribution regardless of cost and may even use the means of distribution as 
a way of differentiating the business (see Strategy at Work 8.1). For example, cost leader Cici’s 
distributes its pizza through low-priced buffets and customer pickup at the restaurant. Domino’s 

Despite the early failures of many dot-com startups, some Internet companies continue to grow. 
These e-tailers understand that they are facing an unprecedented challenge—how to create an 
infrastructure that cost-effectively meets the needs and complex demands of today’s sophisti-
cated customer. To respond, many are designing and implementing multichannel distribution 
models to enhance distribution and improve customer service.

Customers who shop on the Internet typically check their order several times before they  
receive it. This means that the distribution system should be able to confirm order receipt, notify 
the customer of shipping details, and provide immediate notice of any problems that may occur 
in the process.

For example, JCPenney.com has implemented a very effective distribution system. Of course, 
JCPenney.com does not depend solely on e-commerce for its retail sales. Other clothing mer-
chants that have followed suit include Gap.com, EddieBauer.com, and BananaRepublic.com. 
BarnesandNoble.com has also successfully integrated its product inventories and distribution 
channels. Shipping costs have been slashed, and customers now have more options for pickups, 
purchases, and returns.

Strategy at Work 8.1. The Importance of Distribution  
and Production Capacity in E-Commerce Success25
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has used “free” delivery—the cost of which is built into the price—as an effective means of dif-
ferentiation over the years, although some now add a small charge for delivery.

A firm’s distribution strategy can vary across locations because of cultural, economic, or 
other considerations and should be analyzed accordingly (see Case Analysis 8.1). In large 
cities—particularly those outside of the United States—even fast-food giants like McDonald’s 
and KFC offer free or low-cost delivery. In places like Cairo and Beijing, high real-estate prices, 
crowded conditions, and fewer cars make large restaurants with drive-thru service less feasible. 
McDonald’s first offered delivery in 1994 in Egypt; today, delivery accounts for more than 30% 
of total sales in that country. By 2012, 1,500 out of 8,800 restaurants in the McDonald’s Asia/
Pacific, Middle East, and Africa division offered delivery as did more than one-half of Yum’s 
3,500 KFC restaurants in China. As one McDonald’s executive put it, “If you can’t come to us, 
we’ll come to you.”26

Given the strong link between a business’ competitive strategy and its marketing functional strategy, this step can require 
a lot of research and depth. What marketing efforts are underway to support the current business-level strategy? Are these  
efforts successful? Why or why not? Provide examples of recent promotional or public relations campaigns that support your  
assessment.

An effective means of assessing the marketing strategy is to analyze each of the four Ps individually. Company websites and 
trade journals are excellent sources for the type of information that should be included in this section.

Case Analysis 8.1 Step 12: What Is the Organization’s Marketing Strategy?

Finance _____________________________________

The financial strategy addresses factors related to managing cash, raising capital, and making 
investments. Because few businesses internally generate the amount of cash necessary to grow, 
most resort to other means of securing financial resources. Different means of securing funds will 
likely be considered and prioritized depending on the corporate and business strategies selected.27

Low-cost businesses pursue financial strategies that are intended to minimize their financial 
costs. They place a great emphasis on keeping costs within the limits of the funds they are able 
to generate from operations. When borrowing becomes necessary, they usually try to do so 
when credit costs are relatively low even if they must defer expansion plans.

In contrast, differentiated businesses are more likely to pursue financial strategies that fund 
initiatives such as quality improvements and product research and development (R & D) even 
when the cost of securing funds is relatively high. They may sell common stock, incur debt, or 
even seek venture capital regardless of the costs of doing so. The greatest strategic priorities are 
maintaining quality and enhancing differentiation, not minimizing the cost of funds.

One can assess a firm’s financial strategy, as well as its performance, by examining its finan-
cial ratios and comparing them to those of key competitors or industry averages. Comparing 
current ratios to those in the past is also relevant. Table 8.2 provides a list of key financial ratios 
that can help evaluate the financial position of the organization (see Case Analysis 8.2). Some 
additional ratios are industry specific, however, and can be very insightful. For example, many 
retailers calculate maintenance expenditures per square foot of floor space. Expenditures at 
Macy’s, Wal-Mart, and others chains are typically between $6 and $8 per square foot. When 
stores spend much less—Sears spent less than $2 per square foot between 2005 and 2011—it is 
often a reflection of a cash shortage, deteriorating stores, or both.28
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Strategic decisions should not be based on financial ratios alone. While ratios can provide 
valuable insight, their usefulness is limited because the accounting data on which they are based 
do not always provide a complete picture of the firm’s financial position.

Table 8.2  Primer on Essential Financial Ratios

Ratio Formula What the Ratios Represent

Liquidity Ratios

Current Ratio Current Assets 
Current Liabilities 

Indicates how much of the current liabilities the 
current assets can cover; ordinarily 2:1 or better is 
desirable

Quick Ratio 
or Acid Test or 
Liquidity Test 

Current Assets − Inventory 
Current Liabilities

Indicates how rapidly a business can come up with 
cash on short notice. Not relevant for firms where 
inventory is almost immediately convertible to cash 
(e.g., McDonald’s)

Activity Ratios

Asset Turnover Total Revenues (i.e., Sales) 
Total Assets during Period 

Measures how efficiently the company’s total assets 
are being used to generate sales

Inventory 
Turnover 

Cost of Goods Sold 
Average Inventory for Period 

Indicates how many times inventory of finished goods 
is sold per year

Sales-to-
Working Capital 

Net Sales 
Net Working Capital

Measures how efficiently net working capital (current 
assets − current liabilities) is used to generate sales

Leverage Ratios

Debt-to-Asset Total Debt 
Total Assets 

Indicates the percentage that borrowed funds are 
utilized to finance the assets of the firm

Debt-to-Equity Total Debt 
Stockholders’ Equity

Indicates the percentage of funds provided by 
creditors as compared with owners

Long-Term Debt-
to-Equity 

Long-Term Debt 
Stockholders’ Equity

Indicates the percentage of funds provided by long-
term creditors as compared with owners

Performance Ratios

Gross Profit 
Margin

Gross Profit
Total Revenue (i.e., Sales)

Measures company’s efficiency during the production 
process. Substantial variations over time could suggest 
financial difficulties or possibly fraud.

Return on 
Assets 

Net Income before Taxes
Total Assets

Measures the return on total assets employed

Return on 
Equity 

Net Profit after Taxes
Stockholders’ Equity

Measures a firm’s profitability in comparison to the total 
amount of shareholder equity

Return on Sales Net Operating Profit Before Taxes
Net Sales

Indicates ratio of return on net sales
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What is the organization’s financial strategy? Is the organization financially sound? Ratio analysis is a systematic means for  
analyzing the financial condition of the organization. The purpose of financial ratio analysis is to determine the financial effects 
on a business based on current, past, and possible future managerial business decisions. Financial ratios—expressed either as a 
times multiple (x) or a percentage (%)—are computed by taking numbers from a business’s financial statements and converting 
them into meaningful relationships and indicators of the firm’s financial performance. Calculating financial ratios covering the 
current and past fiscal years or periods of a business and then comparing them to each other and to comparable industry aver-
ages for the same time period will provide an insight into the business’s financial condition and operational performance.

Calculating only the ratios of the firm being analyzed is not sufficient. Industry norms must also be considered. Because 
of structural and competitive factors, a ratio that may appear normal in one industry may signal cause for concern in another. 
Therefore, each ratio should be compared to the industry norm (when available) and augmented by some analysis of its note-
worthiness. For example, it is not sufficient to note that the Days of Inventory is 47.5 without also identifying the industry norm 
and addressing why an organization is above or below that norm. A thorough ratio presentation is appropriate, while focusing 
on the most critical ratios—those that differ significantly from years past or from the industry norm.

If the company competes in multiple industries, comparisons should be made to the averages for industries in which the 
firm operates. Alternatively, when another company or a set of companies with similar characteristics exists (e.g., PepsiCo and 
Coca-Cola), direct company comparisons can also be made. The key is that a company’s performance is compared to the most 
valid and reliable set(s) of standards available although comparing is easier with some firms than with others.

Sometimes unique characteristics of the company do not permit the calculation of all of the relevant ratios. For example, 
inventory turnover is irrelevant for corporations that do not hold inventory. Such abnormalities should be clarified in the report. 
A number of websites provide detailed financial statements and ratios for many traded companies.

Case Analysis 8.2 Step 13: What Is the Organization’s Financial Position and Financial 
Strategy?

Production __________________________________

Similar in some respects to the product dimension of the marketing strategy, the production 
or operations strategy outlines how a business generates its goods and services. Production/
operations management (POM) is crucial to both manufacturing and service organizations.29 
In general, the production strategy difference between low-cost businesses and differentiated 
businesses is straightforward. Low-cost businesses develop production systems that minimize 
production costs—often by limiting customer options and product features. In contrast, 
differentiated businesses tend to develop systems that emphasize product and service quality 
and distinctiveness, even if production costs rise as a result.

Organizational size is also a key factor in production strategy decisions. Generally speaking, 
the range of production strategies at its disposal increases as an organization grows. Large busi-
ness units can capitalize on a number of factors that accompany their larger size. Each of these 
factors is associated with the experience curve, the reduction in per-unit costs that occurs as 
an organization gains experience producing a product or service.30

Interestingly, each time a company’s output doubles, production costs decline by a specific 
percentage, depending on the industry. The greater the percentage, the greater the role size 
plays in performance. For instance, with a sales volume of 1 million units, per-unit costs may 
be $200 in a particular industry. With a doubling of volume to 2 million units, per-unit costs 
may decline by 20%. Another doubling of volume to 4 million units may lower per-unit costs 
another 20%. The experience curve can be observed in a wide range of manufacturing and ser-
vice industries, including automobiles, personal computers, and airlines. Although the precise 
percentages are not always known, the principle of the curve can be accurately applied to most 
production environments.
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The experience curve is based on three underlying concepts: (1) learning, (2) economies 
of scale, and (3) capital-labor substitution possibilities.31 Learning refers to the idea that 
employees become more efficient when they perform the same task many times. An increase in 
volume fuels this process—also increasing expertise. This reasoning can be applied to all jobs—
line and staff, managerial and nonmanagerial—at the corporate, business unit, and functional 
levels. Economies of scale—the reductions in per-unit costs as volume increases—can be great 
for businesses such as automobile manufacturers or Internet service providers (ISPs). Capital-
labor substitution refers to an organization’s ability to substitute labor for capital or vice versa as 
volume increases, depending on which combination minimizes costs and/or maximizes effec-
tiveness. A number of American manufacturers, for example, have shifted their assembly opera-
tions across the Mexican border where labor costs are much lower.

Recent developments in production technology have modified the traditional capital versus 
labor dichotomy. A number of facilities have advanced to the point that products are manufac-
tured while no workers are present—often during the night. The role of the workers in such 
facilities is not to produce the products but to prepare them for delivery.32

Low-cost businesses with large market shares tend to benefit the most from the experi-
ence curve. Differentiated businesses often attempt to gain a similar advantage by charg-
ing higher than average prices, seeking to gain market share and ultimately lower costs by  
offering higher quality outputs. However, differentiators do not actively capitalize on the 
opportunities presented by low costs whereas managers of businesses that compete with low- 
cost–differentiation do.33

Regardless of strategy, seeking to exploit the experience curve can be risky. Increases in volume 
often involve substantial investments in plant and equipment and a commitment to the prevailing 
technology. However, as technology changes and renders the plant’s production processes obsolete, 
outdated capital equipment may have to be discarded. Balancing current investments in plant and 
equipment with the risk that current technology may become dated prompts a number of firms to 
invest in flexible manufacturing systems that can be retooled quickly to respond to market changes.

Enhancing efficiency in production is a key 
issue in restaurants, textile plants, and even air-
plane factories. In the mid-2000s, airplane produc-
ers Airbus and Boeing launched concerted efforts 
to simplify their production procedures and reduce 
assembly time. Airplane parts are now designed 
with a greater emphasis on how fast they can be 
assembled.34

Speed in developing, making, and distributing 
products and services can be the source of a sig-
nificant competitive advantage.35 In fact, an appli-
cation of speed known as “time-based strategy” is 
a top priority in many organizations.36 Companies 
that can deliver quality products in a timely fashion 
become problem-solvers for their customers and 
are more likely to prosper. Motorola, for instance, 
cut the time needed to produce a cellular tele-

phone from 14 hours to less than 2, while retail prices have fallen dramatically. Speed is equally 
important in customer service.

Quality Considerations
In the late 1970s and early 1980s, strategic managers became interested in a concept borrowed 
from the Japanese known as quality circles, whereby managers and workers would meet to 
discuss and implement production changes that improved quality and efficiency. This interest 
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evolved in the late 1980s and early 1990s into a heightening of interest in quality, broadly 
known as total quality management (TQM).37 Developed by W. Edwards Deming, TQM 
refers to the totality of features and characteristics of a product or service that bear on its ability 
to satisfy customer needs. Historically, quality has been viewed largely as a controlling activity 
that takes place at or near the end of the production process—an after-the-fact measurement of 
production success that occurs in the “quality control” department. However, the notion that 
quality is measured after an output is produced has eroded, and quality is now seen as an 
essential ingredient of the product or service being provided and a concern of all members 
of the organization. Hence, from a production standpoint, producing a quality product lowers 
defects and minimizes rework time, thereby increasing productivity. In addition, making the 
operative employees responsible for quality eliminates the need for inspection.38

As an extension of the TQM philosophy, Six Sigma seeks to increase profits by eliminating 
variability in production, defects, and waste that undermine customer loyalty. Six Sigma is a sys-
tematic process that utilizes information and sophisticated statistical tools to improve production 
efficiency and quality. Practitioners receive training and advance to various levels of certifica-
tion in Six Sigma concepts. Many companies began adopting the approach in the late 1990s and 
early 2000s and have reported substantial savings.39

Problems resulting in poor product or service quality can arise even in the best-managed busi-
nesses. Companies must guarantee an acceptable level of quality to instill confidence among buy-
ers and avoid loss of business when such problems occur. The concept of the guarantee is both a 
quality and a marketing concern. Some companies even offer unlimited money-back guarantees.

In an effort to minimize short-term costs, however, many companies ignore this competitive 
advantage. Often, guarantees lapse after a very short period of time or contain too many excep-
tional conditions to be effective competitive weapons. Managers must balance the costs asso-
ciated with a superior guarantee with its benefits and tailor the package to the organization’s 
strategy. Nonetheless, it has been suggested that the following five desirable characteristics be 
included in service guarantees:40

1. The guarantee should be unconditional with no exceptions.

2. It should be easily understood and written in simple language.

3. The guarantee should be meaningful by guaranteeing what is important to the 
customer and making it worth the customer’s time and effort to invoke the guar-
antee should he or she be dissatisfied.

4. The guarantee should be convenient to invoke and not require the customer to 
appeal to several layers of bureaucracy.

5. The customer should be satisfied promptly without a lengthy waiting period.

Changes in the competitive environment can even spark quality decisions from competitors 
within a given industry. For example, following the 9/11 terrorist attacks, many airlines engaged 
in vigorous cost-cutting to help stop losses that were to follow. Although a number of airlines 
eliminated meals on domestic flights, Continental actually took steps to improve cabin comfort 
and retain quality meals on its flights. Hence, whereas most airlines moved to address critical short-
term financial concerns, Continental perceived an opportunity to emphasize quality and seek to 
develop long-term competitive advantage.41 Since that time, however, Continental has followed 
the lead of other airlines, eliminating all complimentary food on domestic flights in 2010.

Research and Development
Another function closely related to production is R & D. Differentiated businesses often—but 
not always—spend more on R & D than low-cost businesses. However, differentiated and 
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low-cost businesses tend to pursue different types of R & D. Product/service R & D refers 
to efforts directed toward improvements or innovations in the quality or uniqueness of a com-
pany’s outputs. For example, a number of carmakers are competing vigorously in the 2000s 
to develop high-performing and cost-competitive vehicles utilizing power sources other than 
gasoline.42 

In contrast, process R & D seeks to reduce operational costs and make them more efficient. 
R & D is most important in rapidly changing industries where production modifications are most 
often required to remain competitive. Low-cost business units tend to emphasize process R & D 
to reduce their operations costs whereas differentiators tend to place more importance on prod-
uct/service R & D to produce improved and innovative outputs.

Product/service innovations can be risky. Once introduced, new products or services may 
not generate a level of demand sufficient to justify the R & D investment. RJR Nabisco, for exam-
ple, has spent millions of dollars to develop and produce a smokeless cigarette. Although the 
new brands such as Premier and Eclipse were introduced with considerable fanfare, demand 
never materialized, and the product was canceled after a short time.43

Interestingly, Japanese companies often abandon their new products as soon as they are 
introduced to force themselves to develop new replacement products immediately.44 U.S.  
companies have responded by increasingly forming direct research links with their domestic 
competitors, asking their suppliers to participate in new-product design programs, and taking 
ownership positions in small start-up companies that have promising technologies.45

Purchasing __________________________________

All organizations have a purchasing function. In manufacturing firms, the purchasing 
department procures raw materials and parts so that the production department may 
process them into finished products. At the retail level, company buyers purchase items from 
manufacturers for resale to the consumer. Buyers must identify potential suppliers, evaluate 
them, solicit bids and price quotes, negotiate prices and terms of payment, place orders, 
manage the order process, inspect incoming shipments, and pay suppliers.

A business unit’s purchasing strategy should be integrated with its competitive strategy. 
Generally speaking, low-cost businesses seek to purchase materials and supplies of basic qual-
ity at the lowest costs possible. Large organizations are able to lower costs further through their 
ability to demand quantity discounts. In addition, buyers that are larger than their suppliers and 
whose purchases represent a significant percentage of their suppliers’ revenues may also pos-
sess considerable negotiating clout.

Small companies, however, can often attain low-cost purchasing through other means, such 
as working with other small businesses in the same industry to pool their purchasing require-
ments. Because of large quantities, industry networks are often able to wield as much power as 
a single large business in demanding quantity discounts and negotiating terms.

Low costs are not the only consideration in purchasing activities. Rather, low-cost businesses 
should seek the “best cost,” one that is as low as possible consistent with basic quality standards 
of the purchased good or service. A low price is useless if the item breaks down in the produc-
tion process or fails to meet customer demands. On the other hand, excessive quality unneces-
sarily raises costs and prices. Because their customers are willing to pay higher prices, differen-
tiators tend to emphasize the procurement of high-quality inputs, even if they cost more than 
alternative offerings. In these cases, the quality of the parts or products takes precedence over 
cost considerations although cost minimization is always desirable.

Purchasing is the first step in the materials management process. Indeed, purchasing also 
includes the operation of storage and warehouse facilities and the control of inventory.46 
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Consequently, these related tasks can be efficiently and effectively conducted only if they are 
viewed as parts of a single operation, regardless of the business strategy employed.47 The just-
in-time (JIT) inventory system demonstrates the interrelationships. JIT was popularized by 
Japanese manufacturers to reduce logistics costs. Using this technique, the purchasing manager 
asks suppliers to ship parts at the precise time they are needed in production to hold inventory, 
storage, and warehousing costs to a minimum. As such, JIT has reduced costs for a number of 
large firms.

Although American manufacturers have moved in the direction of JIT, this approach has 
worked particularly well in Japan where large manufacturers wield considerable bargaining 
power over their much smaller suppliers. Because JIT places great delivery demands on suppli-
ers, it does not tend to work well when manufacturers do not possess great bargaining power, 
as is often the case in the United States. In addition, an occasional late supplier can cripple a 
firm’s production process.48

A JIT system also makes a company highly vulnerable to labor strikes49 and ecological disas-
ters. Japanese manufacturing was crippled when a major earthquake and tsunami hit the island 
in 2011. While many of the problems in this particular instance would have occurred without a 
JIT system, a lack of inventory causes production to cease immediately when any supplier expe-
riences difficulty.

Many large U.S. manufacturers seek a middle ground between traditional inventory systems 
and JIT. Most have reduced their number of suppliers from a dozen or more to two or three to 
control delivery times and quality.50 Companies are also strengthening their relationships with 
their suppliers and providing them with detailed knowledge of their requirements and specifica-
tions. By working together, buyers and suppliers can improve the quality and lower the costs of 
the purchased items51 (see Case Analysis 8.3).

What approaches to production that support the current business-level strategy are in effect? Are these efforts successful? Why 
or why not? How does the firm’s approach to production and purchasing differ from that of its competitors?

Case Analysis 8.3 Step 14: What Are the Organization’s Production and Purchasing 
Strategies?

Human Resources ____________________________

The HRM functions include such activities as planning for future HR needs, recruitment, 
placement, compensation, evaluation, and employee development. Strategic HRM seeks 
to build a workforce that enables the organization to achieve its goals.52 One of the major 
detriments to effective HRM practices over the past two decades was an unprecedented wave 
of mergers and acquisitions. This massive restructuring of American business has resulted in 
widespread layoffs and disillusioned, formerly loyal employees. Today, many workers no 
longer anticipate or even desire lifelong employment with a single firm.

Ineffective HR policies can be detrimental to a firm, not only from a strategic perspective 
but also from a cost standpoint. As part of a labor agreement negotiated with the United Auto 
Workers, General Motors (GM) maintains a “Jobs Bank” where up to 400 employees show up to 
work each day, do nothing, and earn wages and benefits that often exceed $100,000 annually. 
Collective costs of such programs to GM, Ford, and other manufacturers may be as high as $2 
billion each year.53 Such policies stifle productivity in an era when global competition demands 
that all of a firm’s HR are working efficiently.
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Strategy aside, all organizations are challenged to develop employee commitment to the 
company and to the job. Fostering commitment and developing a strong, competitive work-
force require the creation and maintenance of attractive working conditions for employees that 
may include providing customized benefits, child day care, parental leave, and flexible working 
hours, as well as such traditional needs as training and development, job enrichment, and pro-
motional opportunities for advancement.

In response to the 9/11 terrorist attacks, a number of companies have heightened efforts 
to screen employees more closely. Many argue that such efforts improve security at company 
facilities whereas others cite examples of employees allegedly losing jobs over traffic violations 
or bounced checks. Nonetheless, today more than ever, security is a key strategy concern.54

An organization’s strategy may be affected by the increasing diversity of the modern work-
force. Women, African Americans, Hispanic Americans, Asian Americans, and persons with 
 disabilities have already transformed the traditional white, male image of many American cor-
porations. As a result, managers must learn to help persons from diverse backgrounds and func-
tional areas work effectively as team members. The success of such cooperative endeavors as 
cross-functional teams, quality circles, and JIT systems requires a unity of action that can be 
achieved only through the mutual respect and understanding of one’s coworkers.

While one might expect low-cost businesses to spend less on HR activities than their dif-
ferentiated counterparts, this is not always the case because attracting the best from the new  
workforce can support both strategies. Valuable HR may enhance efficiency by lowering absen-
teeism and turnover and/or promote differentiation via their innovative ideas and excellence in 
job performance.

The role played by HR in an organization’s strategic success is difficult to understate— 
especially in industries where turnover is historically high. Consider the U.S. fast-food industry, 

where it is not uncommon to experience turnover rates as 
high as 200%, compared to 10% to 15% at typical midsize 
and large organizations. Starting wages at fast-food com-
panies generally hover around minimum wage. Some 
organizations have attempted to combat this problem by 
offering wages significantly higher than the minimum, 
while others, like Domino’s Pizza, have taken a more com-
prehensive approach. Domino’s renamed its HR depart-
ment PeopleFirst and started focusing more on attracting, 
training, and retaining exceptional store managers. The 
firm estimates HR costs of departing employees to be 
about $2,500 for hourly workers and $20,000 for manag-
ers. Domino’s has experienced success with the program, 
reducing turnover significantly in the mid-2000s.55

Another key dimension of the HR strategy is that of 
benefits—specifically health care. Most organizations are 
struggling with the desire to provide health care as part 
of the compensation package while minimizing employ-
ment costs. Some firms have even resorted to terminating 
disabled workers to cut costs.56 Needless to say, such deci-
sions have strategic, legal, and ethical ramifications.

In a more narrow sense, a business unit’s generic strat-
egy can also influence specific components of its HR program. For example, a company’s reward 
system should be tied to employee behavior that helps the business attain its goals. Hence, low-
cost business units should reward employees who help reduce operating costs, differentiators 
should establish reward systems that encourage output improvements or innovations, and all busi-
nesses should reward excellent customer service.
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Human Capital and Knowledge Management
When organizations see their employees as expenses, they tend to minimize the cost. However, 
when they see their employees as investments, they tend to maximize the value by managing 
them more strategically. Following this logic, strategic managers have recently begun to assess 
the value of human capital—the sum of the capabilities of individuals in an organization—as 
a source of competitive advantage.57 According to the knowledge management perspective, 
people and their skills and abilities represent the only resource that cannot readily be repro-
duced by a firm’s competitors if it is deemed to be a source of competitive advantage.58 As such, 
high-performing firms must leverage their human capital if they are to remain successful over 
the long term.59 Human capital can be developed through organizational learning.60 

Table 8.3 identifies 10 factors that can promote the development of learning capabilities in 
an organization. Collectively, these factors underscore the importance of innovation, hands-on 
leadership, and performance measurement.

Table 8.3  Factors That Facilitate Organizational Learning61

 1. Scanning 
Imperative

Interest in external happenings and in the nature of one’s environment. Valuing the 
processes of awareness and data generation. Curious about what is “out there” as 
opposed to “in here.”

 2. Performance 
Gap

Shared perception of a gap between actual and desired state of performance. 
Disconfirming feedback interrupts a string of successes. Performance shortfalls are seen 
as opportunities for learning.

 3. Concern for 
Measurement

Spend considerable effort in defining and measuring key factors when venturing into 
new areas; strive for specific, quantifiable measures; discourse over metrics is seen as a 
learning activity.

 4. Experimental 
Mind-Set

Support for trying new things: curiosity about how things work; ability to “play” with things. 
Small failures are encouraged, not punished. See changes in work processes, policies, 
and structures as a continuous series of graded tryouts.

 5. Climate of 
Openness 

Accessibility of information, relatively open boundaries. Opportunities to observe others; 
problems/errors are shared, not hidden; debate and conflict are acceptable.

 6. Continuous 
Education

Ongoing commitment to education at all levels; support for growth and development of 
members.

 7. Operational 
Variety 

Variety exists in response modes, procedures, systems; significant diversity in personnel. 
Pluralistic rather than monolithic definition of valued internal capabilities.

 8. Multiple 
Advocates 

Top-down and bottom-up initiatives are possible; multiple advocates and gatekeepers 
exist.

 9. Involved 
Leadership 

Leadership at significant levels articulates vision and is very actively engaged in its 
actualization; takes ongoing steps to implement visions; “hands-on” involvement in 
educational and other implementation steps.

10. Systems 
Perspective 

Strong focus on how parts of the organization are interdependent; seek optimization of 
organizational goals at the highest levels; see problems and solutions in terms of systemic 
relationships.



STRATEGIC MANAGEMENT234

Amazon has utilized its knowledge effectively in a number of ways. As an Internet pioneer, 
the firm has a great deal of experience and web savvy, enabling the firm to address new 
market opportunities more expediently than many of its competitors. Amazon also maintains 
a database of customer information, allowing the firm to suggest additional products that may 
be of interest to a consumer while he or she is shopping online. The company has even used its 
recommendations feature occasionally to make “faux suggestions,” purchase recommendations 
that are not tied to a consumer’s purchase history but rather enable the firm to promote its new 
product lines to existing customers.62

Knowledge and Competitive Advantage
Regardless of the choice of generic strategy, the acquisition and development of knowledge can 
be a source of competitive advantage.63 Five operating principles can help guide this process:64

1. Knowledge-based strategies begin with strategy, not knowledge. Knowledge can 
support the traditional mechanisms for serving customers and delivering value, 
but cannot replace them.

2. Knowledge-based strategies must be linked to traditional measures of perfor-
mance. Quantifying the value of knowledge as a resource or an investment is 
difficult. However, performance can be evaluated only with quantifiable, objec-
tive measures.

3. Executing a knowledge-based strategy is about nurturing people with knowl-
edge, not managing knowledge per se. Companies must develop cultures con-
ducive to learning, sharing, and personal growth; otherwise, its collective 
knowledge—housed within its people—will never be realized.

4. Organizations leverage knowledge through networks of people who collaborate, 
not networks of technology that interconnect. Technology cannot completely 
replace the need for the human interaction that transforms knowledge into 
market-viable innovations.

5. The engine that drives knowledge development comes from the workers’ need 
for help in solving business problems. Company efforts to disseminate knowl-
edge to its workers often lead to overload and frustration.

These principles highlight the importance of valuing HR as both creators and disseminators 
of knowledge throughout the organization. Without a clear commitment to HR, any attempt to 
leverage knowledge as a competitive advantage is likely to fail.

Information Systems Management ______________

An effective IS can benefit all of a business unit’s functional areas.65 An interactive 
decision support system can permit each functional area to access the information it 
needs and to improve coordination by communicating electronically with the other 
functional departments. Like HR, the link between the IS strategy and the business strategy 
is not always clear. An effective IS strategy can also cut internal costs while promoting 
differentiation and quality through a faster response to the market. Wal-Mart’s system, 
for example, manages the reordering process on a real-time basis for the purchasing 
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department while also providing critical data for the marketing department, such as which 
product combinations are most popular and the time of day certain products are likely to be 
purchased.

The value of quality information is not always easy to assess, but it can be great. Progressive 
online retailers like Overstock.com, Delightful Deliveries, and Sierra Trading Post collect exten-
sive aggregate data about customer shopping habits and use it to craft personalized marketing 
approaches. A web surfer’s gender, location, or connection speed can determine whether he 
or she is linked to a free shipping promotion or provided instant access to an online customer 
service representative. Internet searches using the words cheap and discount often pull up con-
textual advertisements targeted to bargain hunters. Creating a system to manage and utilize such 
data effectively can help retailers enhance their strategic effectiveness, regardless of business 
strategy.66

Whether an IS is conducted in house or outsourced, it is deemed effective if it helps 
the business carry out its strategy. Far too many companies emphasize the hardware and 
software components of their functional system rather than the system’s ability to satisfy  
customer needs.67 Today more than ever, the application of Internet technology to serve 
customers and support suppliers is typically a focal point of the IS strategy (see Case 
Analysis 8.4).

What HR policies that support the current business-level strategy are in effect? Are these efforts successful? Why or why not? 
Is the organization poised to meet HR needs (i.e., changes in the workforce) in the future? How does the firm’s HR department 
objectively compare to those of its competitors?

What is the current state of the organization’s IS? Is it supporting the implementation of the organization’s business and 
corporate strategies? Why or why not? Does the firm have a competitive presence on the Internet? How does this presence com-
pare to those of its competitors?

The company website can be a good source of information on both HR and IS strategies. Augmenting company information 
with outside perspectives is essential because firms tend to overstate their effectiveness in areas such as product quality, service 
excellence, and especially human resources. According to their websites, most firms hire only the best of the best and offer 
world-class training and development opportunities. It is important to evaluate such claims critically.

Case Analysis 8.4 Step 15: What Are the Current Strategies in Other Functional Areas 
Such as Human Resources and Information Systems? 

Functional Strategies and Industry Life Cycle _____

Although the alignment between functional and business strategies is critical to success, the 
appropriate functional strategies can also be linked to the industry life cycle stage. As industries 
develop, specific capabilities associated with several functional areas typically become more 
important. Moreover, the prominence of various functions can change as industries progress. 
The R & D function tends to play a prominent rule in the introduction stage, followed by 
marketing in the growth stage, production in the maturity stage, and finance in the decline 
stage. The HR function remains important but not dominant in all stages. These relationships are 
illustrated in Table 8.4.
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Summary

After corporate-level and business unit generic strategies are developed, top executives must align activities in the functional 
areas to ensure that the various departments are well coordinated and work together. Most notably, the functions of 
marketing, finance, production, purchasing, HR, and IS—including utilization of the Internet—should be considered.

In many instances, an organization’s business strategy suggests appropriate characteristics of its functional strategies. 
Each organization should develop integrated functional strategies that support the uniqueness of its business and corporate 
strategies.

Key Terms

Capital-Labor Substitution: An organization’s ability to substitute labor for capital or vice versa as production 
increases.

Experience Curve: The reduction in per-unit costs that occur as an organization gains experience producing a 
product or service.

Functional Strategies: The strategies pursued by each functional area of a business unit, such as marketing, finance, 
or production.

Table 8.4  Functional Strategies and Industry Life Cycle

Strategy Introduction Growth Maturity Decline

Research and 
Development

Develop new 
products and 
services 

Alter production 
processes as needed 
to address market 
changes

Develop more 
efficient production 
processes

Shift R & D emphasis 
to other products and 
services

Marketing Create awareness Build brands Promote products 
and services

Maintain loyalty and 
improve distribution 
efficiency

Production Expand capacity and 
develop production 
standards

Improve quality while 
modifying products 
and services as 
needed

Leverage economies 
of scale

Consolidate 
production around 
a limited number of 
offerings

Finance Identify sources of 
capital

Ability to finance 
expansion

Implement cost 
controls

Minimize cost of 
facilities

Human 
Resource 
Management

Procure individuals 
with skills in new 
products and 
markets

Build a quality 
workforce

Increase productivity Downsize the 
workforce



chapter 8   Functional Strategies 237

Human Capital: The sum of the capabilities of individuals in an organization.

Just-In-Time (JIT) Inventory System: An inventory system, popularized by the Japanese, in which suppliers deliver 
parts just at the time they are needed by the buying organization to use in its production process.

Knowledge Management: People and their skills and abilities (i.e., knowledge capital) represent the only resource 
that cannot readily be reproduced by a firm’s competitors. Knowledge capital must be effectively leveraged if high-
performing firms are to remain as such over the long term.

Learning: The increased efficiency that occurs when an employee performs a task repeatedly.

Process R & D: R & D activities that seek to reduce the costs of operations and make them more efficient.

Product/Service R & D: R & D activities directed toward improvements or innovations in the quality or uniqueness of 
a company’s outputs.

Total Quality Management (TQM): A broad-based program designed to improve product and service quality and 
to increase customer satisfaction by incorporating a holistic commitment to quality as seen through the eyes of the 
customer.

Review Questions and Exercises

1. What are the relationships among corporate-level, business unit, and functional strategies?

2. Why and how should the four Ps of marketing be aligned to support the organization’s business strategy?

3. What is the difference between product and process R & D? How can each align with business strategies?

4. Relate the concept of the experience curve to the production operations of an automobile assembly plant.

5. Explain the role of business process reengineering in various functional strategies.

6. Explain the linkage that a JIT inventory system provides between the purchasing and production functions. 
What are the implications for quality?

Practice Quiz

True or False? 
 1. Because functional strategies should be designed to support corporate and business strategies, they should 

not be considered until corporate and business strategies have been formulated.

 2. The most appropriate means of securing funds likely depends on the corporate and business strategies being 
pursued.

 3. The reduction in per-unit costs that occurs as an organization gains experience producing a product or ser-
vice is known as economies of scale. Economies of scale is one of the contributing factors to the experience 
curve.

 4. The purchasing department in a low-cost business should always purchase raw materials at the lowest pos-
sible cost.

 5. The HR department in a low-cost business should always attempt to hire managers and workers at pay rates 
below those of their competitors.

 6. A key characteristic of an effective IS is its ability to serve and help integrate the other functional areas of 
the business.
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Multiple Choice

 7. Functional strategies should __________.

A. be integrated across the business unit

B. support the business strategy

C. support the corporate strategy

D.  all of the above

 8. Which of the following is not part of the marketing strategy?
A. pricing
B. distribution
C. promotion
D. none of the above

 9. The experience curve is based on which of the following?

A. potential for capital-labor substitutions

B. economies of scale

C. organizational learning

D. all of the above

10. Efforts directed toward improvements or innovations in the quality or uniqueness of a company’s outputs is 
known as __________.

A. product R & D

B. process R & D

C. product innovation

D. structural reorganization

11. Reducing operational costs by making the production process more efficient is known as __________.

A. TQM

B. process R & D

C. product innovation

D. structural innovation

12. Which of the following is not a characteristic of the JIT approach to inventory?

A. JIT is difficult on suppliers.

B. JIT reduces inventory costs.

C. JIT is less risky than traditional inventory approaches.

D. JIT is popular in Japan.

Student Study Site

Visit the student study site at www.sagepub.com/parnell4e to access these additional materials:

•	 Answers to Chapter 8 practice quiz questions

•	 Web quizzes

•	 SAGE journal articles

•	 Web resources

•	 eFlashcards
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The Power of the Post-Recession Consumer
An analysis of attitudes and spending reveals a return to traditional values, driven by consumers 
searching for quality, affordability, and connection.

by John Gerzema and Michael D’Antonio

The wave of hyper-consumerism that propelled the U.S. economy through the last decades of the 20th century 
and into the first years of the 21st century has passed. Say good-bye to all the signs of easy wealth we knew 

from the recent past: McMansions, SUVs, and recreational shopping. Consumer spending patterns are changing as 
part of a trend that has been quietly gathering strength over the past 10 years. Say hello to a lifestyle more focused 
on community, connection, quality, and creativity. People are returning to old-fashioned values to build new lives 
of purpose and connection. They also realize that how they spend their money is a form of power, and are mov-
ing from mindless consumption to mindful consumption, increasingly taking care to purchase goods and services 
from sellers that meet their standards and reflect their values.

This change in consumer attitudes—visible not only in the United States but also in other countries affected 
by the Great Recession—is not a fad or whim. It is, in part, a reaction to economic hard times. But it is also closely 
related to the civic dissatisfaction that is rocking the political establishment, and additionally has some roots in 
environmental awareness and changing aspirations. That is why this Spend Shift movement, as we call it, is here 
to stay. It will create opportunities for businesses that heed its message, and penalize those that do not. (For 
another perspective, see “Values vs. Value,” by Timothy Devinney, Pat Auger, and Giana M. Eckhardt, s+b, Spring 
2011.)

Our view of the Spend Shift is based on two years of gathering and analyzing data, and traveling around the 
U.S. to discover how the recession has affected people’s lives. We started with Young & Rubicam’s BrandAsset 
Valuator (BAV), which is a poll of consumer values, attitudes, and shopping behaviors that goes back nearly 
20 years. (Although the data sample we focus on in this article is from the U.S., we found that there are similar 
dynamics in Europe and other industrialized countries.) The BAV holds data on more than 40,000 brands in more 
than 50 countries, and every quarter it is supplemented with new results—on purchasing and social attitudes — 
from 16,000 respondents in the U.S. alone. In all, we have queried more than a million consumers in 50 countries 
on some 70 brand metrics, which include the general awareness consumers have of a brand, the particular ways it 
makes them feel, and many others. (See “The Trouble with Brands,” by John Gerzema and Ed Lebar, s+b, Summer 
2009.)

The BAV data revealed that even before the recession took hold in mid-2008, there were dramatic shifts in 
what people expected in the consumer marketplace and how they defined and pursued what they considered the 
good life. As a factor in decision making, sheer desire for the goods themselves has been declining sharply for the 
past decade. More recently, the BAV surveys show sharp increases in the number of consumers who want posi-
tive relationships with marketplace vendors and who focus more on corporate behavior. Between 2005 and 2009, 
a growing number of people rejected status-driven values such as snobbishness and exclusivity, and embraced 
attributes related to bringing people closer together or making the world a better place. Among the once-prized 
brand attributes that declined in this period were: “exclusive” (down 60 percent), “arrogant” (down 41 percent), 
“sensuous” (down 30 percent), and “daring” (down 20 percent). On the opposite side of the scale, the brand 
attributes Americans found more important as they began to sense the impending recession and then suffered 
through the crisis were: “kindness and empathy” (up 391 percent), “friendly” (up 148 percent), “high quality” (up 
124 percent), and “socially responsible” (up 63 percent).

Strategy + Business Reading
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The reference to “kindness” is not a typo. Between 2005 and 2009, U.S. consumers expressed a nearly fourfold 
increase in their preference for companies, brands, and products that show kindness in both their operations and 
their encounters with customers. This desire for companies to be more empathetic toward consumers is the big-
gest shift in any attitude that we have ever seen during the BAV survey’s two-decade history.

The BAV data told us that at the grass roots, people were well ahead of the pundits, corporations, and politi-
cal leaders. Some of the most important economic statistics supporting this trend come from the U.S. Bureau of 
Economic Analysis reports on personal savings. The reports show that ordinary Americans began raising their 
deposits in savings accounts and other secure investments a full two years before the start of the recession. Even 
as unemployment surged past 10 percent, U.S. consumers socked away more money every month. By the mid-
dle of 2009, people were saving about 7 percent of their disposable income—a figure that hadn’t been seen 
since 1995. We also know that people cut back on spending many months before the recession began. In fact, 
Americans reduced consumption so sharply that in the middle of 2008, it dropped below their disposable income 
and just kept falling. This reversal of earlier trends in saving and spending continued throughout all of 2009. 
Without being scolded, lectured, or led from above, U.S. consumers had quietly changed their behavior.

Regardless of companies’ size or their target market, they must understand the significance of the Spend Shift 
to compete in the post-recession economy. From the scores of interviews we conducted and thousands of data 
points we accumulated, we can identify a wide array of ways that the shift in attitudes, values, expectations, and 
behaviors will change the way we buy, sell, and live. We have distilled our findings into four defining principles 
that together offer a comprehensive look at the origins and impacts of the Spend Shift.

1. United by Change _____________________________________

The Spend Shift is a far-reaching and inclusive phenomenon that can’t be defined by any particular demographic. 
According to our data, 55 percent of all Americans are part of this movement; in addition, about one-quarter 
of the U.S. adult population embraces many of the Spend Shift attitudes and characteristics (we call them Fast 
Followers). Although the word values tends to polarize U.S. citizens, the Spend Shift is blind to geography, 
education, age, and income.

Spend Shifters can be found across the nation: 17 percent are in the Northeast, 23 percent are in the Midwest, 
36 percent are in the South, and 24 percent are in the West. Although we’ll limit our discussion to what’s happen-
ing in the U.S., it is worth noting that the BAV data shows that the Spend Shift is a global trend. For example, we 
found that 53 percent of French consumers are Spend Shifters, as are 45 percent of German and Italian consumers.

Members of the movement have varying education backgrounds: 23 percent have a high school diploma, 21 
percent have a college degree, and 11 percent have completed postgraduate studies. Spend Shifters also represent 
diverse income brackets; for example, 28 percent earn less than US$40,000 a year, but 18 percent earn between 
$75,000 and $100,000. They represent Republicans, Democrats, and Independents (28, 31, and 41 percent, respec-
tively). Millennials (the generation born between 1980 and 1995) lead the movement, with 58 percent of 22- to 
28-year-olds participating, yet nearly half of all seniors belong, too (including 55 percent of adults age 68 and above).

What unites all these Spend Shifters is a common sense of optimism and newfound purpose. As the shock of 
economic loss wears off for many people, they are redefining what it means to be successful and happy. They are 
living with less and yet feeling greater satisfaction. Seventy-eight percent of those surveyed reported they are hap-
pier with a more back-to-basics lifestyle. Eighty-eight percent reported they buy less-expensive brands than they 
used to.

2. The New Thrift ________________________________________

Prior to the Great Recession, the American dream was defined by largeness and acquisition. Yet as a result of the 
crisis and its lingering presence in the economy, more than two-thirds of U.S. respondents to our survey now 
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prefer a pared-down lifestyle with fewer possessions and less emphasis on displays of wealth. (The figure rises to 
77 percent among millennials.)

Consumer spending will no longer be able to grow faster than personal income, as it did during the 30 years 
leading up to the crisis. Greater savings coupled with less borrowing is not a value that is foreign to Americans. 
We would argue this is not a “new normal,” but an old one: If you look at historical savings rates in the U.S., 
people have on average saved 10 percent of their income going back as far as six decades. It was only in the 
mid-1980s that availability and promotion of consumer credit, as well as sustained economic growth, first encour-
aged ordinary people to get out over their skis. In only 20 years, average American households swung from being 
net savers to being net borrowers. Now, however, consumers are returning to traditional values that have long 
defined the U.S. ideal.

In the same vein, people want to do more on their own. In the post-recession economy, resourcefulness and 
self-sufficiency are viewed as virtues, and excessive consumption as a sign of weakness. In our surveys, 84 per-
cent agreed with the following statement: “These days I feel more in control when I do things myself instead of 
relying on others to do them for me.” We examined the 2009 performance of a basket of “retooling” companies—
those that are in the top 10 percent of our data on being “helpful,” “reliable,” “educational,” and “durable,” such as 
LeapFrog, Weight Watchers, Craftsman, and DeWalt, because they help people help themselves. The performance 
of these companies against all others is notable: They performed 249 percent better than other companies when 
respondents were asked whether they would recommend these brands to a friend, 234 percent better when 
respondents were asked if they used the products regularly, and 210 percent better on whether the products were 
worth a premium price.

Instead of seeking status through acquisition, many people, we discovered, are seeking ways to experience 
a sense of competence, self-sufficiency, and accomplishment. Look, for example, at Etsy.com, a craft and vin-
tage item website that serves as a retail and trading marketplace for millions. Beginning in 2005, Etsy founder 
Rob Kalin and his partners began developing an online place where any artisan could display work and sell to 
any buyer in the world. Within five years, Etsy had 300,000 vendors—the majority were women in their 20s and 
30s—the site was visited by millions of shoppers every month, and the company grew to be worth an estimated 
$300 million in 2010. Etsy’s mission resonates in today’s marketplace: “to enable people to make a living making 
things.” If you have an idea for helping people learn new skills and connect with others, your business has a good 
chance of success.

3. Transparency Breeds Trust ______________________________

Today the buying public is savvy about marketing, search, and social media. Companies serving these customers, 
who know more and expect more, will need to continuously listen, respond, and innovate. They are in for a 
challenge: Our data shows that confidence in all types of big organizations, including big government and big 
business, has declined by nearly 50 percent in the past two years. Consumer confidence has dropped especially 
in the financial and automotive sectors, but also in retail, packaged goods, consumer electronics, and 20 other 
product and service categories.

Wary consumers are going beyond just reading labels to get the best products and the best deals. The most 
tech-savvy are using online services as they stand in the supermarket aisle to get instant access to information on 
prices and on a company’s social or environmental record. GoodGuide, for example, a California company that 
tracks, tests, and publishes research on the basic “goodness” of products people buy, has reviewed more than 
65,000 products and posted findings online for consumers since 1997. Shoppers are also relying on one another 
for information, via Facebook, Twitter, and online rankings.

Twentieth-century companies were in the information arbitrage business. They knew more about their prod-
uct than customers did, and they used that information advantage to create profits. Today, however, custom-
ers have equal (and sometimes superior) access to data. As a result, transparency becomes all the more crucial. 
Today’s stakeholders can see through a glossy cover-up. They crave a true, authentic story. They will be interested 
in how a company thinks and how it makes decisions.
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One company that has recognized this is Patagonia Inc., evident by its launch of the Footprint Chronicles in 
late 2007. This online feature reveals how the manufacturing and delivery of Patagonia’s products affect the envi-
ronment. A visitor to the site can click on any product and track its environmental and social impact along its path 
to the store. As a product crisscrosses the globe, pop-up videos explain each stage of production, from design 
creation to sewing to distribution, giving statistics for each item’s energy consumption, distance traveled, carbon 
emissions, and waste generated. Although the Footprint Chronicles have demonstrated that some Patagonia prod-
ucts have negative environmental impacts that are nearly impossible to upend, the company’s presentation of fact 
rather than message has helped establish it as an honest, trustworthy company. In today’s marketplace, successful 
companies will practice complete transparency, letting customers see their supply chains, management strategies, 
and values.

4. Companies That Care __________________________________

As we noted earlier, our data suggests that kindness and empathy are now dominant discriminators in commerce, 
and are valuable attributes of the best companies. The ability of a company to identify with its customers is now 
a prerequisite for any brand in the post-crisis age. Today, openness, humility, and understanding are critical. 
Generosity binds a company to its community and its stakeholders.

The rising importance of generosity reflects the fact that the post-crisis era will be defined by inclusion rather 
than exclusion. The emphasis is on being more human and humane in transactions with others, and people will 
set these same standards for the businesses with which they deal. Spend Shifters are buying artisanal food because 
they trust companies that reveal how their food is produced and handled. They patronize cooperative small busi-
nesses because such businesses use their profits to build up their local regions. Passionate customer groups will 
also band together to fund niche offerings that speak directly to the areas about which they feel most strongly. 
Because 71 percent of U.S. consumers are now aligning their spending with their values, businesses that practice 
in a new way will find a vibrant marketplace. Instead of selling shoes, such businesses sell empathy and respect. 
For each pair of Toms Shoes that a customer buys, for example, the company sends a pair to a child in the devel-
oping world. Instead of serving food, companies create communities of hope. Instead of making cars, they prom-
ise fairness, openness, and shared discourse.

Consumers will be looking for signs that companies care about their impact on communities and are investing 
in making things better. Selling to your customers will require investing in your customers. Generosity opens up 
networks, provides access to talent pools, and creates future customers. The vanguard companies understand that 
showing kindness and humanity is now a competitive advantage.

Microsoft is a telling example. Although Apple’s ads make it seem as though all the cool kids hate Microsoft 
and favor Apple, the two companies aren’t even close when it comes to the sentiments of the public at large. In 
our BAV survey, Microsoft always scores high on measures of its reputation, exceeding Apple by a wide margin. 
How does Microsoft do it? Despite its massive size, Microsoft is still widely associated with the single personality 
of its founder, Bill Gates. He gives Microsoft a human face and, more important, his philanthropy gives the com-
pany a heart. In February 2009, Microsoft launched a program called Elevate America to provide 2 million people 
with free training in information technology to help them find jobs in the postindustrial economy. By August 2010, 
Elevate America was running in more than 30 states and serving 900,000 people.

When we talked to Akhtar Badshah, Microsoft’s senior director of global community affairs, he told us that 
in its response to the recession, Microsoft pursued three main areas of focus: education, innovation, and jobs 
and economic opportunity. Those choices are good for Microsoft, because they create an opportunity for the 
company to demonstrate its strengths to current and future customers. The key point is that Microsoft uses both 
its money and its true areas of expertise to maximize the good it can do as a citizen corporation, showing how a 
company can be charitable by redeploying its existing assets and infrastructure as tools for social and economic 
development.
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The Consumer Connection ________________________________

The Conference Board’s Consumer Confidence Index was at 50.2 in October 2010, up from an all-time low of 25.3 
in February 2009, but still far from 90, the indicator of a stable economy. (In May 2000, it reached a high of 144.7.) 
Although the growth of consumer spending appears to be slowing, we believe that people are simply reallocating 
the way they spend—looking for a connection to the creator of the product; banding together to get better deals; 
and pushing service and product creators to do more, price better, and connect more deeply to their wants and 
needs.

Even as people find themselves less rich, they are deploying their dollars in a more calculated and strategic 
way to influence institutions such as corporations and government. This desire to use money to express values 
stands out in our BAV data, and was expressed by many of the people with whom we spoke. Nearly two-thirds of 
all the people who responded to the BAV felt they could affect corporate behavior through their purchasing hab-
its, and the same proportion avoided companies whose values contradicted their own.

The most successful companies will respond to this shift by adopting a business model in which all three 
 parties—the business, the customer, and the community—win in every transaction. Although the Spend Shift will 
dampen domestic demand for some products, the market for values-oriented goods and services offers oppor-
tunities for growth in what might otherwise be considered mature categories. We examined the performance 
of a group of companies and brands that scored in the top 20 percent in the BAV survey on the values we had 
noted were becoming increasingly important—self-reliance, adaptability, honesty, quality, and community. And 
we found that in aggregate they enjoyed nearly three times as much usage and preference as brands that did not 
represent these values.

We believe that the future face of capitalism will be defined by delivering value and values. Those that 
embrace this reality and adapt will find extraordinary opportunities. Those that ignore it will do so at their peril. 

Reprint No. 11107

Author Profiles: _________________________________________

•	 John Gerzema is president of Brand Asset Consulting, a Young & Rubicam Brands company. He is a pioneer in 
the use of data to identify social change and to help companies both anticipate and adapt to new consumer inter-
ests and demands. Gerzema oversees the BrandAsset Valuator, the world’s largest database of consumer insights. 
Follow him on Twitter at @johngerzema/Twitter.

•	 Michael D’Antonio is a Pulitzer Prize–winning journalist based in New York. He is the author of more than a 
dozen books, including Forever Blue: The True Story of Walter O’Malley, Baseball’s Most Controversial Owner, 
and the Dodgers of Brooklyn and Los Angeles (Riverhead Books, 2009).



STRATEGIC MANAGEMENT246

246

Chapter Outline

246

Strengths and Weaknesses
Human Resources

Board of Directors
Top Management
Middle Management, Supervisors, and Employees

Organizational Resources
Physical Resources
Opportunities and Threats
The SW/OT Matrix
Issues in Strategy Formulation

Evaluating Strategic Change 
Strategy, Corporate Social Responsibility, and Managerial Ethics
Effects on Organizational Resources
Anticipated Responses From Competitors and Customers

Summary
Key Terms
Review Questions and Exercises
Practice Quiz
Student Study Site
Notes



chapter 9   Strategy Formulation 247

247

c h a p t e r  9

Strategy  
Formulation

247

This chapter marks a shift from analysis toward recommendations. Reconsidering the 
firm’s current strategic initiatives is the first step in evaluating its activities and thinking 

about what the firm should be doing.
After the firm’s mission and ongo-

ing strategic directions are well under-
stood, the organization can begin to 
craft a strategy. The first step in this 
process, a SWOT (strengths, weak-
nesses, opportunities, and threats) 
analysis, enables top managers to 
position the firm to take advantage of 
select opportunities in the environ-
ment while avoiding or minimizing 
environmental threats.1 In doing so, the 
organization attempts to emphasize its 
strengths and moderate the potential 
negative consequences of its weak-
nesses. Sometimes referred to as TOWS, 
the SWOT analysis also helps uncover 
strengths that have not yet been fully 
utilized and identify weaknesses that 
can be corrected. Matching information about the environment with knowledge of the organization’s 
capabilities enables management to formulate realistic strategies for attaining its goals.2

Strengths and Weaknesses _____________________

The first two elements of the SWOT analysis—strengths and weaknesses—represent internal 
firm attributes. In addition, a firm’s strengths and weaknesses are considered relative to key 
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competitors in its industry. In other words, customer loyalty would be viewed as a strength or 
weakness for an organization if it is more pronounced in that firm than in most others in the 
industry. Hence, strengths can be viewed as artifacts of past success in an organization whereas 
weaknesses can be seen as gaps between an organization’s current position and the industry 
norm. As an extension of this logic, the notion of gap analysis seeks to identify the distance 
between a firm’s current position and its desired position with regard to an internal weakness. 
When possible, a firm should take action to close the gap—especially when the gap leaves a 
firm vulnerable to external threats in its environment. Simply closing performance gaps is not 
sufficient, however. Strategic decisions should accentuate competitive advantage, not just seek 
to match rivals or industry norms.

The value chain is also a useful concept for analyzing a firm’s strengths and weaknesses 
and understanding how they might translate into competitive advantage or disadvantage. The 
value chain describes the activities that comprise the economic performance and capabilities of 
the firm. The organization is viewed as an intermediary that systemically transforms low-value 
inputs into high-value outputs. Specifically, the value chain identifies primary and support activ-
ities that create value for customers. Primary activities in the chain include inbound logistics, 
operations, outbound logistics, marketing, and service. Support activities include the firm infra-
structure, human resources management (HRM), technology, and procurement. Each of these 
activities plays a role in the transformation and can be evaluated in terms of effectiveness and 
efficiency, ultimately connoting strengths and weaknesses.3

By considering all of the firm’s processes from the procurement of raw materials to the 
delivery of a final product and/or service, strategic managers can identify discrete activities 
performed along the way that may add exceptional value to the end product or detract from 
it. For example, in March 2002, after a gradual decline in travel agency commissions through-
out the industry, Delta Airlines announced an end to most of the commissions it pays to travel 
agents. With Delta’s ability to trim sales costs through direct selling, airline executives no longer 
believed that domestic travel agents were adding sufficient value to justify the expense.4 Other 
major airlines followed suit, and by the late 2000s, all major airlines were utilizing their Internet 
sites to provide the sales and support services traditionally provided by third-party travel agen-
cies. Today, firms like Orbitz, Travelocity, and the remaining traditional travel agencies have 
found other ways to add value, such as emphasizing tour packages, online search features, per-
sonal service, convenience, or hotel-car-airline packages.

There are three broad categories of firm resources that form the foundation for firm 
strengths and weaknesses:

1. Human resources: The experience, capabilities, knowledge, skills, and judgment 
of all the firm’s employees

2. Organizational resources: The firm’s systems and processes, including its strate-
gies at various levels, structure, and culture

3. Physical resources: Plant and equipment, geographic locations, access to raw 
materials, distribution network, and technology.

Each resource category is discussed in greater detail next.

Human Resources ____________________________

The most attractive organizational and physical resources are useless without a competent 
workforce of managers and employees. A firm’s human resources (HR) can be examined 
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at three levels: (1) the board of directors; (2) top management; and (3) middle management, 
supervisors, and employees.

Board of Directors
Because board members are becoming increasingly involved in corporate affairs, they can 
materially influence the firm’s effectiveness. In examining strengths and weaknesses they bring 
to the firm, one should consider the following issues:

1. Prospective contributions of corporate board members: Strong board members 
possess considerable experience, knowledge, and judgment, as well as valuable 
outside political connections.

2. Tenure (experience) as members of the corporate board: Long-term stability ena-
bles board members to gain organizational knowledge, but some turnover is 
beneficial because new members often bring a fresh perspective to strategic 
issues.

3. Connection to the firm (i.e., internal or external) and ability to represent various 
stakeholders: Although it is common for several top managers to be board members, 
a disproportionate representation of them diminishes the identity of the board as a 
group apart from top management. Ideally, board members should represent diverse 
stakeholders, including minorities, creditors, customers, and the local community. A 
diverse board membership can contribute to the health of the firm.

Top Management
Three issues should be considered relative to the strengths and weaknesses of any firm’s top 
management.

1. Backgrounds and capabilities of top managers: Comprehending their strengths and 
weaknesses in experience, managerial style, decision-making capability, and team building 
is useful. Although having executives who have an extensive knowledge of the firm and its 
industry can be advantageous, managers from diverse and complementary backgrounds 
may generate innovative strategic ideas. In addition, an organization’s management needs 
may change as the firm grows and matures. Because firms are often started by innovative 
entrepreneurs who happen to be poor administrators, they often add key administrators 
to the top management team, which includes the group of top-level executives—headed 
by the chief executive officer (CEO)—all of whom play instrumental roles in the strategic 
management process.

2. Tenure (experience) as members of top management: Although lengthy tenure can 
mean consistent and stable strategy development and implementation, low turnover may 
breed conformity, complacency, and a failure to explore new opportunities. CEO turnover 
is even desirable when the firm is unable to meet its performance targets.

3. Strengths and weaknesses of individual top managers: Some executives may excel 
in strategy formulation, for instance, but be weak in implementation. Some may spend 
considerable time on internal stakeholders and operations whereas others may concentrate 
on external constituents. As with the board of directors, it is helpful for board members to 
possess complementary skills to function well as a team. In addition, a number of large 
companies offer financial incentives to sign and retain top executives with knowledge 
critical to the firm.
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Middle Management, Supervisors, and Employees
Even the best strategies will fail without a talented workforce to implement them. A firm’s per-
sonnel and their knowledge, abilities, commitment, and performance tend to reflect the firm’s 
human resource programs. These factors can be explored by considering five key issues:

1. Existence of a comprehensive human resource planning program: Developing 
such a program requires that the firm forecast its personnel needs, including 
types of positions and requisite qualifications, for the next several years based 
on its strategic plan.

2. Strategically relevant knowledge or expertise possessed by members of the firm: 
Many firms place a great emphasis on retaining high-quality individuals in a 
number of areas, such as research and development (R & D) or sales. This is a 
critical issue when a firm is heavily involved in global competition. Interestingly, 
all companies claim to have the best workforce, but clearly this is not the case.

3. Emphasis on training and development: Some firms view training and develop-
ment as a strategic issue and seek long-term benefits from its training programs. 
In contrast, other firms view training as a short-term necessity and emphasize 
cost minimization in their programs.

4. Turnover: High turnover relative to levels among close competitors generally 
reflects personnel problems, such as poor management-employee relations, low 
compensation or benefits, or low job satisfaction due to other causes.

5. Emphasis on effective performance appraisal (PA): Progressive firms utilize PA to 
provide accurate feedback to managers and employees, link rewards to actual 
performance, and show managers and employees how to improve performance, 
as well as comply with all equal employment opportunity requirements. Firms 
that do not adequately appraise high performers—and reward them—are more 
likely to lose them.

Organizational Resources ______________________

The alignment between organizational resources and business strategy is critical for long-
term success. In this regard, seven key issues are noteworthy:

1. Consistency among corporate, business, and functional strategies: To facilitate 
strategy integration, managers at the corporate, business unit, and functional 
level should be represented at each level of strategic planning. The strategy at 
each level should influence and be influenced by the strategy at the other levels.

2. Consistency between organizational strategies and the firm’s mission and goals: 
The mission, goals, and strategies must be compatible and integrated to reflect 
a clear sense of identity and purpose for the organization.

3. Consistency between the firm’s strategies and its culture: For a strategy to be 
effective, it must be supported by an organizational culture that emphasizes 
values that support it.

4. Consistency between the firm’s strategies and its structure: It is important to note 
any structural changes that might be required should the organization seek to 
implement a major change in strategy.
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5. Position in the industry: All things equal, firms that possess strong market posi-
tions are in a better position to implement strategic changes than those in weak 
positions. For firms operating globally, this assessment must be made in the 
various nations in which the firm operates.

6. Product and service quality: It is important to comprehend how quality levels of 
the firm’s products and services compare with those of rival firms.

7. Reputation of the firm and/or brand: Many firms have established reputations for 
factors such as high quality and customer service. Recent surveys have identified 
a number of strong brands such as Coca-Cola, McDonald’s, Apple, Starbucks, 
and Google. The Toyota brand lost considerable value after the brake crisis in 
2009 and 2010, but appeared to recover well in 2011 and 2012.5

Physical Resources ___________________________

Physical resources can differ considerably from one organization to another, even among close 
competitors. For example, Amazon.com requires different physical plants than a consulting 
firm. Nonetheless, five issues concerning the strengths and weaknesses of physical resources 
should be considered:

1. Currency of technology: All things equal, competitors with superior technology 
and the ability to use it have a decided competitive advantage in the market-
place. This is especially true in global markets and should be assessed in each 
of the nations in which the firm operates.

2. Quality and sophistication of distribution network: Distribution networks apply 
to both manufacturing and service concerns. American Airlines’ domination of 
passenger gates at Dallas/Fort Worth Airport and Delta’s similar control in 
Atlanta give both of these service companies a competitive advantage.

3. Production capacity: A continual backlog of orders may indicate a growing 
market acceptance of a firm’s product, or it may depict serious problems asso-
ciated with insufficient capacity. A firm can expand its capacity by increasing 
production shifts or obtaining additional facilities, but such measures can be 
costly.

4. Reliable access to cost-effective sources of supplies: Suppliers who are unreliable, 
lack effective quality control programs, or cannot control their costs well do not 
foster a competitive advantage for the buying firm.

5. Favorable location(s): Ideally, the organization should be located where skilled 
labor, suppliers, and customers are readily accessible.

In an optimal setting, all three types of resources work together to provide the firm with 
a competitive advantage that can be sustained. Following the resource-based perspective 
introduced in Chapter 1, firm success depends primarily on the combination of resources it 
possesses. The VRIO (valuable, rare, imitable, and organization) framework helps 
strategic managers evaluate the competitive quality of the resources controlled by the 
organization on the basis of four progressive characteristics:6
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1. Valuable: Can the resource be employed to exploit an opportunity or neutralize 
an external threat? Resources that are merely valuable can assist the firm in 
attaining competitive parity with rivals but not competitive advantage. 

2. Rare: Is the resource controlled by a relatively small number of individuals or 
firms? Resources that are both valuable and rare can produce temporary com-
petitive advantage. This is worthwhile, but a resource’s scarcity tends to erode 
over time.

3. Imitable: Can other firms easily imitate or acquire the resource? If rivals cannot 
imitate or acquire a valuable and rare resource, then a firm has the potential for 
achieving and maintaining competitive advantage over the long term.

4. Organization: Is the firm poised to exploit the resource? Firms that are able to 
leverage valuable, rare, and inimitable resources can attain sustained competitive 
advantage. While firm resources—both tangible and intangible—ultimately con-
stitute the firm’s strengths and weaknesses, merely possessing a resource does 
not always benefit the organization. Resources are translated into desired results 
by a firm’s capabilities, its skills at coordinating and leveraging resources to cre-
ate value.7 

Table 9.1   VRIO Framework8

Resource 
Characteristic

 
Definition

 
Implication

Valuable Can be employed to exploit an opportunity or 
neutralize a threat

If only valuable, then there is only parity with 
rivals. There is no competitive advantage.

Rare Controlled by one or a few entities If only valuable and rare, competitive 
advantage exists but is likely to be temporary.

Inimitable Costly for rivals to duplicate If valuable, rare, and inimitable, the firm 
has the potential for long-term competitive 
advantage.

Organization The firm possesses the appropriate 
capabilities to leverage the resource

If valuable, rare and inimitable, and if the 
firm has the appropriate capabilities, then 
sustainable competitive advantage can be 
achieved.

Capabilities are essential if valuable, inimitable, and rare resources are to be effectively 
employed. The ability to manage supply chains, adjust pricing, and execute flexible production 
represent a few capabilities Toyota has leveraged during the past two decades. Although 
resources and capabilities are sometimes used interchangeably in the popular press and 
both can represent strengths or weaknesses, the distinction between the two concepts is an 
important one.9

The unique combination of a firm’s human, organizational, and physical resources—
as transformed into capabilities—should be emphasized in its strategy. As the firm acquires 
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additional resources, unique synergies occur between its new and existing resources. Because 
each firm possesses its own distinct combination of resources, the particular types of synergies 
that occur will differ from one firm to another. Leveraging these synergies into sustained com-
petitive advantages is a key task of top management (see Case Analysis 9.1).

Step 17: What Weaknesses Exist for the Organization?

Resources and strategic capabilities are the foundation for a firm’s internal strengths and weaknesses. The VRIO framework 
should be employed to evaluate the competitive quality of firm resources. The organization’s strengths and weaknesses should 
be numbered, each with as much depth and justification as possible. Many possible organizational strengths and weaknesses 
can emanate from its resource base, including (but not limited to) the following:

 1. Brand names and recognition

 2. Company reputation

 3. Control systems

 4. Costs (internal)

 5. Customer loyalty

 6. Decision making

 7. Distribution

 8. Economies of scale

 9. Environmental scanning

10. Executive leadership

11. Financial resources

12. Forecasting

13. Government lobbying

14. HR

15. Information systems and technology

16. Internet presence

17. Labor relations

18. Location

19. Logistics and inventory management

20. Manufacturing and operations

21. Market share

22. Organizational structure

23. Physical facilities and equipment

24. Product/service differentiation

Case Analysis 9.1 Step 16: What Strengths Exist for the Organization?
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25. Product/service quality

26. Promotion and advertising

27. Public relations

28. Purchasing and channel management

29. Quality control

30. R & D

31. Sales

32. Strategic capabilities

33. Technology and patents

The previous list includes examples of strengths and weaknesses, but there are many others. To set the stage for the remainder 
of the analysis, it is important to state clearly how each strength has benefited the organization and how each weakness has 
hindered it. In many instances, the strengths are the primary catalysts for the organization’s successes, and its weaknesses are 
the main reasons why it has failed in certain endeavors.

There is no set target for the number of strengths or weaknesses that should be identified in a case analysis. When only sev-
eral are identified, however, it is likely that the effort is not thorough. When the list becomes too long—as would be the case if all 
of the items in the previous list happened to be associated with strengths and/or weaknesses—it becomes cumbersome to man-
age in the remaining steps of the analysis. In this situation, it is necessary to consider pooling several items into a single one 
whenever feasible. For example, “expertise in advertising” and “a strong sales force” could be merged into a single item entitled 
“marketing expertise.”

Opportunities and Threats _____________________

The last two elements of the SWOT analysis—opportunities and threats—are associated with 
factors outside the organization. As such, they must emanate from the earlier analyses of the 
industry and the macroenvironment (i.e., PEST, or political-legal, economic, social, and tech-
nological forces). Although an industry-level analysis may identify general factors, this stage 
shifts to the firm level and considers how the external forces could affect the organization under 
consideration. For example, an analysis of the social forces affecting investment houses may 
identify consumer acceptance of the Internet as a social force affecting the industry. Considering 
online broker TD Ameritrade, this force may be translated into both opportunities (e.g., a grow-
ing market of potential online investors who are still utilizing traditional brokers) and threats 
(e.g., intense competition from the myriad of Internet sources that may erode the loyalty of cur-
rent customers to Ameritrade offerings).

External opportunities and threats must not be confused with internal strengths and weak-
nesses. Factors associated with the firm such as a poor financial position, an ineffective market-
ing strategy, or a strong brand image are internal factors and therefore must be classified as 
strengths or weaknesses. In contrast, factors outside the firm such as demographic changes, 
competitive threats, or recent legislation are external factors and therefore must be classified as 
opportunities or threats. At the international level, a number of external factors should be con-
sidered as prospective opportunities and threats, including the cyclical or seasonal nature of the 
industry in which the firm operates, as well as the intensity of global competition.

It is also critical to distinguish between opportunities and alternatives, although the distinc-
tion can sometimes appear to be one of semantics. Opportunities represent the application of 
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forces in the external environment to a specific organization. Alternatives emanate from the 
SW/OT matrix (discussed later) and represent specific courses of action that the organization 
may choose to pursue. The two are related but must be distinguished. For example, increasing 
societal interest in Cajun food may present an opportunity for a restaurant. When evaluated 
in the SW/OT matrix relative to internal factors such as the company’s existing locations in 
Louisiana and its strong reputation for innovative cuisine, this opportunity may lead to an alter-
native for the company to consider, such as introducing a new line of Cajun offerings (see Case 
Analysis 9.2).

Step 19: What Threats Exist for the Organization?

In the SWOT analysis, one must not only identify strengths and weaknesses but must also translate the analysis of the macroen-
vironment and industry into opportunities and threats. Although these issues will have been addressed at the industry level 
earlier in the analysis, they should be integrated into a discussion that highlights specifically how they present opportunities 
to or threaten the organization. For example, if it was previously noted that the industry rises and falls abruptly with economic 
conditions, then the prospects of a recession may pose a major threat for the firm. If it was noted that technological advances 
have not yet been incorporated into production processes in the industry, then application of this technology may become an 
opportunity worth considering for the organization.

There is no set target for the number of opportunities or threats that should be identified. When only several in each cat-
egory are identified, however, it is likely that the analysis is superficial and key issues have not been included. 

Case Analysis 9.2 Step 18: What Opportunities Exist for the Organization?

The SW/OT Matrix ____________________________

After the SWOT analysis is completed, alternative courses of action may be analyzed by creat-
ing a SW/OT matrix.10 The SW/OT matrix extends the SWOT analysis by using it as a tool for 
generating strategic alternatives for the firm. This is why it is critical that external opportunities 
not be confused with alternative courses of action. Prospective strategic options for the firm 
emanate from the SW/OT matrix. 

A SW/OT matrix is created with strengths and weaknesses listed vertically on the left 
side and opportunities and threats listed across the top. Alternatives emerge from the com-
bination of one or more strengths/weaknesses from the left side of the matrix with one or 
more opportunities/threats from the top. For example, a company that can 
develop and produce high-quality electronic products in a short period of 
time—a strength—could take advantage of an increased consumer interest in 
smartphones—an opportunity—by developing and marketing one, a strategic 
alternative. This does not mean that the company should necessarily pursue 
such a strategy but merely that the alternative warrants further consideration. 
The SW/OT matrix is a systematic means of developing strategic alternatives 
available to the organization, but it also requires brainstorming and creative 
skills as well. The SW/OT matrix helps top managers position a firm in its 
environment so that it leverages its strengths while minimizing the detrimen-
tal effects of its weaknesses.

In general, four categories of alternatives emerge from the SW/OT matrix, 
each representing the combination of one or more strengths or weaknesses 
with one or more opportunities or threats:
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1. Strength-Opportunity: These “offensive” alternatives tend to be the most common 
and involve utilizing an organizational strength to address an opportunity. In the late 
2000s, Canadian donut shop Tim Horton’s began a campaign to expand rapidly into U.S. 
markets.11 Tim Horton was leveraging a strength—its success and strong track record in 
Canada—to pursue an opportunity: increasing demand for donut shops in bordering states. 
At the same time, Honda utilized two strengths: (1) a combination of motorcycle quality 
and (2) affordability along with a strong partnership with an Indian manufacturer—to 
capitalize on an opportunity—increasing disposable income and demand for economical 
transportation in India—to produce and sell more than 4 million motorcycles and scooters 
in India, accounting for more than one-half of the nation’s market share.12

2. Weakness-Threat: These “defensive” alternatives involve taking some corrective 
action to eliminate or minimize a weakness so as to minimize the effect of a threat. If 
an airline with an aging, fuel-inefficient fleet (a weakness) is facing the prospects of 
a substantial increase in the price of fuel (a threat), it may consider a weakness-threat 
alternative such as consolidating flights or upgrading its airplanes to newer, more efficient 
models.

3. Strength-Threat: These alternatives involve utilizing a strength to eliminate or 
minimize the effect of a threat. Strength-threat alternatives may be offensive or defensive. 
Suppose a manufacturer with a strong track record of innovation (a strength) is facing 
the prospects of increased consumer scrutiny and government regulation of its products 
because of ecological concerns (a threat). This firm may consider a strength-threat 
alternative such as a product redesign to address the changing needs of the marketplace 
and regulatory environment ahead of its rivals.

4. Weakness-Opportunity: These alternatives involve shoring up a weakness so that 
the organization can take advantage of an opportunity and may be offensive or defensive. 
Borders bet on a brick-and-mortar strategy in the early 2000s but changed course in 2008 
because of continued growth in online sales.13 Borders sought to overcome a weakness—a 
lack of a branded e-commerce site—by pursuing an opportunity, growth in the Internet 
segment. Borders’ action was too late, however, as the company liquidated in 2011. 
Motorcycle icon Harley-Davidson, suffering from a 35% decline in U.S. retail sales, opted 
to join Honda and sought to take advantage of prospects for rapid growth in the Indian 
market. Unlike Honda, however, Harley is pursuing the most affluent Indian consumers 
with a line of motorcycles starting at more than $15,000, more than 15 times the average 
annual salary.14 The ultimate success of Harley-Davidson’s strategy remains to be seen.

Typically, most of the individual internal-external combinations (i.e., matches between 
strengths/weaknesses and opportunities/threats) will not produce viable alternatives. Further, 
several different combinations of internal and external factors can produce the same alternative. 
Some of the alternatives that emerge might be eliminated from further consideration for obvi-
ous reasons (e.g., taking the action would be illegal). In addition, a given SW/OT matrix might 
generate a large number of alternatives in a particular category whereas only a few may be gen-
erated in other categories. Emphasis should be placed on the specific alternatives, not the four 
categories of alternatives. Once generated, strategic alternatives should be analyzed further.

Figure 9.2 provides a simplified example of a SW/OT matrix for McDonald’s. Assume that 
the SWOT analysis for McDonald’s identified strengths of financial stability, brand recognition, 
and a strong ability to produce consistent products throughout the world. Two weaknesses 
were identified as well: (1) a reputation for lackluster taste and (2) a heavy dependence on 
fried foods. There were two key opportunities: (1) economic growth in emerging economies 
and (2) the increasing health consciousness in the United States and other global markets. Two 
threats were highlighted as well, including the global economic downturn and the increasing 
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popularity of easy-to-prepare microwaveable foods. A thorough SWOT analysis for McDonald’s 
would develop many more than two or three factors in each category in our simple example. 
Nonetheless, the number and complexity of the factors are kept to a minimum in this example 
so that the process of developing alternatives can be clearly illustrated.

Figure 9.2  A Simple SW/OT Matrix for McDonald’s

Opportunities

1. Growth in emerging economies

2.  Increasing health consciousness in 
U.S. and other markets

Threats

1. Global economic downturn

2.  Growing popularity of easy-to- 
prepare items in grocery stores

Strengths

1. Financial stability and resources

2. Brand name and recognition

3. Consistency in operations

Alternative 1: Launch new locations in BRIC (Brazil, Russia, India, and China) 
nations (S1, S2, O1)

Alternative 2: Expand healthier food alternatives (W1, W2, O2)

Alternative 3: Launch foods in grocery outlets (S2, S3, T2)

Weaknesses

1. Reputation for bland-tasting fast 
food

2. Dependence on fried foods

Following the example, three possible alternative courses of action can be identified for 
further consideration. First, McDonald’s could emphasize its financial and brand strengths and 
seize an emerging market opportunity by expanding aggressively into the rapidly growing BRIC 
(Brazil, Russia, India, and China) nations. Other nations (e.g., Mexico, South Africa) could also 
be considered as part of the alternative, but this example assumes that industry and/or external 
environment assessments highlighted specific advantages of the BRIC nations.

Second, McDonald’s could address its weaknesses of declining market share and dependence 
on fast food and capitalize on increasing health awareness in the United States and other parts 
of the world by expanding its offerings of healthier foods such as grilled chicken and salads. 
McDonald’s has moved in this direction in recent years, but most of its revenues are still derived 
from traditional fried foods (e.g., hamburgers, french fries), soft drinks, and the like.

Third, McDonald’s could emphasize its brand name and consistency strengths and address 
the threat of increased popularity of easy-to-prepare grocery items by introducing its own line of 
grocery products. Other fast-food and fast casual restaurants such as Taco Bell and T.G.I. Fridays 
have introduced products in grocery stores, and White Castle even distributes it famous ham-
burgers, known as “sliders,” in microwave-ready form. 

This simple example considers only a few hypothetical items in each of the SWOT cat-
egories, suggests only three prospective alternatives, and does not suggest that McDonald’s 
should necessarily adopt any of them. Continuing to implement the current strategy in its pres-
ent form—the so-called “no change” option—should be considered. This alternative—denoted 
as the final option in the previous example—should be analyzed as critically as the other ones. 
Selecting the “no change” alternative should not be considered as a low-risk option because 
resisting change may be just as likely to expose a firm to great danger as embracing it.

The strategic alternatives should also be presented in the strategy level-strategy com-
plexity (SLSC) matrix. The SLSC matrix compares and contrasts the alternatives on the basis 
of strategy level—corporate, business, or functional—and strategy complexity—the extent to 
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which executing the strategy would require substantial change, resources, and uncertainty. All 
things equal, the lower the strategy level (i.e., closer to functional level) and the less complex 
the strategy, the easier it will be to execute. Alternatively, the higher the strategy level and the 
more complex the strategy, the more difficult execution is likely to be. For this reason, imple-
menting multiple high level, complex strategies is usually not advisable. 

Figure 9.3 applies the SLSC matrix to the McDonald’s example. Each of the alternatives 
except the “no change” option appears in the matrix. Although most alternatives influence each 
strategy level to some extent, developing and emphasizing more healthy foods is largely a func-
tional strategy concern most closely associated with production and marketing. In contrast, 
launching new locations is associated with corporate growth and involves all of the complexi-
ties of global operations. Emphasizing frozen foods in grocery outlets involves both functional 
(e.g., production and distribution) and business level strategy changes. Relatively speaking, 
developing a new distribution channel and producing a line of frozen food might be viewed as 
a moderately complex endeavor. In this example, the SLSC enables the decision maker to exam-
ine the strategies available to the firm in terms of resources required for execution. 

Figure 9.3  Strategy Level-Strategy Complexity Matrix for McDonald’s 
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Evaluating the pros and cons of strategic alternatives in a detailed, objective, and thorough 
manner is critical. In some instances, a logistical problem can pose a serious challenge to an 
alternative. When automakers began to develop electric cars in the late 2000s, the need for 
ready access to inexpensive, plentiful electricity had not been fully addressed. If drivers charge 
their cars at night when electricity demand is low, utility companies will enjoy greater revenues 
without necessarily having to add capacity. However, if drivers charge their cars during the day 
when electricity demand is high, utilities will be faced with a capacity problem and rates will 
likely rise.15 Given the high demand for electric cars at the time, this potential drawback would 
not be sufficient to preclude the alternative from consideration. The potential problem and 
possible solutions should be seriously considered when evaluating the alternative, however.
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Problems with implementation can often be traced to the lack of a thorough evaluation of 
the strategic alternatives available to a firm (see Case Analysis 9.3). For example, it is easy to 
assume that well-known brands will be readily accepted in new markets or that competitors will 
not respond effectively to major strategic changes. Even major retailers, however, can find them-
selves battling stiff local competition when they expand abroad.16

Alternatives are organizational courses of action that (1) are worth considering because they offer some potentially positive 
benefits and (2) are within the realm of possibilities for the organization. For starters, one alternative is to continue with the 
present strategy. Sometimes this alternative is the most desirable, but typically some changes are needed. Additional alterna-
tives should be identified from the SW/OT matrix in two ways. First, one should consider more fully utilizing one’s strengths to 
take advantage of existing opportunities or palliate threats if the organization is not presently doing so. For example, if an or-
ganization has excess production capacity and there exists a market not presently served, then moving into this market is worth 
considering. Second, one should also consider taking action to minimize the weaknesses so that the organization can pursue 
opportunities or minimize the effect of threats. It is critical to identify the S/W-O/T combinations that result in the identifica-
tion of each alternative, but it is not worthwhile to include alternatives that are obviously implausible or unattractive (e.g., 
McDonald’s could close its fast-food stores to concentrate on promoting frozen foods through grocery outlets) for the sake of 
creating a list. All of the alternatives to be considered should be deemed viable upon cursory examination. Alternatives should 
also be plotted in the SLSC matrix.

There is no set number of alternatives that should be generated. As with the identification of elements within the SWOT, too 
few alternatives imply a superficial analysis whereas too many alternatives can become difficult to assess.

Step 21: What Are the Pros and Cons of These Alternatives?

Some of the alternatives identified in Step 20 may be mutually exclusive whereas others may not. Inevitably, one must assess 
the attractiveness of each alternative. It is not appropriate to subjectively promote one or two that will be recommended later. 
Rather, pros and cons must be objectively identified for each alternative. Even attractive alternatives have costs and downsides, 
and others may have limited prospects for success—factors that should be converted to dollars whenever possible. For example, 
quality circles may be proposed as a solution to low morale without considering the costs. Quality circles require a commitment 
of time (i.e., lost production) and effort if they are to be successful, and management must also be willing to implement sugges-
tions. In the final analysis, quality circles may be desirable, but no strategy can be implemented cost-free.

Interestingly, the quality circles recommendation also has another problem. Most scholars and practitioners have reported 
that quality circles are effective only when part of a larger approach to employee empowerment. As such, a quality circle alter-
native should encompass an overall strategic change as related to the organization’s HR, not simply the implementation of a 
technique.

It is important to consider competitive responses in concert with this and the subsequent case analysis step. For example, a 
McDonald’s drop in price for the Big Mac cannot be considered in isolation of a likely price cut at Burger King. In many cases, 
anticipated retaliation is a “con” of the alternative and could ultimately render the alternative as undesirable. Assuming that 
competitor behavior will not change over time—especially in response to a major strategic change—is shortsighted.

Step 22: Which Alternative(s) Should Be Pursued and Why?

This phase necessitates an objective and subjective analysis of the pros and cons associated with each alternative. It is impor-
tant that an alternative not be selected without both arguing for its selection and explaining why competing alternatives were 
rejected. When two or more options are mutually exclusive, eliminating the options not chosen is just as important as selecting 
the desired choices. While it is important to spend time analyzing the alternatives, one must resist the temptation to overana-
lyze and avoid making the difficult choices, a process often referred to as analysis to paralysis.

Case Analysis 9.3 Step 20: What Strategic Alternatives Are Available to the Organization?
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The direction of a strategic change can affect the difficulty of its implementation. In general, 
a business pursuing differentiation can shift to a cost leadership approach more easily than 
a low-cost business can shift to differentiation. Because a low-cost business is likely to be 
associated with value rather than quality, it is difficult to convince buyers that they should pay 
more because its products are differentiated. 

Issues in Strategy Formulation __________________

Crafting a strategy is not an easy task, even with the assistance of tools like the SW/OT and SLSC 
matrices. When a strategy appears attractive, a number of issues should be considered before it 
is implemented. Four such issues are discussed in this section.

Evaluating Strategic Change 
Should an organization change course when performance declines, or should it stay the course? 
On the one hand, its strategic managers may choose to commit to a strategic course of action 
for an extended period of time and enjoy the benefits of specialization, expertise, organizational 
learning, and a clear customer image. Alternatively, an organization can remain flexible so that 
it does not become committed to products, technology, or market approaches that may become 
outdated. In a perfect world, organizations commit to predictable, successful courses of action, 
and strategic change is only incremental. However, outcomes are not always predictable.

As with many strategic issues, there are two compelling sides to this debate. When tradi-
tional firms perform poorly, their strategic managers are exhorted by business analysts to pro-
mote flexibility and strategic renewal to improve profitability. In contrast, when bold strategic 
changes fail, pundits assert that a company must return to its “core business.” Hence, it is easy 
to migrate freely from one side of the debate to the other, often with convincing empirical and 
intuitively appealing arguments.

The needs for strategic flexibility or commitment can be debated on at least four grounds. 
First, a strategy tends to yield superior performance when it fits with the organization’s envi-
ronment. Without strategic flexibility, an organization cannot adapt to its changing external 
 environment. Even if an organization’s strategy and its environment are in concert, an environ-
mental shift may necessitate strategic change to maintain alignment. Changes in competition 
and technology can also necessitate a change in the knowledge base within the organization if 
it is to prosper. The state of the environment is not always fully understood by strategy formula-
tors, and top managers may be most likely to contemplate a strategic change when perceived 
environmental uncertainty is high.

The economic downturn of the late 2000s prompted many luxury retailers to develop new 
or more greatly emphasize existing outlet stores. Saks Fifth Avenue renamed its Off Fifth outlets 
to “Saks Fifth Avenue Off Fifth” to more closely link the outlets with the Saks brand. Nike reno-
vated its outlet stores and added new ones to attract bargain shoppers.17

In contrast, however, a change in any key strategic, environmental, or organizational factors 
may entice strategic managers in a business to modify its strategy to incorporate these changes. 
However, since such variables are constantly evolving, this is a challenging process, and stra-
tegic inaction may minimize uncertainty. Indeed, a strategic change is most risky when com-
petitors are better equipped to respond if it is deemed successful. As such, strategic change can 
challenge the assumptions of all organizational members and may be difficult to implement 
even with employee support.

Second, flexibility is necessary if an organization is to seek first-mover advantages by enter-
ing a new market or developing a new product or service prior to its competitors. Being a first 
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mover can help secure access to scarce resources, increase the organization’s knowledge base, 
and result in substantial long-term competitive advantage, especially when switching costs are 
high. Maintaining commitment to the firm’s strategy can preclude movement into attractive stra-
tegic domains.18

In 2008, Fisher-Price began to emphasize its toys in China, Brazil, Russia, and Poland, 
developing nations where brand-name American products in many categories were not com-
mon. Emerging markets like these have fast-growing middle classes. By promoting its products 
in these nations, Fisher-Price sought to establish a foothold while the market was still in its 
infancy.19

However, even when strategic change results in a successful new product or service, there 
is no assurance that this success can be maintained. In fact, competitors may distort consumer 
perceptions and reap the benefits of the initial strategic change. When a consumer goods com-
pany imitates another, for example, consumers may purchase the imitation product thinking it is 
the original. If consumers dislike the product, this dissatisfaction can be transferred to the origi-
nal. On the other hand, a consumer who likes the product may realize that it is an imitation and 
transfer the positive associations with the original product to that of the imitator. Either scenario 
can prove costly to the originator.

Third, if a firm’s environment is relatively stable, strategic change can be attractive when 
the organization’s set of unique human, physical, capital, and informational resources change. 
Resource shifts necessitating strategic change may be more prevalent in some organizations 
than in others. Following this logic, strategic change can improve an organization’s ability to 
adapt by forcing healthy changes within the business. The initial pain associated with change 
may be offset by the emergence of a lean, rejuvenated organization with a fresh focus on its 
goals and objectives.20

However, consumer confusion may result from strategic change even when the new strat-
egy represents a better fit with the firm’s resources. Apple discovered this in 2007 when it cut 
the price of the iPhone from $599 to $399 after just 10 weeks on the market. Although customers 
who paid the higher price were offered a $100 rebate, many felt a sense of remorse. In addi-
tion, this rapid price shift might have conditioned prospective customers in the future to wait for 
price cuts when new Apple products are released in the future.21 Apple survived this challenge, 
and the iPhone continues to be one of the most popular smartphones well into the 2010s.

Fourth, strategic change may be necessary if desired performance levels are not being 
attained by the organization. In some cases, a change in strategy may be required to improve 
the ability of the business to generate revenues or profits, increase market share, and/
or improve return on assets or investment. In many cases, new CEOs are recruited for that 
purpose.

In contrast, the measures required to implement a change in strategy may necessitate sub-
stantial outlays of capital, thereby further denigrating the organization’s financial position. 
Considering the Miles and Snow typology as an example, a shift from a prospector or ana-
lyzer strategy to a defender strategy may require investments in sophisticated production equip-
ment to lower production costs, a characteristic more important to effective implementation of 
a defender strategy. Likewise, a shift from defender or analyzer to prospector may require sub-
stantial outlays to develop or enhance R & D facilities.

Carrefour faced these trade-offs in 2010 when it embarked on a major strategic change. 
Carrefour was the world’s second largest retailer at that time with stores and offerings similar 
to those of its larger rival, Wal-Mart. After losing global market share for several years, CEO 
Lars Olofsson embarked on an effort to transform the company from a big box selling other 
companies’ brands into a strong consumer label in its own right. Just as IKEA Group found 
success by establishing and selling its own brand of furniture, Olofsson envisioned Carrefour 
as a retailer that emphasizes its own private labels at the lowest prices in the industry. The 
strategic shift required initial outlays of an estimated several hundreds of millions of dollars, 
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including store makeovers and the implementation of a cost-saving stock-management system 
the company pioneered in China.22

Ironically, Wal-Mart was experiencing some strategic difficulties of its own. Same-store sales 
in the United States declined every quarter from mid-2009 to mid-2011, a time marked by a 
recession and general economic stagnation. Wal-Mart attempted to broaden its appeal beyond 
traditional price-oriented customers during this period by raising some prices, widening aisles, 
and adding more brand-name merchandise but was unsuccessful. The big box did not break 
the losing streak until its third fiscal quarter in 2011 when revenues increased at a 1.3% clip. Wal-
Mart had to cut prices to reverse the trend, but lower margins also led to a decline in profits.23

The decision to incorporate a substantial change in strategy can be alluring, especially when 
performance is poor. In some instances, however, strategic change is required for survival, as 
was the case for 789 Chrysler dealers that were eliminated in 2010 as part of the company’s 
bankruptcy reorganization effort. Some dealerships simply closed, while others continued 
selling other brands, focused on vehicle repairs, or embarked on new business ventures. In 
Clarkston, Michigan, Chuck Fortinberry opened a furniture store after his Chrysler dealership 
closed—while revamping the car store to make vehicles handicap accessible.24 It is necessary to 
recognize the costs associated with strategic change before resources are committed.

Strategy, Corporate Social Responsibility,  
and Managerial Ethics
Strategy decisions should not be based solely on projected effects on financial performance. An 
organization’s strategies at all levels should be compatible with its stance on social responsibil-
ity and ethics. Strategic alternatives should be considered in light of stated positions on corpo-
rate social responsibility (CSR). Marketers of alcoholic beverages must consider whether or not 
attractive advertising campaigns may attract minors as well. A manufacturer must consider how 
a plant relocation might affect the community in which it is currently located. Video game devel-
opers, for example, must consider how much violence is acceptable in the games they market 
to various age groups. Hence, there are social responsibility and/or ethical considerations facing 
every organization.

Effects on Organizational Resources
Executing a strategy requires resources that could be used for another purpose. The most obvi-
ous example is capital. If a firm pursues aggressive expansion into an uncharted geographical 
area, for example, the capital required will not be available for other purposes such as R & D 
or a new advertising campaign. If a firm launches a service enhancement effort by requiring 
sales representatives to make more frequent visits to existing customers, they will not be able to 
pursue new accounts as vigorously as before. These trade-offs should be considered before a 
strategy is adopted.

Unfortunately, many firms do not fully consider these trade-offs. Instead, they devise strate-
gies whose success depends on “doing more with less.” Managers and employees are stretched 
thin while new programs are implemented without eliminating old ones. In the end, an organi-
zation may find itself performing lots of activities but none of them well.

Anticipated Responses From Competitors and Customers
Strategies are not implemented in a vacuum. Competitive responses should be expected when 
a substantial strategic change is employed. In many situations, the prospective gains associated 
with a strategic change will be reduced when the response is considered. For example, the 
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development of new products may produce few new customers if competitors respond quickly 
by developing a similar offering. 

In some cases, considering the retaliation makes an otherwise attractive strategic alternative 
undesirable. For example, American Airlines could probably secure more fliers than Delta on 
common routes if its fares were priced below those of the rival. If American initiated a price cut, 
however, Delta would almost certainly match it. It is likely that the reduced fares would attract 
few additional fliers to either airline. Hence, both airlines would be forced to operate the same 
routes with virtually the same number of customers at lower fares. When competitive retaliation 
is considered in this example, American is probably best served not to spark a price war with 
Delta. 

Consider another example that illustrates the fact that changes in the competitive environ-
ment do not always materialize as one might expect. When an airline hub closes, for exam-
ple, one might expect flights to and from the affected city to increase in price because of the 
departed competitor. In the United States, however, discount airlines often fill the empty 
gates, actually fostering greater price competition.25 Hence, one could argue that it may be in 
the best interest of traditional carriers not to drive less competitive rivals out of key hubs lest 
they be bombarded by greater competition. Customer responses can be difficult to predict, but 
responses to strategic change should be anticipated and accounted for, especially when there 
are substantial shifts in prices or product line. 

Given the complexity of competitor retaliation, some firms opt for a blue ocean strat-
egy, an approach to growth contingent on inventing or discovering a new industry or industry 
segment that creates new demand. In many respects, Starbucks, eBay, and Cirque du Soleil 
reinvented the coffee house, auction, and circus industries by executing a radically differ-
ent approach that opened up substantial, previously untapped markets.26 Put another way, 
Starbucks did not reinvent the cup of coffee but rather reinvented the coffee shop experience. 
A large number of firms and new enterprises have failed in their attempts to charter new waters, 
however, suggesting that successful blue ocean approaches require research, creativity, and a 
lot of savvy.

Summary

The SWOT analysis serves as the basis for the formulation of strategies at all levels. The SWOT summarizes the organization’s 
internal (i.e., strengths and weaknesses) and external (i.e., opportunities and threats) characteristics. Strengths and weak-
nesses emanate from an analysis of human, organizational, and physical resources. Opportunities and threats are based on 
analyses of the macroenvironment and industry. The SW/OT matrix generates strategic alternatives by combining internal 
and external factors delineated in the SWOT analysis.

Before a strategy is selected, however, several other considerations should be made. These include the costs associated 
with strategic change, the strategy’s fit with the organization’s stance on social responsibility and managerial ethics, effects 
on organizational resources, anticipated responses from competitors, and potential difficulties in implementing the strategy. 
The SLSC matrix helps evaluate alternatives by considering the level of analysis—corporate, business, or functional—and the 
degree of strategic complexity.

Key Terms

Blue Ocean Strategy: A growth strategy contingent on inventing or discovering a new industry or industry segment 
that creates new demand.
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Capabilities: A firm’s skills at coordinating and leveraging resources to create value (often called strategic capabilities 
or dynamic capabilities).

Gap Analysis: Identifying the distance between a firm’s current position and its desired position with regard to an 
internal weakness. All things equal, it is desirable to take action to close the gap, especially when the gap leaves a firm 
vulnerable to external threats in its environment.

Human Resources (HR): The experience, capabilities, knowledge, skills, and judgment of the firm’s employees.

Organizational Resources: The firm’s systems and processes, including its strategies at various levels, structure, and 
culture.

Physical Resources: An organization’s plant and equipment, geographic locations, access to raw materials, 
distribution network, and technology.

Strategy Level-Strategy Complexity (SLSC) Matrix: A tool for evaluating strategic alternatives that considers the 
organizational level of the alternative and the degree of strategic complexity.

SWOT (Strengths, Weaknesses, Opportunities, and Threats) Analysis: An analysis intended to match the firm’s 
strengths and weaknesses (the S and W in the acronym) with the opportunities and threats (the O and T) posed by the 
environment.

SW/OT Matrix: A tool for generating alternative courses of action by identifying relevant combinations of internal 
characteristics (i.e., strengths and weaknesses) and external forces (i.e., opportunities and threats).

Value Chain: A useful tool for analyzing a firm’s strengths and weaknesses and understanding how they might 
translate into competitive advantage or disadvantage. The value chain describes the activities that comprise the 
economic performance and capabilities of the firm.

VRIO (Valuable, Rare, Inimitable, and Organization) Framework: A tool for assessing the competitive quality of 
a firm’s resources by examining value, rarity, imitability, and organization.

Review Questions and Exercises

1. What is the value chain? How is it useful to strategy formulation?

2. How do a SWOT analysis and SW/OT matrix help managers in the strategic decision-making process?

3. What types of alternatives can be generated from a SW/OT matrix?

4. Should an organization change strategies when performance declines? Explain.

Practice Quiz

True of False? 

 1. The first step in crafting a strategy is the SWOT analysis.

 2. The value chain is an analytical technique for identifying organizational opportunities and threats.

 3. Opportunities and threats should emanate from the analysis of macroenvironmental and industry forces.
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 4. A factor can be both an opportunity and a strength.

 5. Another name for an opportunity is an alternative.

 6. Choosing the “no change” strategy and thereby recommending that the current strategy be continued is the 
least risky option.

Multiple Choice
 7. The tool that enables executives to position an organization to take advantage of particular opportunities in the 

environment while avoiding or minimizing environmental threats is called __________.

A. PEST analysis

B. SWOT analysis

C. total quality management (TQM) analysis

D. none of the above

 8. The description of activities that comprise the economic performance and capabilities of the firm is known 
as __________.

A. the value chain

B. process innovation

C. quality assessment

D. none of the above

 9. To sustain competitive advantage, firms must acquire or develop resources that are __________.

A. difficult for competitors to imitate

B. long lasting

C. difficult for competitors to acquire on the market

D. all of the above

10. Physical resources include __________.

A. production facilities

B. plant locations

C. production capacity

D. all of the above

11. Which of the following could not be an example of a weakness?

A. product quality

B. fierce competition

C. human resources

D. all of the above 

12. Which type of alternative is always defensive in nature?

A. strength-opportunity

B. strength-threat

C. weakness-opportunity

D. weakness-threat
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10 Clues to Opportunity
Market anomalies and incongruities may point the way to your next breakthrough strategy.

by Donald Sull

During their heyday in the late 19th and early 20th centuries, transatlantic cruise lines such as the Hamburg 
America Line and the White Star Line transported tens of millions of passengers between Europe and 

the United States. By the 1960s, however, their business was being threatened by the rise of a disruptive new 
enterprise, namely, nonstop transatlantic flights. As it happened, the cruise ship lines had one potential strategy 
with which to save their business: vacation cruises. Starting in the 1930s, some of these lines had sailed to the 
Caribbean during the winter, thus using their boats when rough seas made the Atlantic impassable. And in 1964, 
when a new port was opened in Miami, Fla., the pleasure cruise business began to boom.

But the great cruise lines missed this breakthrough opportunity. They saw their profitability fall while dozens 
of startups, including Royal Caribbean and Carnival, retrofitted existing ships to offer pleasure cruises and built an 
entirely new travel and leisure category that continues to grow today.

Managers and entrepreneurs walk past lucrative opportunities all the time, and later kick themselves when 
someone else exploits the strategy they overlooked. Why does this happen? It’s often because of the natural 
human tendency known to psychologists as confirmation bias: People tend to notice data that confirms their 
existing attitudes and beliefs, and ignore or discredit information that challenges them.

Although it is difficult to overcome confirmation bias, it is not impossible. Managers can increase their skill 
at spotting hidden opportunities by learning to pay attention to the subtle clues all around them. These are often 
contradictions, incongruities, and anomalies that don’t jibe with most of the prevailing assumptions about what 
should happen. Here is my own “top 10” field guide to clues for hidden breakthrough opportunities, observed 
in a wide variety of industries, countries, and markets. If you find yourself noticing one or more of them, a major 
opportunity for growth could be lurking behind it.

1. This  product  should already exist  (but  i t  doesn’t) .  As  the  acces so r i e s  ed i to r 
for Mademoiselle magazine in the early 1990s, Kate Brosnahan spotted a gap in the handbag market between 
functional bags that lacked style and extremely expensive but impractical designer bags from Hermès or Gucci. 
Brosnahan quit her job, and with her partner Andy Spade, founded Kate Spade LLC, which produced fabric 
handbags combining functionality and fashion. These attracted the attention of celebrities such as Gwyneth 
Paltrow and Julia Roberts. Many well-known product innovations—including the airplane, the mobile phone, and 
the tablet computer—began similarly, as products that people felt should already exist.

2. This customer experience doesn’t have to be time-consuming, arduous, expensive, or annoying 
(but it is). Consumer irritation is a reliable indicator of a potential opportunity, because people will typically pay 
to make it go away. Reed Hastings, for example, founded Netflix Inc. after receiving a US$40 late fee for a rented 
videocassette of Apollo 13 that he had misplaced. Charles Schwab created the largest low-cost brokerage house 
because he was fed up with paying the commissions of conventional stockbrokers. Scott Cook got the idea for 
Quicken after watching his wife grow frustrated tracking their finances by hand.

3. This resource could be worth something (but it is still priced low). Sometimes an asset is 
underpriced because only a few people recognize its potential. When a low-cost airline such as easyJet or Ryanair 
announces its intention to fly to a new airport, real estate investors often leap to buy vacation property nearby. 

Strategy + Business Reading
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They rightfully expect a jump in real estate values. Similarly, the founders of Infosys Technologies Ltd., India’s 
pioneering provider of outsourced information technology services, were among the first to recognize that Indian 
engineers, working for very low salaries, could provide great value to multinational clients. The company earned 
high profits on the spread between what they charged clients and what they paid local engineers.

4. This discovery must be good for something (but it’s not clear what that is). Researchers sometimes 
recognize that they have stumbled on a promising resource or technology without knowing the best uses for 
it right away. The resulting search for a problem to solve can lead to great profitability. One example was the 
founding of the ArthroCare Corporation, a $355 million producer of medical devices based on a process called 
coblation, which uses radio frequency energy to dissolve damaged tissue with minimal effect on surrounding 
parts of the body. Medical scientist Hira Thapliyal, who codiscovered this process, founded a company to offer 
it for cardiac surgery, but that market turned out to be too small and competitive to support a new venture. 
Undeterred, he looked for other potential uses, and found one in orthopedics, where there are more than 2 
million arthroscopic surgeries per year.

5. This product or service should be everywhere (but it isn’t). Sometimes people chance upon an 
attractive business model that has failed to gain the widespread adoption it deserves. Two archetypal retail food 
stories illustrate this. In 1954, restaurant equipment salesman Ray Kroc visited the McDonald brothers’ hamburger 
stand in southern California, and convinced them to franchise their assembly-line approach to flipping burgers. In 
1982, coffee machine manufacturing executive Howard Schultz visited a coffee bean producer called Starbucks in 
Seattle. He recognized the potential of a chain restaurant based on European coffee bars, and he joined Starbucks, 
hoping to convince the company’s leadership to convert their retail store to this format. When they didn’t, he 
started his own coffeehouse chain, later buying the Starbucks retail unit as the core of his new business.

6. Customers have adapted our product or service to new uses (but not with our support). Chinese 
appliance maker Haier Group discovered that customers in one rural province used its clothes washing machines 
to clean vegetables. Hearing this, a product manager spotted an opportunity. She had company engineers install 
wider drain pipes and coarser filters that wouldn’t clog with vegetable peels, and then added pictures of local 
produce and instructions on how to wash vegetables safely. This innovation, along with others including a 
washing machine designed to make goat’s-milk cheese, helped Haier win share in China’s rural provinces, while 
avoiding the cutthroat price wars that plagued the country’s appliance industry.

7. Customers shouldn’t want this product (but they do). When Honda Motor Company entered the 
U.S. motorcycle market in the late 1950s, it expected to sell large motorcycles to leather-clad bikers. Despite a 
concerted effort, the company managed to sell fewer than 60 of its large bikes each month, far short of its monthly 
sales goal of 1,000 units. Then a mechanical failure forced the company to recall these models. In desperation, it 
promoted its smaller 50cc motorbike, the Cub, which Honda executives had assumed would not interest the U.S. 
market. When the smaller bikes sold well, Honda realized it had discovered an untapped segment looking for 
two-wheel motorized transportation. (The campaign is still remembered for its catchphrase, “You meet the nicest 
people on a Honda.”)

8. Customers have discovered a product (but not the one we offered). Joint Juice, a roughly $2 million 
company that produces an easy-to-digest glucosamine liquid, was founded by Kevin Stone, a prominent San 
Francisco orthopedic surgeon. He learned about the nutrient from some of his patients, who took it for joint pain 
instead of the ibuprofen he had prescribed. Many doctors might have ignored this or even scolded their patients 
for falling prey to fads, but Stone recognized he might be missing something. He looked up the clinical research 
on glucosamine in Europe, where it was the leading nutritional supplement. (Veterinarians, he discovered, swore 
by it, and their patients fell for neither fads nor placebos.) Then he built a business around it.

9. This product or service is thriving elsewhere (but no one offers it here). In the early 1990s, a 
Swedish business student named Carl August Svensen-Ameln tried to store some of his belongings in Sweden 
while at school in Seattle, but found that all the local self-storage facilities were full. He studied the storage 
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industry, already prevalent in the United States, and discovered a business model characterized by high rents, 
low turnover, and negligible operating costs. Yet self-storage, at the time, was virtually nonexistent in continental 
Europe. Svensen-Ameln and a friend from business school set up a partnership with an established U.S. company, 
Shurgard Storage Centers Inc. The resulting company, European Mini-Storage S.A., was the first of several such 
companies that Svensen-Ameln started in Europe, to great success.

10. That new product or service shouldn’t make much money (but it does). Established competitors 
are often surprised when upstart rivals do well. In his 2008 book, The Partnership: The Making of Goldman 
Sachs (Penguin Press), Charles D. Ellis noted that for decades, Goldman Sachs partners had avoided investment 
management, which they believed generated lower fees than trading and investment banking. When Donaldson, 
Lufkin & Jenrette Inc. published its financial performance as part of a 1970 stock offering, Goldman partners were 
startled to learn that fees and brokerage commissions on frequent trades added up to a highly profitable business. 
Shortly thereafter, Goldman expanded into managing corporate pension funds, and aggressively built its business.

Incongruities like these can offer a critical clue about where your assumptions no longer match reality. From 
there, you are more likely to uncover the kinds of opportunities that you might otherwise have missed—and that 
your competitors still don’t recognize. Start by asking yourself, What are the most unexpected things happening 
in our business right now? Which competitors are doing better than expected? Which customers are behaving in 
ways we hadn’t anticipated? Take yourself through the list of top 10 clues. Leaders who consistently notice and 
explore anomalies increase the odds of spotting emerging opportunities before their rivals.
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T he best conceived strategic plans often fail from a lack of planning for their 
execution. Effective strategy implementation requires managers to consider a num-

ber of issues, including structural, cultural, and leadership concerns.1 These considerations 
should be made before a strategic alternative is selected and then detailed after a strategy is 
formulated. 

This chapter emphasizes the relationship between strategy and the firm’s structure—the for-
mal side of the organization—especially within the context of strategy execution. Leadership 
and culture are addressed in the following chapter.

Organizational Structure _______________________

Organizational structure—the formal means by which work is coordinated in an organization— 
is the focus of this chapter. An organization’s structure dictates reporting relationships and 
defines where and how the firm’s work will be done. It establishes a framework for identify-
ing the levels in the organization where decisions will be made. In many respects, the structure 
sets the stage for strategy execution. A given structure might be appropriate for one particular 
strategy but not another. For example, tight and well-defined job responsibilities and reporting 
relationships might work best in a firm like McDonald’s, whose strategy emphasizes the delivery 
of very consistent, standardized service. A loose, more flexible approach might make sense for 
a firm like 3M, whose strategy emphasizes innovation. Although there are a number of possible 
organizational structures, this chapter focuses on the primary alternatives and their implications 
for strategy execution. 

There is a long-standing debate among scholars as to whether a firm’s strategy should follow 
its structure or vice versa. Most practitioners, however, recognize that strategy and structure are 
interdependent. In the short term, strategic managers should evaluate and consider the firm’s 
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structure when crafting the strategy, recognizing that modifying the structure is rarely easy or 
cost-free. In addition, they should be willing to modify the firm’s structure as required to fit with 
any necessary strategic change. In the long term, because a firm’s strategy is a key driver of its 
performance, the structure should be built around the strategy to ensure its effectiveness.

Although some new businesses are launched on a large scale, many start small with an owner/
manager and a few employees. Neither an organizational chart nor a formal assignment of respon-
sibilities is necessary. Each employee often performs multiple tasks and the owner/manager is 
involved in all aspects of the business, a form of organization often called a simple structure. 
This structure may remain intact for only a few months in a fast-growing organization or for years 
in a small family business such as a rural convenience or hardware store. The owner/manager is 
able to communicate the strategic priorities directly with most members of the organization.

In organizations with a simple structure, early survival depends on an increase in demand for the 
company’s products or services. As the organization grows to meet this demand, however, a more 
permanent division of labor tends to form. The owner/manager who once was nearly involved in 
all functions of the enterprise begins to play more of a leadership role, and additional employees are 
assigned to more specialized functions. At some point, however, growth of the firm reaches a certain 
point where top managers must evaluate the effectiveness of the evolving system of coordinating 
tasks and consider modifying it—if necessary—so that the structure evolves as the strategy evolves.

Because the simple structure is inappropriate when a firm grows beyond a certain point, 
other alternatives must be considered. For such organizations, the structure exists to provide con-
trol and coordination for the organization. The structure designates formal reporting relationships 
and defines the number of levels in the hierarchy2 (see the sample chart in Figure 10.1). There 
are logical reasons for organizing work along various lines. For example, work can be organized 
along function so employees can work only in their areas of specialty, by product so decisions 
about products can be made in an integrated fashion, and along geographical lines so decisions 
can be tailored to unique needs of various geographical regions. It is also reasonable to assume 
that individuals can and should work across the structure when necessary. 

There is no single best structure, and the one selected for any organization will have its own 
set of benefits and challenges. The key is to select a structure that supports the execution of the 

Figure 10.1  Security Bank Organization Chart
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strategy and to reassess and modify both as required. 
Interestingly, many large, well-known companies change 
structures frequently as their environments change.

The extent to which organizational activities are 
appropriately grouped affects how well strategy is imple-
mented. For instance, customers may be confused when 
they are contacted by multiple sales representatives for the 
same company with each representing a different product 
line. In addition, it is difficult to hold a product divisional 
manager fully responsible for product sales when he or 
she has no control over either the development or the pro-
duction of the product.

In addition, firms with multiple related businesses 
usually require greater coordination of their business 
units’ activities than those operating in only one business. 
However, as an organization becomes more complex, 
coordinating activities becomes more difficult, especially 
in organizations with related businesses.

Vertical Growth
Growth in the organization expands its structure, both vertically and horizontally. Vertical 
growth refers to an increase in the length of the organization’s hierarchy (i.e., levels of manage-
ment). The number of employees reporting to each manager represents that manager’s span 
of control. A tall organization is composed of many hierarchical levels and narrow spans of 
control whereas a flat organization (or steep organization) has few levels in its hierarchy and 
a wide span of control from top to bottom. In reality, organizations fall somewhere in between 
the two extremes. Hence, organizations are seen as being “relatively tall” or “relatively flat.”

When a structure is marked by centralization, most strategic and operating decisions are made 
at the top because managers at higher levels are presumed to have greater experience and expertise. 
Although there are clear lines of responsibility and accountability, top managers may lack the hands-
on experience that managers at middle and lower levels have. Decision making occurs slowly, and 
the lower level managers may be less committed to those decisions made at higher levels. 

Alternatively, when a structure is characterized by decentralization, most strategic and 
operating decisions are made by managers at lower levels of the organization. Decentralized 
firms seek to overcome the difficulties of centralization by pushing each decision to the low-
est level where it can be made effectively. Decentralization enables a firm to take advantage of 
the intellectual capital that an organization develops across managerial ranks by empowering 
managers with direct knowledge about a situation to make rapid decisions. When customer 
service is a key component of an organization’s strategy, a decentralized structure can be ben-
eficial because managers in direct contact with customers can address problems quickly and 
decisively. However, decentralization can cloud lines of accountability when poor decisions are 
made and can often result in poor coordination across units in the organization. These poten-
tial disadvantages notwithstanding, it is not difficult to see why many progressive organizations 
have moved toward greater decentralization in the past two decades.

The extent to which decision making should be decentralized depends on a number of  
factors—one of which is organizational size. In general, very large organizations tend to be 
more decentralized than very small ones, simply because it is difficult for the chief executive 
officer (CEO) of a very large company to stay abreast of all of the organization’s operations. In 
addition, firms with large numbers of unrelated businesses tend to be relatively decentralized 
whereby corporate-level management determines the overall corporation’s mission, goals, and 
strategy, and lower-level managers make the actual operating decisions. Finally, organizations 



STRATEGIC MANAGEMENT274

in dynamic environments must be relatively decentralized so that decisions can be made 
quickly whereas organizations in relatively stable environments can be managed more system-
atically and centrally because change is relatively slow and fairly predictable. In such cases, 
most decisions are routine, and procedures can often be established in advance.

John Child studied the link between firm size and number of management levels. According 
to Child, the average number of hierarchical levels for an organization with 3,000 employees 
is seven.3 Consequently, one might consider such an organization with fewer than seven hier-
archical levels to be relatively flat and one with more than seven to be relatively tall. Because 
tall organizations have a narrow span of control, managers in such organizations exercise a 
relatively high degree of control over their subordinates, and authority tends to be relatively 
centralized. Conversely, authority is more decentralized in relatively flat structures because man-
agers have broad spans of control and must therefore grant more flexibility to their employees. 
Because decisions are more likely to be made at lower levels in flat organizations, it is advisable 
for employees to have a more generalist orientation.

From a strategic perspective, both organizational types possess certain advantages. Tall, cen-
tralized organizations foster more effective coordination and communication of the business’s 
mission and goals to all employees. Planning and its execution are relatively easy to accomplish 
because all employees are centrally directed. As such, tall organizational structures may be best 
suited for environments that are relatively stable and predictable although a number of experts 
have begun to suggest that tall structures do not yield the advantages today that they once did.

Flat structures also have their advantages. Administrative costs tend to be lower than those 
in taller organizations because fewer hierarchical levels require fewer managers and support 
personnel. Decentralized decision making also gives managers at various levels more authority, 
which may increase their satisfaction and motivation.4 The greater freedom in decision making 
also encourages innovation. Hence, flat structures are best suited for more dynamic environ-
ments, such as those in which most Internet businesses operate. Quality tends to improve when 
decision making is decentralized closest to the level at which the decisions will be implemented 
although this is not always the case.

Flatter organizations, with relatively fewer hierarchical levels and wider spans of control, 
tend to work more effectively in dynamic environments whereas taller organizations may oper-
ate more effectively in stable, more predictable environments. Not all of a firm’s business units 
need to adopt the same structure. If some business units operate in relatively dynamic environ-
ments while others compete in relatively stable environments, structural differences may be 
necessary.

Other factors can also influence the appropriate structure for an organization. Heavy 
involvement in outsourcing and/or offshoring is one such factor. Because outsourcing reduces 
internal activities, it can flatten the structure and increase decision-making speed.5 Outsourcing 
can stifle the bureaucracy, enabling firms to concentrate on key strategic concerns such as short-
ening the cycle time for new products or new models of existing ones.

Horizontal Growth
Horizontal growth refers to an increase in the breadth of an organization’s structure. The 
owner/manager and a few employees may perform all of the functions in a new business. With 
growth, however, each function expands so that no one individual can be involved in all of the 
company’s functions, and the structure of the organization is broadened to accommodate the 
development of more specialized functions. Owners and managers who are unable to “let go” 
of former realms of responsibility as their responsibilities increase are often referred to disparag-
ingly as “micromanagers.”

Increases in organizational size usually lead to additional organizational layers and bureau-
cracy. Although large organizations are often presumed to benefit from economies of scale 
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and therefore be more efficient, a large firm may actually become both less efficient and less 
capable of meeting the needs and expectations of its customers over time. Top management 
often addresses the burgeoning bureaucracy by instituting a more horizontal structure—one 
with fewer hierarchies. The organizational restructuring and retrenchment strategies so perva-
sive throughout the 1980s and 1990s has often involved forming a more horizontal structure 
through downsizing, whereby part or all of one or more hierarchical levels—typically middle 
managers—are eliminated. Additionally, employee layoffs often occur in order to cut costs and 
eliminate some of the bureaucracy that invariably accompanies multiple organizational layers. 
As layers are reduced, decision making becomes more decentralized.

Interestingly, downsizing often does not achieve desired results, especially in the long 
term. Studies suggest that on average, firms enjoy a slight and short-term rise in stock price after 
downsizing, followed by significant declines over the intermediate term.6 When cuts are applied 
equally to all departments, both efficient and inefficient ones lose employees without regard to 
performance level. When buyouts are offered to relatively high-paid, longtime employees, the 
firm can be faced with a drastic loss of critical experience. In addition, the positive changes in 
the formal organization created by downsizing often lead to dysfunctional consequences in the 
informal organization. Survivors (i.e., employees who remain after the cuts) are typically less 
loyal to the organization and wonder if they will be cut next. Hence, downsizing is a worthy 
strategic alternative, but one whose long-term ramifications must be seriously considered before 
it is adopted.7

Firms occasionally seek to downsize for the specific purpose of eliminating part of the 
workforce so that it can be rebuilt in a different manner. Downsizing may occur after an acqui-
sition if there are substantial cultural differences between the two firms and the acquiring firm 
wishes to reorient the new combined workforce.

Structural Forms _____________________________

The following section describes four general alternative structures that may be adopted to meet 
the strategic needs of the organization. Some of these structures tend to fit with certain firm level 
competitive strategies although this relationship is not always clear. 

Functional Structure
The initial growth of an enterprise often requires that it be organized along functional areas. 
In the functional structure, each subunit of the organization engages in firm-wide activities 
related to a particular function, such as marketing, human resources (HR), finance, or produc-
tion. The chart in Figure 10.2 illustrates one example of a functional structure. Managers are 
grouped according to their expertise and the resources they use in their jobs. A functional struc-
ture has a number of strategic advantages. Most notably, it can improve specialization and pro-
ductivity by grouping together people who perform similar tasks. When functional specialists 
interact frequently, improvements and innovations for their functional areas may evolve that 
may not have otherwise occurred without a mass of specialists organized within the same unit. 
Working closely on a daily basis with others who share one’s functional interests also tends to 
increase job satisfaction and lower turnover. In addition, the functional structure can also foster 
economies of scale by centralizing functional activities.

Because of its ability to group specialists and foster economies of scale, the functional 
structure form tends to address cost and quality concerns effectively. However, this form also 
has its disadvantages. Because the business is organized around functions rather than around 
products or geographic regions, pinpointing the responsibility for profits or losses can be 
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difficult. For example, a decline in sales could be directly linked to problems in any of a number 
of departments, such as marketing, production, or purchasing. Members of these departments 
may point at other departments when firm performance declines.

In addition, a functional structure is prone to interdepartmental conflict by fostering a  
narrow perspective of the organization among its members. Managers in functional organizations 
tend to view the firm totally from the perspective of their field of expertise. The marketing depart-
ment might see a company problem as sales-related whereas the human resource department 
might view the same challenge as a training and development concern. In addition, communica-
tion and coordination across functional areas are often difficult because each function tends to 
have its own perspective and vernacular. Research and development (R & D), for example, tends 
to focus on long-term issues whereas the production department generally emphasizes the short 
run. Grouping individuals along function minimizes communication across functions and can 
foster these types of communication problems.

In sum, the functional structure can serve as a relatively effective and efficient means of con-
trolling and coordinating activities. For this reason, it may be appropriate for defenders and low-
cost businesses that emphasize efficiency in established markets. However, there has been a 
growing emphasis on customer service and speed in recent years, challenges that the functional 
structure may not be as well equipped to address. Depending on the specific issues facing an 
organization, a division along product or geographical lines may be more appropriate.

Product Divisional Structure
Some firms “outgrow” the functional structure as they expand product lines and geographies. 
To better coordinate their activities, such firms implement a multidivisional structure (or 
M-form structure). The product divisional structure divides the organization’s activities into 
self-contained entities, each responsible for producing, distributing, and selling its own prod-
ucts. This structure is often adopted when a business has several distinct product lines. For 
example, a software developer may organize along three product lines: (1) business, (2) pro-
ductivity, and (3) educational applications. Each division would have its own functional areas, 
such as R & D, marketing, and finance. For this reason, the product divisional structure may be 
most appropriate for diversified firms. The product divisional structure is used both in manufac-
turing and service organizations.

The product divisional structure has a number of advantages. Rather than emphasizing func-
tions, the structure emphasizes product lines, resulting in a clear focus on each product category 
and a greater orientation toward customer service. Pinpointing the responsibility for profits or 
losses is also easier because each product division becomes a profit center—a well-defined 
organizational unit headed by a manager accountable for its revenues and expenditures. As 

Figure 10.2  A Partial Example of Functional Structure
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such, the product divisional structure can be an attractive alternative for businesses pursuing 
prospector and differentiation strategies.

The product divisional structure is also ideal for training and developing managers because 
each product manager is, in effect, running his or her “own business.” Hence, product managers 
develop general management skills—an end that can be accomplished in a functional structure 
only by rotating managers from one functional area to another.8

The product divisional structure also has its disadvantages. Because product divisional firms 
generally have multiple departments performing the same function, the total personnel expense 
for manufacturing is likely to be higher than if only one department were necessary. The coor-
dination of activities at headquarters also becomes more difficult, as top management finds it 
harder to ensure consistency among the various departments. This problem can become sub-
stantial in large organizations with 40 or more product divisions. Finally, because each prod-
uct manager emphasizes his or her own product area, product managers tend to compete for 
resources instead of working together in the best interest of the company.

Geographic Divisional Structure
When a firm’s operations are dispersed through various locations, top executives often employ 
a geographic divisional structure, whereby activities and personnel are grouped by specific 
geographic locations (see Figure 10.3). This multidivisional structure may be used on a local 
basis (i.e., a city may be divided into sales regions), on a national basis (i.e., southern region, 
mid-Atlantic region, Midwest region), or even on an international basis (i.e., North American 
region, Latin American region, Asian region, Western European region). The primary impetus 
for the geographic divisional structure is the existence of two or more distinct markets that can 
be segmented easily along geographical lines. For this reason, differentiated businesses or those 
unable to standardize product or service lines because of geographical market differences may 
implement a geographic divisional structure.

Figure 10.3  A Partial Example of Geographic Divisional Structure
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There are two key advantages to organizing geographically. First, products and services 
may be tailored more effectively to the legal, social, technical, or climatic differences of specific 
regions. For example, relatively small 220-volt appliances may be appropriate for parts of 
Asia where living quarters tend to be limited and the American 110-volt system is not used. In 
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addition, insurance companies are often organized along state and national boundaries because 
of legal differences. Second, producing or distributing products in different locations may give 
the organization a competitive advantage. Many firms, for example, produce components in 
countries that have a labor cost advantage and assemble them in countries with an adequate 
supply of skilled labor. Hence, like the product divisional structure, the geographic divisional 
approach may also be appropriate for businesses embarking on a prospector or differentiation 
strategy. Porter’s notion of a focus strategy can also fit well with geographic divisions if the focus 
is based on nations, states, or regions.

The disadvantages of a geographic divisional structure are similar to those of the product 
divisional structure. Often, more functional personnel are required because each region has 
its own functional departments. Coordination of company-wide functions is often more diffi-
cult, and area managers may emphasize their own geographic regions to the exclusion of a 
 company-wide viewpoint.

Matrix Structure
In a general sense, the functional and divisional structures—both product and geographical—

can be viewed as opposites on ends of a continuum. The traditional demands for quality and 
price may pull an organization toward the functional end whereas demands for service and 
speed may pull the organization toward the divisional end. To address these demands, top man-
agers may settle on one of the two poles or may attempt to position the organization between 
the extremes. One such approach that has gained considerable popularity in recent years is the 
matrix structure.

Unlike the other structures that are characterized by a single chain of command, the matrix 
structure is a combination of the functional and product divisional structures (see Figure 10.4). 
Hence, personnel within the matrix have two (or more) supervisors: (1) a “functional boss” and 
(2) a “project boss.” In one project, a project manager might pull together some members of the 
organization’s functional departments. After the project is completed, the personnel in the proj-
ect return to their functional departments. Hence, some individuals may be assigned to more 
than one team at the same time.

Consider that many common organizational tasks require expertise from a variety of 
backgrounds. Effective new product development requires contributions from such areas as 
R & D, marketing, and production. Enhancing a consumer product firm’s e-commerce capability 
requires contributions from information technology, marketing, supply chain management, 
and merchandising. An initiative to improve customer satisfaction requires expertise in sales, 
inventory management, and production. The matrix structure is designed to address these 
multifaceted problems because it pools together the necessary expertise required.

The matrix structure is  inappropriate for many organizations, especially those emphasiz-
ing cost leadership. It is most commonly used in organizations that operate in industries with a 
high rate of technological change, such as software development, management consulting, and 
telecommunications. Because of its complexity, the matrix structure is not as common as the 
other structures. However, recent developments in network technology have helped managers 
in many matrix organizations overcome some of the confusion and duplication that can accom-
pany the structure. As such, matrix approaches are likely to continue to expand, especially in 
industries governed by technology.

A variation to the traditional project form of the matrix structure is reflected in the form 
of organization pioneered by Procter & Gamble (P&G) in 1927. At P&G, rather than a project 
manager being in charge of a temporary project, each of P&G’s individual products has a brand 
manager. Like a project manager, the brand manager pulls various specialists, as they are 
needed, from their functional departments. Each brand manager reports to a category manager, 
who is in charge of all related products in a single category. The category manager coordinates 
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the advertising and sales efforts so that competition among P&G products is minimized. 
Interestingly, P&G continues to modify its brand management approach as the environment 
changes, and has recently undergone a shift toward a more global orientation.9

The matrix structure offers four key advantages. First, by combining the functional and 
product divisional structures, a firm can enjoy many of the advantages of both forms. Second, a 
matrix organization is flexible because employees may be transferred with ease between proj-
ects with different time frames. Third, a matrix permits lower-level functional employees to 
become heavily involved in projects and gain valuable experience. Finally, top management 
in a matrix is freed from day-to-day involvement in the operations of the enterprise in order to 
focus on strategic leadership.

The matrix also has a number of disadvantages. First, because coordination across func-
tional areas and across projects is so important, matrix personnel spend considerable time in 
meetings exchanging information, ultimately growing the bureaucracy and raising personnel 
costs. Second, matrix structures are characterized by considerable conflict both between project 
and functional managers over budgets and personnel and among the project managers them-
selves over similar resource allocation issues. Finally, reporting to two managers simultaneously 
violates a basic premise of management (i.e., each employee should report to only one boss) 
and can create role conflict when different bosses provide conflicting instructions.

Assessing Organizational Structure
Structures in some firms are relatively easy to assess by examining the organization chart. It 
is not as easy to delineate in other firms, however. Functional, product divisional, geographic 
divisional, and matrix structures are often combined to create an approach uniquely tailored to 

Figure 10.4  Matrix Organizational Structure
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the strategic needs of the firm (Figure 10.5 illustrates a combination structure). It is interesting 
to note that a number of firms combine two or more of the structures according to the specific 
needs of the firm and the philosophy of its top executives. Yum Brands, for example, has a 
division for each of its domestic restaurant holdings (e.g., KFC, Pizza Hut, Taco Bell, Long 
John Silver’s, and A&W Restaurants). Another division, however, is based on geography and 
includes units in all three of the restaurant brands located outside the United States. Hence, 
implementing a single, pure structure is not necessary.

Figure 10.5    A Partial Example of a Combination Structure
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Summarizing the previous sections, the appropriate structure for a given firm can depend on 
a number of factors, including the following:

1. The level of corporate involvement in business unit operations

2. The compatibility of the existing structure with the firm- and business-level strategies

3. The number of hierarchical levels in the organization

4. The extent to which the structure permits the appropriate grouping of activities
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5. The extent to which the structure promotes effective coordination across groups

6. The extent to which the structure allows for appropriate centralization or decen-
tralization of authority

The next section addresses the first of these factors in more detail.

Corporate Involvement in Business  
Unit Operations ______________________________

Top management philosophy is a key determinant of an organization’s structure, especially in 
large firms with multiple business units. The extent to which corporate managers are involved in 
business-level operations varies from one firm to another. Involvement is sometimes seen as a 
stabilizing force and is welcomed by top executives in business units. However, some business 
unit managers refer to “corporate” in a less than positive light and may view such involvement 
as interference or stifling to progress.

The appropriate type of corporate involvement can greatly influence business profitabil-
ity.10 For example, some firms have diversified into unrelated businesses and tend to operate 
in a relatively decentralized fashion, however. In decentralization, firms tend to employ small 
corporate staffs and allow the business unit managers to make the most of their own strategic 
and operating decisions, including functional areas such as purchasing, inventory management, 
production, finance, R & D, and marketing. Alternatively, firms whose business units are in 
the same industry or in related industries usually follow a centralization pattern whereby major 
decisions affecting the business units tend to be made at corporate headquarters. Many corpora-
tions operate between these two extremes.

Organizations seeking the benefits of centralization often select a functional structure. The 
more commonality in those functional activities across the firm’s business units, the greater the 
tendency is to coordinate those activities at the corporate level. Centralization can result in effi-
ciencies and consistencies across all business units. For instance, quantity discounts are larger if 
the purchases are negotiated at the corporate level for all business units rather than having each 
business purchase them separately.

Centralization, however, can also be inefficient especially when a firm attempts to tightly 
control the activities of a diverse array of business units. As the organization grows, larger cor-
porate staffs are required, increasing the distance between corporate management and the 
business units. Top managers are forced to rely increasingly on their staff for information, and 
they communicate downward to the business units through their staff. These processes can 
lead to a number of communication and coordination problems, as well as to a proliferation of 
bureaucracy. 

Although synergy among business units may not be minimized, decentralized corporations 
can often eliminate these problems because highly decentralized firms maintain only skeletal 
corporate staffs.11 Many firms seeking the benefits of decentralization organize along a matrix 
structure. It is common in organizations with matrix structures for decisions to be made by 
content experts regardless of department or management level. In general, product divisional 
and geographic divisional structures tend to lie between the functional and matrix structures in 
terms of centralization and decentralization. Although there is a clear link between structure and 
degrees of centralization and decentralization, an organization can pursue greater centralization 
or decentralization within any of the structures.
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Corporate Restructuring _______________________

After a firm matures, its structure may change very little over the years. This is not common, 
however. Structures may be modified from time to time as the firm changes markets, moves into 
new industries, performs poorly, or gets a new CEO. 

A major structural change may be considered when an organization is performing well. It 
is most common, however, when performance is poor and a retrenchment strategy is pursued. 
In this situation, retrenchment is often accompanied by a reorganization process known as cor-
porate restructuring. Corporate restructuring refers to a change in the organization’s structure 
designed to improve efficiency and firm performance. Restructuring efforts can include such 
actions as realigning divisions in the firm, reducing the amount of cash under the discretion of 
senior executives, and acquiring or divesting business units.12 While corporate restructuring can 
refer to a simple change in structure—perhaps from a functional approach to a product divi-
sional approach—it often accompanies more aggressive changes as well.

Progressive firms restructure when it becomes clear that a change is necessary—ideally 
before performance declines are substantial. Unfortunately, some managers resist change and 
ultimately may be forced to do so. Firms that voluntarily restructure when necessary ordinarily 
do not have to be concerned with hostile takeover bids or externally forced involuntary restruc-
turing. However, firms that do not manage for value may eventually be forced to restructure by 
outsiders—a process that is usually more costly.

Even well-known leading companies progress through product and economic cycles that 
require them to restructure on occasion. Before Nestle CEO Peter Brabeck stepped down in 
2008, he embarked on a restructuring that eliminated thousands of items, cut production costs, 
and changed the way innovative food product ideas are evaluated and pushed to market.13

When properly executed, minor or major corporate restructuring efforts can enable a firm to 
execute its strategies more effectively. Structural changes have a downside, however. Actions such 
as closing or combining offices, eliminating positions, and modifying reporting relationships may 
not only increase costs for a firm but can result in other negative effects as well. Specifically, the con-
cept of restructuring tends to conflict with emphasis on HR as the key source of a firm’s competitive 
advantage. The job cuts typically associated with restructuring can damage morale, encourage survi-
vors to consider leaving before they are laid off, and place a greater focus on minimizing costs rather 
than fostering creativity and excellence. Hence, the long-term effects of corporate restructuring—
especially downsizing—should be seriously considered before a plan is implemented.14

Summary

Successful strategy implementation requires a fit between strategy and structure. Strategic managers may choose to structure 
the organization around functions, products, or geography, or they may choose a matrix approach. Each structure has its own 
advantages and disadvantages.

There are a number of considerations when assessing an organization’s structure. In the functional structure, each subunit 
of the organization engages in firm-wide activities related to a particular function, such as marketing, HR, finance, or produc-
tion. The product divisional structure divides the organization’s activities into self-contained entities, each responsible for 
producing, distributing, and selling its own products. When a firm’s operations are dispersed through various locations, top 
executives often employ a geographic divisional structure, whereby activities and personnel are grouped by specific geo-
graphic locations. The matrix structure is a combination of the functional and product divisional structures. 

Corporate restructuring refers to a change in the organization’s structure to improve efficiency and firm performance. 
Restructuring efforts can include such actions as realigning divisions in the firm, reducing the amount of cash under the dis-
cretion of senior executives, and acquiring or divesting business units.
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Key Terms

Brand Manager: The project manager in P&G’s version of the matrix structure.

Centralization: An organizational decision-making approach with most strategic and operating decisions made by 
managers at the top of the organization structure (at corporate headquarters).

Corporate Restructuring: A change in the organization’s structure to improve efficiency and firm performance, 
including such activities as realigning divisions in the firm, reducing the amount of cash under the discretion of senior 
executives, and acquiring or divesting business units.

Decentralization: An organizational decision-making approach with most strategic and operating decisions made by 
managers at the business unit level.

Downsizing: A means of organizational restructuring that eliminates part or all of one or more hierarchical levels from 
the organization and pushes decision-making downward in the organization.

Flat Organization: An organization characterized by relatively few hierarchical levels and a wide span of control.

Functional Structure: A form of organizational structure whereby each subunit of the organization engages in firm-
wide activities related to a particular function, such as marketing, HR, finance, or production.

Geographic Divisional Structure: A form of organizational structure in which jobs and activities are grouped on the 
basis of geographic location—for example, northeast region, Midwest region, and far west region.

Horizontal Growth: An increase in the breadth of an organization’s structure.

Horizontal Structure: An organizational structure with fewer hierarchies designed to improve efficiency by reducing 
layers in the bureaucracy.

Matrix Structure: A form of organizational structure that combines the functional and product divisional structures.

Multidivisional Structure: A structural form with two or more divisions based on products (a product divisional 
structure) or geography (a geographic divisional structure); also called an M-form.

Organizational Structure: The formal means by which work is coordinated in an organization.

Product Divisional Structure: A form of organizational structure whereby the organization’s activities are divided 
into self-contained entities, each responsible for producing, distributing, and selling its own products.

Profit Center: A well-defined organizational unit headed by a manager accountable for its revenues and expenditures.

Simple Structure: An organizational form whereby each employee often performs multiple tasks, and the owner/
manager is involved in all aspects of the business.

Span of Control: The number of employees reporting directly to a given manager.

Tall Organization: An organization characterized by many hierarchical levels and a narrow span of control.

Vertical Growth: An increase in the length of the organization’s hierarchical chain of command.

Review Questions and Exercises

1. What is the difference between a tall organization and a flat organization? What are the advantages and dis-
advantages of each?

2. What forms of organizational structure are available to strategic managers? What are the primary advantages 
and disadvantages of each?
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3. What is the matrix structure? Why has it become so popular in recent years?

4. What is corporate restructuring?

Practice Quiz

True of False? 
 1. Corporate restructuring seeks to improve efficiency and performance through such actions as realigning divi-

sions in the firm, reducing the amount of cash under the discretion of senior executives, and acquiring or 
divesting business units.

 2. A flat organization is composed of many hierarchical levels and narrow spans of control.

 3. Horizontal structures have fewer managerial levels than vertical structures. 

 4. In general, a functional structure tends to be most appropriate for differentiated businesses.

 5. Corporate restructuring can be voluntary or involuntary.

 6. Progressive firms restructure only when firm performance declines.

Multiple Choice
 7. The formal means by which work is coordinated in an organization is called the __________. 

A. organizational structure

B. organizational culture

C. organizational dynamic

D. none of the above

 8. An increase in the breadth of an organization’s structure is known as __________.

A. centralization

B. decentralization

C. horizontal growth

D. vertical growth

 9. Which of the following structures tends to be the most centralized?

A. functional structure

B. product divisional

C. geographic divisional structure

D. matrix structure

10. The notion of a profit center is consistent with which form of organizational structure?

A. functional structure

B. product divisional

C. geographic divisional structure

D. matrix structure

11. Which form of organizational structure is actually a combination of two other forms?

A. functional structure

B. product divisional
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C. geographic divisional structure

D. matrix structure

12. Which of the following structures tends to be the most decentralized?

A. functional structure

B. product divisional

C. geographic divisional structure

D. matrix structure

Student Study Site
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Design for Frugal Growth
With the right kind of organization, you can expand while cutting costs.

by Jaya Pandrangi, Steffen Lauster,  
and Gary L. Neilson

The control of costs had been its greatest strength. But it was now the greatest weakness. The company had 
spent so many years trying to reduce expenses that this imperative was hardwired into its practices, pro-

cesses, and organizational design. When executives tried to shift gears, to expand into new markets and introduce 
new products, those old ways of doing business also had to change.

That was the story of the Amberville Corporation, a major U.S. brand-name consumer packaged goods (CPG) 
manufacturer. (This company is fictional, a composite of three companies; although all three have been disguised, 
the details are based on in-depth observation and are typical of many companies in the industry.) Like many other 
consumer products companies, Amberville had once been an avid innovator, responsible for many new house-
hold-name products. But its priorities had swung, like a pendulum, from growth in the 1980s to cost cutting in the 
1990s. Now, in 2006, the pendulum was swinging back to growth.

But the company was ill-equipped for the transition. To keep costs down and control its large and far-flung 
product line, Amberville had built up a vast central operation at headquarters. New product launches had to be 
approved at four different levels: brand, division, region, and headquarters. Senior ex ecutives in functional areas 
were expected to weigh in at least twice during the development cycle on such issues as capital costs and feasi-
bility. Managing the computer systems and functions to support dozens of brand-based and regional operations 
groups was an immense task involving hundreds of people and a major focus on HR systems, reporting relation-
ships, and recruiting programs.

Meanwhile, consumers were growing increasingly sophisticated. They wanted more information about 
Amberville’s products. So did institutional customers, such as schools and restaurant chains. Some Amberville 
marketers saw the opportunity to build Web sites and use other online channels to connect directly with consum-
ers. But these efforts faltered amid the sheer complexity of multiple product categories. And their failure led many 
people in the company to conclude that even the business units that were closest to Amberville customers had 
lost their market focus and speed.

There was other evidence that all was not well. For example, when the company expanded its branded line of 
ice cream, the unit was consistently slower than competitors in launching new flavors. Business unit leaders spent 
much of their time looking inward, negotiating with the executives at headquarters who made the final decisions 
about personnel, product launch timelines, and many other operational issues.

Amberville’s dilemma is typical of many consumer packaged goods companies in North America and Europe 
today. Their most familiar home markets are stagnant; for the past 20 years, consumption of consumer goods in 
most product categories has grown only at the rate of population growth plus inflation. And consumer behavior 
is fragmenting; supermarket shoppers are increasingly likely to switch stores and brands. At the same time, merg-
ers and acquisitions among manufacturers have consolidated the industry, creating larger competitors with global 
reach. But new consumers in emerging nations—those in Asia, Latin America, eastern Europe, and the Middle 
East—are eager for products. Simultaneously, around the world, global retail chains like Tesco and Wal-Mart are 
applying their expertise at squeezing manufacturers’ margins.

As consumer packaged goods companies have struggled to create and execute growth strategies, investor 
expectations for the sector have remained high, and raiders continue to stalk the producers of popular brands. It’s 

Strategy + Business Reading
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no wonder that the industry has devoted its attention, for at least a generation, to reducing cost, streamlining oper-
ations and creating economies of scale by consolidating research, manufacturing, and distribution. This approach 
has paid off in the past; most CPG companies have survived. But now, having turned themselves, in effect, into 
supercharged cost-cutting machines, how can these companies suddenly invest in the risky arenas of emerging 
markets and fundamental innovation? And if they can’t, how will they compete when frugality alone is no longer 
sufficient?

Although the choice between growth and frugality is passionately debated in many companies, it represents a 
false dichotomy. Growth and cost efficiency should reinforce each other. Logically, cost efficiencies should make 
it easier to devote more resources to growth, and the launch of new products and services should lead to inno-
vations in efficiency. Why don’t things work that way in practice? Often because of organizational designs that, 
consciously or not, were put in place during the years of cost cutting. A CPG company, in particular, cannot move 
forward unless its leaders can diagnose and fix the barriers to growth that have gradually become a fixture of their 
enterprise.

The Limits of Good Intentions _____________________________

When leaders in the sector begin a growth initiative, they often start by declaring a commitment to the new 
strategy, enlisting employee hearts and minds, and assuming that some kind of cultural and behavioral 
transformation is needed. But they overlook the organizational design, which actually drives behaviors and 
indirectly determines whether the rest of the growth strategy can be executed correctly.

For example, in many large organizations, the way the incentives are set up frequently clashes with the growth 
strategy. The corporate leaders promote bold and big innovations. But they leave in place the target demand-
ing that all new products show a profit within two years or face being shut down. This creates almost irresistible 
incentives for business unit leaders to provide “work-arounds” that make them appear to generate the requisite 
profits, at least in the short run. They might bury costs in the most successful product lines or manipulate shipping 
times so that the numbers will look more favorable.

At Amberville, the core demanded a major new commitment to customer service from the business units, and 
they all complied—but in a halfhearted way that faded from view within six months. It would be easy to say that 
the local business unit leaders were resistant to change, but the truth was much more compli cated. These leaders 
saw the value of customer service, but they had neither control nor influence over the customer service process, 
they lacked easy and regular communication with the leaders of that function, and their incentives favored other 
priorities. It was much easier to focus on other ways to deliver the results against which they would be measured. 
All the goodwill and strategic understanding in the world could not overcome those organizational disabilities.

The leaders at Amberville did, however, ultimately change their behavior, and not just superficially. They 
revamped the organization in ways that dramatically increased revenues without increasing investment. We have 
seen the same sorts of results firsthand in several other consumer products manufacturers in recent years. One 
independent condiment company, after redesigning itself, doubled its value in less than five years. All of these 
manufacturers have initiated significant changes in their day-to-day practice through a shift in their organizational 
design — specifically, by setting in place five critical enablers of accountable, innovative, auton omous, and linked 
behavior. (See Exhibit 1.)

The list of enablers in the growth triangle will not be a surprise to many managerial veterans. These factors 
are known for their impact on growth in a variety of industries. Who could argue with having truly accountable 
business units, a genuine capacity for customer-focused innovation, functions that successfully serve the needs of 
the frontline business units, capabilities that meet the needs of a differentiated customer base, or the ability to take 
practices and products to scale around the world? But companies often struggle to achieve these enablers, and 
sometimes give up trying. With a sub stantial shift in organizational design, the behaviors and practices of frugal 
growth naturally follow.
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Accountable Business Units _______________________________

Just before its redesign, Amberville had 25 global divisions, all located in the company’s headquarters in the 
United States. Over the course of the following year, they were reconfigured into 64 market-facing business 
units—some devoted to regions such as southeast Asia, others to product brands in categories such as ice cream 
and chewing gum. Quadrupling the number of Amberville’s business units also meant quadrupling the number of 
business leaders, and giving each responsibility for his or her operations.

Businesspeople often talk about “owning” their assignment, but it’s not always clear what that means. At 
Amberville, “ownership” meant taking on a dramatically increased level of accountability. The managers of busi-
ness units now defined their market, operations, and strategic space to decide how they would deliver superior 
growth. Business units were granted greater control over the cross-functional resources assigned to them, includ-
ing the sales and customer service staff. Business unit managers could deploy these resources flexibly on the basis 
of shifts in market needs. In formation technology staff were assigned to work with each business unit to help it 
obtain faster, more complete access to market and customer data.

Before the reorganization, the P&L-based budgets for marketing, R&D, sales, and other functions had been set 
by the core, and the business units had to operate within these limits. For example, if a business unit had received 
US$100 million for its R&D budget, that was the limit of its innovation spending. Now, each business unit leader 
had a top-line revenue and a bottom-line profit target. All the funds in between could be deployed as needed. 
If one product’s strategy de pended heavily on innovation, the business unit leader could invest $150 million in 
R&D, taking the money from other functions. Meanwhile, a business unit whose strategy was based on opera-
tional excellence might cut back on R&D and invest instead in production skills.

Amberville’s core was now treating the business units the same way a heavily involved private equity inves-
tor might treat its favored companies. The business unit leaders rapidly learned firsthand what it was like to be an 
entrepreneur. They defined their strategy, they executed it, and they reaped personal rewards if they succeeded and 
suffered personal consequences if they failed to deliver their targets. Their own money wasn’t at risk, but their career 
advancement was, and they had fewer institutional means of masking poor performance. Business unit leaders came 
to think of their new system as “autonomy with boundaries”: They could accomplish much more on their own, but 
their limits and reporting responsibilities were clearer and less ambiguous than they had been before.

Meanwhile, the jobs of the division heads and core leaders shifted from operational involvement to guidance. 
They could approve requests for funds, help de velop investment plans, give advice on the hiring of key players, 
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Exhibit 1   The “Design for Frugal Growth” Triangle

Each of these five critical enablers of frugal growth represents a shift in organizational design. The people responsible 
for each are located in one or two of the three parts of a global company: the corporate core at headquarters, the 
individual business units (for regions or product lines), and the infrastructure (IT, HR, finance, operations, customer 
service, and sales) that supports the company as a whole. For each enabler, there is a clear definition of the roles of the 
people involved, and clear expectations for delivering excellence in its domain.
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and assist with customer relationship development. They did not have the authority to create strategies or manage 
operations, but their own careers were closely dependent on the success of the more junior business unit leaders. 
“It’s like being a football coach,” said one core leader. “You’re not directly playing, but you’re still responsible for 
the business. If your team loses three years in a row, you’ll still get fired.”

Amberville’s experience is typical. When business units—whether organized by geographic region or product 
and service category—are accountable for their strategy and operations, they deliver superior growth. They can 
execute their plans far more quickly, without having to wait for approval and second-guessing the internal politics 
of the core. They have more to gain from delivering results, and no place to hide when performance falls short. 
Decision rights go to those who have the closest understanding of consumers and the external market. Because 
accountable business unit leaders pay close attention to business practices, the learning curve of the entire opera-
tion accelerates. Indeed, the business unit becomes more skilled at reducing overhead than ever before, because 
its leaders know that they can rapidly apply their cost savings to profitable investments as they see fit. So much for 
cost and growth consciousness being at odds.

Providing this type of virtual entrepreneurship to business units requires several organizational shifts. The local 
line leaders need the authority to make decisions, the capabilities to take consumer information into account, and a 
sustained trust that the core will not block progress and will appreciate results. The IT and information-management 
systems are consciously designed to deliver the right information to the right parts of the organization at the right 
time. For example, extensive day-to-day data stays in the business unit; if it reached the corporate core, that would 
be an invitation to micromanage. But quarterly reports to the core include more detail than in the past, so that divi-
sion heads and business unit leaders can talk about long-range patterns in customer response or costs.

One powerful means of creating autonomy with boundaries is the “CEO contract”: an agreement with the 
business unit leaders that specifies top- and bottom-line targets, along with the rewards (including personal 
bonuses) for achieving those targets and the penalties for missing them. The Amberville CEO contract was a very 
informal document, with three critical features. First, every business unit leader got one. Second, each contract 
was specifically designed for its business unit, spelling out particular goals for revenues, profit, and two or three 
other numerical metrics. Third, the contract specified the qualitative metrics that encouraged teaming across the 
organization.

This last feature of the CEO contract helped mitigate one unfortunate tendency of accountable business units: their 
natural disinclination to share ideas, knowledge, or resources with the rest of the company. For example, shared adver-
tising expenses, particularly for major marketing events, had long been a bone of contention. Every business unit was 
expected to pay a share, but some divisions benefited far more than others. Now, thanks to the contract, it was made 
clear: There would be only a limited number of shared ad campaigns, but each division would contribute.

The contract also established a few minimum standards and policies that protected the corporation, such as 
employee safety practices. For example, many factories in emerging nations do not require people to wear safety 
goggles on the shop floor, but Amberville factories always did, because the performance contract insisted on it. 
In other respects—for example, in the details of plant construction and the design of the assembly line—the local 
business unit maintained control.

Aptitude for Innovation ___________________________________

In consumer products, the most profitable innovations vary widely by category. In food, for example, rapid 
in troduction of new flavors can be critical. There are also opportunities for breakthrough innovation, as Groupe 
Danone discovered with its Activia yogurt line, which contains live bacteria with a claim of aiding digestion. More 
opportunities for breakthrough innovation exist in personal and home care, as Procter & Gamble Com pany has 
shown with products including the Swiffer mop and antiwrinkle creams. (See “P&G’s Innovation Culture,” by A.G. 
Lafley, s+b, Autumn 2008.)

But the most critical factor is the connection of innovation to consumer insight. The most effective way to facil-
itate this connection is with a change in the organizational relationship between the business units and the corpo-
rate core. The corporate core should be funded to conduct longer-range research that business units would not 
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undertake (for example, the kind of fundamental research in biotics that led to the launch of Activia). Individual 
business units should develop the product extensions and process innovations that they need to stay close to their 
consumer markets. And some internal market-style mechanism should allow successful innovations to be quickly 
shared across the enterprise.

At Amberville, the R&D staff at the corporate core had traditionally worked on three- to five-year projects that 
they had proposed themselves. Business unit leaders had usually reacted by saying, in effect, “This has nothing to 
do with what we are trying to do.” Now, as part of the redesign, Amberville created an internal R&D market where 
innovation leaders sought buyers for their ideas. If they could not interest a business unit leader, they were free to 
take the idea outside the company.

Pull-based Functional Relationships ________________________

One aspect of organizational design that inhibits growth is the relationship between business units and functions. 
Although functions often operate in all three components of the organization—the core, the business units, and 
the infrastructure all have information technology, human resources, and finance staffs—the highest leverage lies 
in the relationship between business units and the infrastructure.

The way to increase the value of support services is through pull-based functional relationships. The business 
units pull services from the infrastructure, specifying their requirements and sometimes codesigning them, instead 
of having the services pushed on them in a company-wide package.

Pull-based functional relationships have existed for years. Many businesspeople still find the idea discomfit-
ing; it means giving internal functions the autonomy to behave like a third-party provider. But a well-designed 
pull-based functional relationship becomes like the relationship between a loyal customer and a regular sup plier. 
The supplier (the functional infrastructure team) cares about the customer’s opinion; the customer (the business 
unit leader) treats the functional staff as he or she would treat any favored external supplier, not like an internal 
team forced to jump through hoops. This level of mutual respect, when it occurs, is a far cry from the unfortunate 
dynamic in many companies, in which the business unit leaders and the functional infrastructure team tend to see 
each other as adversaries.

How can a company enable this type of relationship? One approach is to employ the same kind of service-
level agreement (SLA) that companies use for shared services and outsourcing vendors. The trick is setting up the 
SLA internally and making it simple but effective. This contract establishes the types of services to be delivered, 
the internal cost of providing them (which can increase as the service improves), and the requirements for each 
side. At Amberville, SLAs are now required for all functional services, including logistics, finance, and IT. Any 
functional team, reporting through the infrastructure chain of command, effectively has a pool of 64 customers—
the business units—and an incentive to learn from its services to each of them.

Differentiated Capabilities ________________________________

No organization can be best at everything. The capa bilities of a company are limited by the resources available, 
the skills of its population, the evolution of its existing infrastructure, and its experience. Choices must be made at 
the corporate core about the capabilities in which the organization will invest and the support to give them. The 
most important capabilities to invest in are those that distinguish a company from its competitors—or, as Alexander 
Kandybin and Surbhee Grover put it, those that can’t be copied. (See “The Unique Advantage,” s+b, Autumn 2008.)

One well-known example of a differentiated advantage is the “hot-fill” capability that PepsiCo Inc. gained in 
2001 when it merged with the Quaker Oats Com pany (and thus acquired the Gatorade brand). Hot-fill technol-
ogy, used to bottle beverages such as juices and vitamin drinks without the need for preservatives, had previ-
ously been limited to relatively small brands such as Snapple (which had invented it); now Pepsi rolled out the 
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technology in its Tropicana brand and in a new joint venture in bottled teas with Lipton, which was the first offer-
ing of its kind and which has since enjoyed an advantage over competitors.

A portfolio of capabilities is built primarily at the corporate core, because it involves significant long-term 
investment. (As with Pepsi, it may also involve acquisition.) The first step is a systematic evaluation of the “lever-
ageable” assets of the company, those distinctive capabilities that determine what types of growth might be sup-
ported. Capabilities can be found in a wide range of functions, such as supply chain, manufacturing, product 
development, consumer insight, marketing, brand management, and customer management. Business units may 
be invited to collaborate in this as sessment, making the case for the capabilities that they find most useful in the 
market. But ultimately, the corporate core makes these choices and investments.

The difficulty of this task and the critical role of the core executive team are often underestimated. Not every 
capability is a candidate for the core portfolio; some contribute strongly to growth while others lag. Corporate 
leaders must place bets on which business units will be most adept at using, learning from, and developing the 
company’s distinctive skills and technologies. These business units need aggressive funding; others should be 
more consciously managed for the bottom line, with a short-term focus on innovation.

Ability to Leverage Scale __________________________________

As consumer products companies meet global demand, they bring capabilities along. Products and brands must 
be customized for new markets. A wide variety of retailers must be engaged as customers. And old practices must 
be adapted to new cultures and locales.

Leveraging of knowledge and capabilities on this global scale requires direct networking among business 
units, removing the bottleneck at the corporate core. Because Amberville had never built up those sorts of con-
tacts, its leaders studied companies, like Johnson & Johnson, that had a good track record. J&J moves people 
among its business units frequently, encouraging employees to maintain their presence in informal networks with 
their former coworkers.

Amberville is now finding its own ways to foster global networking. For example, its Middle East business 
unit leads research and development in the frozen-drinks category, because several frozen-drink researchers are 
located there; the rest of the regions adapt the flavors that come out of their work.

Management fashion is full of stark choices: Centralize or decentralize? Global or local? Cost or growth? There’s 
a long-standing proverb in the system dynamics field: “You can have everything you want, but not all at once.” 
In the 1990s, many consumer products companies decided that they would give up growth in order to have the 
security of lower expenses. Now they are riding the pendulum back to growth. But in the end, those who succeed 
in growing their company will do so with all their frugality intact. With an organization design in place that bal-
ances the roles of the core, the business units, and the functional infrastructure, they should be able to have it all.
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When a new strategy is executed, an old one is discarded. Managing strategic change 
can be a difficult task even when everyone in the organization agrees that it is needed 

and understands what will occur as a result. Even so, techniques to institutionalize the 
change must be developed. Barriers and resistance to change should be recognized so that 
strategies can be developed to overcome them. 

Executing a strategy can become quite challenging—especially when a strategic change of 
great magnitude is involved. When the environment changes rapidly or abruptly, progressive 
firms take steps to capitalize on new opportunities and/or minimize the negative effects of the 
changes.1 Change can be brought about by factors such as the need to address increased competi-
tion, improve quality or service, reduce costs, or align the firm with the practices and expectation 
of its partners. Strategic change can be revolutionary, such as when a firm changes its product 
lines, markets, or channels of distribution. Strategic change can also be less radical, such as when a 
firm overhauls its production system to improve quality and lower its costs of operations.

Because changing strategies is often a complex process, it may not be desirable even when 
changes in the macroenvironment and/or industry suggest problems for the current strategy. 
Shifting the strategic intent may confuse customers and employees, may require structural 
changes in the organization, and can result in major capital investments. In short, the costs asso-
ciated with a major strategic change are not always justified by the benefits.2

Evaluating the appropriateness of strategic change is a complex process. Consider several 
examples. In 2003, McDonald’s faced its first quarterly loss as a public company. Rather than 
increase its efforts to market inexpensive products to children, the burger giant responded with 
higher priced items such as the $4.50 California Cobb salad and the $3.89 grilled chicken club 
sandwich, all the while retaining its dollar menu with items such as double cheeseburgers, 
chicken sandwiches, and side salads. As a result, revenue increased 33% from 2002 to 2005, 
while profits more than doubled. McDonald’s also responded with a more aggressive approach 
to new product development instead of relying on its franchises to generate ideas, a slow pro-
cess that led to the Big Mac in 1968, the Egg McMuffin in 1973, and the Happy Meal in 1979. The 
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firm hired chef Dan Coudreaut as director of culinary innovation in 2004, a decision that led to 
the successful Asian salad and the value-priced snack wrap in 2006.3 The fast-food giant added 
premium coffee and related offerings to its product line in 2006. The results have been positive 
with McDonald’s experiencing strong growth in profits, market share, and stock price through 
the early 2010s.4 Same store sales declined in late 2012 for the first time since 2003, however, 
renewing the debate over how McDonald’s can balance its premium and dollar menu items 
while its own food costs are on the rise.

McDonald’s also faced an intriguing challenge when it introduced drive-thru serve in its 
Chinese restaurants in 2006. Customers there were not familiar with a drive-thru and could not 
figure out how to use it. The company responded with flyers illustrating the process and had 
employees stationed in the parking lots to direct customers to the drive-thru lane.5 

Strategic change is more common in some industries than in others. For example, a number 
of strategic shifts have occurred in the airline industry since the early 2000s. Southwest Airlines has 
reported profits every year since its inception, fueled by a consistent reliance on low costs, no frills, 
and low fares. In the early 2000s, however, younger low-cost carriers such as JetBlue, Frontier, and 
America West experienced more rapid growth thanks in part to a greater emphasis on factors such 
as entertainment, food service, and first-class seating. In late 2003, Southwest announced it would 
begin flying into Philadelphia—a hub for U.S. Airways—in 2004, a move signaling a possible shift 
from the airline’s historical avoidance of busy airports ruled by major carriers. 

Southwest made another similar jump when it moved into Denver International Airport in 
January 2006, where airport fees average around $9 per passenger as opposed to the industry 
average of $5. Southwest had avoided such costly airports in the past and faced intense price 
competition there with Denver-based low-cost carrier Frontier Airlines, and some extent from 
United Airlines, which controls over half of the Denver market.6 Some analysts believed that this 
strategic change marked the beginning of a departure from Southwest’s strict low-cost position.7 
Others believe that Southwest’s growth and success in the early 2000s, coupled with intense 
competition from low-price upstarts, has begun to erode Southwest’s cost advantage. Southwest 
acquired low-cost rival AirTran in 2010, giving Southwest a significant presence in the Hartfield-
Jackson Atlanta International Airport. 

Strategic change of a great magnitude can be difficult to implement (see Strategy at  
Work 11.1). Employees resist change for a variety of reasons, including personal factors, lack of 
information about the change, and poor design of the support system. Simply stated, strategic 
change is easier said than done. 

Until the mid-1970s, Sears was arguably the most successful U.S. retailer. However, the retail 
industry began to undergo dramatic changes in the late 1970s. Sears’ private-label business 
was eroded by the growing popularity of specialty retailers such as Circuit City while its once 
low-cost structure was decimated by Wal-Mart.

Sears’ response to these changes has not always been consistent. Initially, the retailer reacted 
by attempting to emphasize fashion with such labels as Cheryl Tiegs sportswear. But high-fashion 
models were not consistent with the Sears middle-America image. Sears then attempted to convert 
its antiquated image into a financial supermarket by purchasing Dean Witter Financial Services 
and Coldwell Banker Real Estate. However, in-store kiosks never caught on with customers, and the 
expected synergy between these two subsidiaries and Sears’ Allstate Insurance and Discover Card 
business units failed to materialize.

Next, management modified the store’s image to one that sold nationally branded merchan-
dise along with private-label brands at “everyday low prices.” The idea was to create individual 

Strategy at Work 11.1. Decades of Strategic Change at Sears8
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The decision to institute a strategic change or not can be a difficult one. This chapter dis-
cusses two key areas associated with executing strategic change: (1) organizational culture 
and (2) leadership. Both dimensions must be aligned with the strategy and managed properly 
if a strategy is to be implemented effectively.

Organizational Culture and Strategy _____________

Organizational culture refers to the shared values and patterns of belief and behavior that 
are accepted and practiced by the members of a particular organization.10 It includes work 
practices, traditions, and accepted work practices and also defines how managers and workers 
treat each other and can expect to be treated. It fosters peer pressure that encourages members 
of the organization to behave in certain ways. Ideally, the strategic decisions rendered by top 
management should be consistent with the culture of the organization. Strategies that contradict 
cultural norms are more difficult to execute. An emphasis on cost leadership, for example, is not 
easy to implement when members of an organization are conditioned to spend company time 
and resources on new products and ideas. 

Because each organization develops its own unique culture, even organizations within the 
same industry and city will exhibit distinctly different ways of functioning. The organizational 

“superstores” within each of the Sears outlets to compete more effectively with powerful niche 
competitors. Sears departed from its traditional practice of holding weekly sales to save on 
 advertising expenses and inventory handling while offering everyday low prices, which turned 
out to be, in some cases, higher than Sears’ old sale prices. By this time, customers were totally 
confused. In 1992 alone, Sears lost almost $4 billion, its worst performance ever.

In 1993, Sears terminated its big catalog operations, began spinning off some of its busi-
nesses unrelated to general merchandising, overhauled its clothing lines, eliminated more than 
93,000 jobs, and closed 113 stores. In 1995, Sears reentered the catalog business. This time, 
instead of a big book Sears catalog, it set up joint ventures to provide smaller catalogs. Sears 
provides its name and its 24 million credit card customers. Its partners select the merchandise, 
mail catalogs, and fill orders.

By 1996, Sears had begun to benefit from its strategic shift to moderately priced apparel 
and home furnishings. In 1999, Sears branched out further, developing “The Great Indoors” 
to  attract women to the traditionally male-dominated home improvement market. This format 
was in response to the fragmented nature of the home remodeling business, particularly on the 
higher end where services such as decorating and installation are often involved. The format tar-
geted as its primary customers women 30 to 50 years old earning in the $50,000 range.

In late 2001, Sears announced another strategic shift designed to position the firm as a solid, 
even more discount-oriented retailer. The company announced the elimination of a substantial 
number of cashiers and other employees, the integration of centralized checkouts, and shifts in 
the product mix, all designed to improve efficiency in the stores. In late 2002, Sears acquired 
Lands’ End, a leading marketer of traditionally designed clothing and related products. By the 
mid-2000s, Sears had incorporated the brand into its retail outlets, but performance contin-
ued to wane. The once prosperous American icon had been unable to meet the challenges of a 
changing retail environment.

Kmart acquired Sears in 2005 for $11 billion (see Strategy at Work 6.1 in Chapter 6), but 
sales for the combined firm have declined every year since through 2011.9 
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culture enables a firm to adapt to environmental changes and to coordinate and integrate its 
internal operations.11 Ideally, the values that define a firm’s culture should be clear, easy to 
understand by all employees, embodied at the top of the organization, and reinforced over time. 

Cultures not only form at the organizational level but within the organizational culture as 
well. These organizational subcultures can develop around such factors as location, functional 
responsibility, or managerial level. Cultural similarities among sales representatives at an organi-
zation may differ from those among production workers. 

The first and most important influence on an organization’s culture is its founder(s). Some 
founders have strong beliefs about business practice or have strict procedures for transacting 
affairs. Their assumptions about success—as well as those of other early top managers—form 
the foundation of the firm’s culture.12 For instance, the primary influence on McDonald’s cul-
ture was the fast-food company’s founder, Ray Kroc. Although he passed away in 1984, his 
philosophy of fast service, assembly line food preparation, wholesome image, cleanliness, and  
devotion to quality are still central facets of the organization’s culture.13 Likewise, Steve Job’s 
influence on Apple will remain long past his untimely death in 2011.

Views and assumptions concerning an organization’s distinctive competence comprise one 
of the most important elements of culture, particularly in new organizations. For example, his-
torically innovative firms are likely to respond to a sales decline with new product introductions 
whereas companies whose success is based on low prices may respond with attempts to lower 
costs even further.14 However, it is possible to modify the culture over time as the environment 
changes, rendering some of the firm’s culture obsolete and even dysfunctional. New elements 
of the culture must be added as the old elements are discarded.

Stories are also an important component of culture. Whether true or fabricated, accounts 
and legends of organizational members can have a great influence on present-day actions 
of managers and workers alike. UPS employees tell stories of drivers who go the extra mile 
through adverse weather to deliver packages on time. Microsoft employees retell stories of pro-

grammers who work long hours to meet demanding production schedules. 
These stories create expectations and can inspire workers to perform similar 
feats in their daily jobs. 

Organizational culture can facilitate or hinder the firm’s strategic actions. 
Studies have shown that firms with “strategically appropriate cultures”—
such as PepsiCo, Apple, and Google—tend to outperform other corpo-
rations whose cultures do not fit as well with their strategies. A strategy- 
culture fit can support strategy execution because the activities required 
from middle managers and others in the organization are consistent with 
what is already taking place. When the strategy does not fit with the cul-
ture, it is necessary to change one or both. For example, a firm caught in 
a changing environment may craft a new strategy that makes sense from 
financial, product, and marketing points of view. Yet the strategy may not 
be implemented because it requires significant changes in assumptions, val-
ues, and ways of working.15 All things considered, changing a strategy is 
easier than changing culture, and both are often required for organizations 
to be successful.16

For many firms, achieving a strategy-culture fit means an adaptive culture 
whereby members of an organization are willing and eager to embrace any 
change that is consistent with the core values.17 Such a culture values taking 
initiative and risk, exhibiting creativity, trust and employee involvement, and 
a desire for continuous, positive organizational change. Adaptive cultures are 
especially important for firms that emphasize high growth or innovation (e.g., 
prospectors), as well as those operating in turbulent environments. Adaptive 
cultures emphasize innovation—developing something new—and encourage 
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initiative whereas inert cultures are conservative and encourage maintenance of existing 
resources. For companies like Google and eBay, an adaptive culture is an essential part of their 
success.

Cultural Strength and Diversity
Some cultures influence firm activities more than others. A strong culture is characterized by 
deeply rooted values and ways of thinking that regulate firm behavior. Top managers model 
that behavior and create peer pressure that reinforces the notion that others in the organization 
should behave likewise. Strong cultures develop over an extended period of time—generally a 
decade or longer.

When a strong culture embodies appropriate values, it can be a valuable resource for a 
firm when it reinforces values inherent in the organization’s strategies. Effective strategy execu-
tion occurs when all facets of the organization—including the culture—are “on the same page.” 
When this occurs, effectiveness is likely to increase when a firm’s strategy and culture reinforce  
each other.18 J. C. Penney’s strong culture grounded in its key principles on ethics and  customer 
orientation has contributed to its success and survival as a leading U.S. retailer for over 100 years.19

When a strong culture is unhealthy and embodies destructive characteristics, it can strain 
firm performance. For example, such characteristics include a strong emphasis on politics to 
get things done, a disregard for ethical standards, territorialism among departments, and 
strong resistance to change. Of course, strong dysfunctional cultures can hinder organizational 
performance.20 

Unlike a strong culture, a weak culture lacks values and ways of thinking that are widely 
accepted by members of the organization. There is no clear, widely accepted business philos-
ophy, and managers approach their responsibilities in different ways. In general, this lack of 
cultural consensus does not support strategy execution. There are exceptions, however, such 
as colleges and universities where disparate perspectives may be deliberately fostered across 
campus to expose students to different view and ideas during their educational experience. 
Such institutions emphasize diversity, the extent to which individuals across the organization 
are different. 

It is common today to speak of the need to pursue diversity as a means of competitive 
advantage. The term can be defined in a number of ways, however. Some use it to reference 
differences over which individuals clearly have no choice, such as age, race, ethnicity, gender, 
and physical disability. Others extend this definition to include behaviors over which individu-
als exert control, such as marital status, religion, and sexual preference.21 Still others use the term 
simply to reference differences in ways of thinking.

Research linking diversity and firm performance is largely inconclusive, however, in part 
because of competing conceptualizations of what it means for an organization’s member-
ship to be diverse.22 Diversity’s link to cultural strength is an interesting one. The latter, sim-
pler notion of diversity—differences in ways of thinking—is strikingly similar to the concept 
of a weak culture. In this respect, greater diversity can hinder firm performance. A number 
of research studies focusing on diverse top management teams, however, have found that 
diverse ways of thinking among top managers lead to more creative, comprehensive, and 
effective strategies.23

The value of diverse ways of thinking appears to be most critical when a strategy is being 
formulated. A diverse top management team can pool its vast backgrounds and perspec-
tives to create innovative strategies without blind spots. For those responsible for executing 
a strategy, typically middle- and lower-level managers, less diversity is required. In this stage,  
processes for implementation may be clearly defined, and managers are simply charged with 
following them. Hence, a strong culture—one with less diversity of thought—is likely prefer-
able in this regard.



STRATEGIC MANAGEMENT298

Shaping the Culture
Cultural change is a complex process. Just as cultures do not develop overnight, they are rarely 
changed in a short period of time. Culture change is possible, but efforts often fail due primarily 
to a lack of understanding about how a culture can be changed and how long it is likely to take.24

Top executives can influence and shape the organization’s culture in at least five ways25—
the first of which is to systematically pay attention to areas of the business believed to be of key 
importance to the strategy’s success. The top executive may take steps to accomplish this goal 
formally by measuring and controlling the activities of those areas or less formally by making 
specific comments or questions at meetings. These specific areas should be ones identified as 
critical to the firm’s long-term performance and survival, and may include such areas as cus-
tomer service, new product development, or quality control.

The second means involves the leader’s reactions to critical incidents and organizational cri-
ses. The way a chief executive officer (CEO) deals with a crisis, such as declining sales or tech-
nological obsolescence, can emphasize norms, values, and working procedures or even create 
new ones. Organizational members often take their behavioral cues from their leaders.

The third means is to serve as a deliberate role model, teacher, or coach. When a CEO mod-
els certain behavior, others in the organization are likely to adopt it as well. For example, CEOs 
who give up their reserved parking places and park among the line workers send a message 
about the importance of status in the organization.

The fourth means is the process through which top management allocates rewards and sta-
tus. Leaders communicate their priorities by consistently linking pay raises and promotions, or 
the lack thereof, to particular behaviors. Simply stated, rewarded behavior tends to continue 
and become ingrained in the fabric of the organization. This not only applies to middle and 
lower-level managers but can apply at top levels of the organization as well.

The fifth means of shaping the culture is to modify the procedures through which an orga-
nization recruits, selects, promotes, and terminates employees. An organization’s culture can 
be perpetuated by hiring and promoting individuals whose values are similar to those of the 
firm and whose beliefs and behaviors more closely fit the organization’s changing value system. 
Firms should spend the time necessary to properly screen candidates and evaluate them on 
their fit with the desired organizational culture. The easiest way to affect culture over the long 
term is to hire individuals who possess the desired cultural attributes.

Global Concerns
A number of global concerns can also complicate the role of organizational culture. In many 
respects, an organization’s culture can be viewed as a subset of the national culture in which 
the firm operates. As such, operating outside one’s own country can create special challenges in 
areas such as leadership and maintaining a strong organizational culture. For example, leaders 
of some nations resist innovation and radical new approaches to conducting business whereas 
others welcome such change. Such national tendencies often become a part of the culture of the 
organization in those countries.

The self-reference criterion—the unconscious reference to one’s own cultural values as a 
standard of judgment—also presents a potential problem. Managers often believe that the lead-
ership styles and organizational culture that work in their home country should work elsewhere. 
However, each nation—like each organization—has its own unique culture, traditions, values, 
and beliefs. Hence, organizational values and norms must be tailored to fit the unique culture of 
each country in which the organization operates—at least to some extent. The need to custom-
ize values and norms can create special challenges when firms from different countries become 
partners or even merge their organizations.
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Strategic Leadership __________________________

Announcing a strategic change usually does little to inspire those responsible for implementing 
the change. The top management team has several means at its disposal to encourage 
managers and other employees to implement the strategy, one of which is leadership. The CEO 
is recognized as the organization’s principal leader, one who sets the tone for its activities. A 
manager exhibits (managerial) leadership when he or she secures the cooperation of others in 
accomplishing a goal (see Strategy at Work 11.2).

CEO succession is an important consideration, especially when an executive departs a large, suc-
cessful firm. Wal-Mart’s legendary CEO Sam Walton handed over the reigns of power to David 
Glass in early 1998, followed by Lee Scott and Mike Duke in 2009. Following Steve Job’s illness 
and subsequent death in 2011, the reigns at Apple were passed to Tim Cook. How do icons like 
Wal-Mart and Apple execute these changes in leadership—and leadership styles—without nega-
tive consequences? Five lessons for a successful CEO transition have been suggested from the 
Wal-Mart experience:

1. Firms should cross-train high-level executives to broaden their exposure as much as pos-
sible. Doing so prevents the learning curve for the new CEO from being too steep.

2. Firms should expose the heir apparent and other top executives to board members so they 
know what the board expects from top management.

3. Firms should discuss potential conflicts associated with the new roles for both the incom-
ing and the outgoing CEOs. Plan to address any potential problems. Like Walton, Glass 
stayed on in an advisory capacity after he stepped down as CEO.

4. The new CEO should conduct meetings in conference rooms to facilitate open participa-
tion, not from the executive desk.

5. Everyone involved should stay humble and not overestimate the new CEO’s ability to 
institute rapid change.

Strategy at Work 11.2. Planning for CEO Succession26

Strategic leaders articulate the firm’s vision. Whereas the mission describes what you strive 
to do best every day, the vision is a view of the future when your mission is achieved in the 
present. For example, a relatively small car producer’s mission may be to produce reliable, 
economical vehicles for value-conscious consumers. Its CEO might articulate a vision of the firm 
as a leader in providing reliable transportation throughout the world. Such a vision stretches the 
firm’s ability to grow and develop but looks to the future and is realistic because it is attainable if 
the company continues to fulfill its mission.

Broadly speaking, the vision sets the stage for the firm’s strategy by focusing members of 
the organization on key capabilities, offering a sense of direction, and even providing a men-
tal picture of what the firm should look like in the future. Of course, vision statements have 
little impact on organizations if they are not sufficiently focused and articulated clearly. In this 
respect, the notion of a vision is the linchpin between the CEO and the components of the strat-
egy. Diffusing the vision—and ultimately the strategy—throughout the organization is a key top 
executive function.27 
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Strategic leadership is more than managerial leadership. In addition to 
creating the vision and mission for the firm, it also includes developing strat-
egies and empowering individuals throughout the organization to put those 
strategies into action. It includes determining the firm’s strategic direction, 
aligning the firm’s strategy with its culture, modeling and communicating high 
ethical standards, and initiating changes in the firm’s strategy when necessary. 
Strategic leadership establishes the firm’s direction by developing and commu-
nicating a vision of the future and inspires organization members to move in 
that direction.28 Unlike strategic leadership, managerial leadership is generally 
concerned with the short-term, day-to-day activities.29

Effective strategic leadership is the link between strategy formulation and 
strategy execution. Without it, otherwise effective strategies will not likely be 
implemented as planned. Developing a firm’s mission, vision, and strategies 
is not sufficient. Effective strategic leaders inspire managers and even non- 
managers to take the necessary steps to realize them. They build and promote 
an organizational culture that supports firm strategies, and they set the tone for 
ethical behavior.

Exerting effective strategic leadership is not always easy. Indeed, the leader-
ship component of strategic management is often characterized by the same 
lack of decisiveness inherent in one of its forerunners, the field of economics. 
Former U.S. president Harry Truman became so frustrated with economists 
that he once lamented, “I want a one-armed economist so that the guy could 
never make a statement and then say ‘but on the other hand.’” One could 
argue that one-armed strategists are also in short supply. There are at least 
two sides to most strategic issues from downsizing and outsourcing to take-
overs and corporate restructuring. Sage strategists are well versed in multiple 
perspectives on issues before committing to a course of action.

Leadership Style
Every leader has a distinctive leadership style—a consistent pattern of behav-
ior that a leader exhibits in the process of governing and making decisions. 
Some leaders are flamboyant whereas others are reserved and contempla-
tive. Some seek broad-based participation when making decisions whereas 
others arrive at decisions primarily on their own with little input from others. 
Regardless of style, participation can help build employee commitment to the 
firm’s goals and strategies and is generally seen as a positive approach to deci-
sion making.30

There is little agreement on what might constitute a single best leadership 
style. Moreover, research has identified a wide variety of leadership styles, a 
complete analysis of which is beyond the scope of this chapter. To demonstrate 
the link between leadership and strategy, two basic approaches are presented 
herein.31 Leaders employing a transactional leadership style use the authority 
of their office to exchange rewards such as pay and status for employees’ work 
efforts and generally seek to enhance an organization’s performance steadily, 
but not dramatically. By contrast, leaders employing a transformational 
leadership style inspire involvement in a mission, giving followers a vision 
or higher calling, thereby seeking more dramatic changes in organizational 
performance. In effect, transformational leaders like Sam Walton and Steve Jobs 
motivated followers to do more than they originally expected to do by stretching 
their abilities and increasing their self-confidence (see Strategy at Work 11.3).32 
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Transformational leadership is typically associated with strategies that emphasize 
innovation, a frequently referenced but elusive concept. Austrian economist Joseph Schumpeter 
identified five types of innovation: (1) new products, (2) new materials or resources, (3) new 
markets, (4) new production processes, and (5) new forms of organization.34 It often occurs 
through a process Schumpeter called creative destruction, whereby managers consciously 
and constantly destroy old ways of doing things by recombining their elements into new forms.

A leader is typically categorized as transactional or transformational based on his or her 
overall pattern of behavior. Contrary to popular opinion, the transformational leader is not 
always a dynamic, vibrant, charismatic personality type.35 A number of CEOs have transformed 
their organizations during times of turbulence without being charismatic figures. Indeed, a char-
ismatic personality can be an asset to a transformational leader (and to a transaction leader, to a 
lesser extent), but it is not a prerequisite for success (see Strategy at Work 11.4).

To say the least, Johnson & Johnson (J&J) chairman Robert Wood Johnson was ahead of his time 
when he wrote the Company Credo in the 1940s. The Credo took the unusual step of declar-
ing that the organization’s primary responsibility was to “the doctors, nurses, and patients . . .  
mothers and fathers and all others who use our products and services.” This customer-driven 
focus had been the basis of J&J’s success to that point, and it continues to pervade the company 
today, serving as common ground for the organization’s 170 operating companies. J&J’s busi-
ness today is driven by three basic commitments:

1. Commitment to the Credo

2. Commitment to decentralized management

3. Commitment to the long term

Within the Credo’s framework—and in some ways because of it—J&J constantly emphasizes 
innovation, often measuring its success by the percentage of sales from products introduced in 
the past 5 years. In the 1980s, this percentage was around 30%. Today, it is close to 35%. As 
a result of this high level of innovation, the organization has increased its sales by more than 
$3 billion and added more than 8,000 new employees over the past decade, growing to more 
than 116,000 employees in more than 60 countries by 2011.

Strategy at Work 11.3. Johnson &  
Johnson Leadership Emphasizes Innovation33

Herb Kelleher built Southwest Airlines into one of the most profitable and fastest-growing air-
lines in the country through an emphasis on low-cost operations. In doing so, he also managed 
to win the trust and respect of his employees through his leadership style.

Texas businessman Rollin King and attorney Herb Kelleher founded Air Southwest in 1967 
as a regional airline linking Dallas, Houston, and San Antonio. Southwest made its first sched-
uled flight in 1971 and passed the billion-dollar revenue mark in 1989. Today, Southwest 

(Continued)

Strategy at Work 11.4. Strategic Leadership at Southwest Airlines36
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Most leaders exhibit both transactional and transformational styles, to varying degrees (see 
Figure 11.1). Consider General Electric’s (GE) Jack Welch, who retired after two decades as 
GE CEO in 2001. Welch was known for his impatient, aggressive, and alternatively charming 
and overbearing image, and he pushed workers in GE plants and offices to constantly 
improve efficiency. However, Welch also demonstrated an uncanny charisma and strong drive 
as top executive. Widely known as one of America’s most effective CEOs, Welch integrated 
components of both transactional and transformational styles.37

Firms often seek leaders with certain styles that complement the organization. Three months 
after an ice storm stranded passengers and created chaos at JetBlue Airways in 2007—costing 
the airline an estimated $30 million—founder and charismatic leader David Neeleman was 
removed as CEO. Neeleman was replaced by then president Dave Barger, a leader with an 
operations perspective and a more transactional style.38 

(Continued)

Airlines remains a predominantly short-haul, high-frequency, low-fare airline providing service 
within the United States. The Dallas-based carrier offers approximately 2,700 daily flights 
throughout much but not all of the country.

Southwest is a classic no-frills airline, although service is generally perceived to be excellent, 
and on-time performance rivals or exceeds its larger peers. Meals are not served, although pas-
sengers are encouraged to bring their own food on the plane. In addition, there are no reserved 
seats. The first 30 passengers to check in at the gate are allowed to board first (and select seats), 
followed by the next 30, and so on. Southwest minimizes costs by operating out of smaller, less 
costly airports whenever possible.

Southwest has enjoyed 29 consecutive years of profits, including 2001 when the 9/11 ter-
rorist attacks riveted other American carriers into deep losses. High productivity, combined with 
the airline’s lack of frills, gives Southwest a 43% cost advantage over its large Dallas-based ri-
val, American Airlines. In fact, the airline has been the only major U.S. carrier to avoid layoffs 
and maintain a full flight schedule since that time. The company even began hiring additional  
employees in early 2002.

Southwest is known for its fun-loving, service-oriented culture. Flight attendants seem to be 
amateur comedians, a practice that subsided after the events of 9/11 but had reemerged by 
2003.

Chairman Herb Kelleher, who stepped down as CEO in 2001, helped establish a reputation 
for the company as one of the top employers in the United States. Fortune typically recognizes 
Southwest as one of the most admired companies in its annual surveys.

Kelleher was (and still is) genuinely respected by Southwest employees. He established excel-
lent rapport with personnel and avoided the bitter negotiations that have characterized labor 
contracts at several other airlines. Through profit-sharing plans, cross-utilization of workers, and 
Kelleher’s concern for employees, the company developed a culture of trust and loyalty.

As CEO, Kelleher was highly visible. He would often take Southwest flights and frequently 
visited the aircraft maintenance areas. The visits were invariably upbeat and optimistic, with 
Kelleher dressing in a casual fashion (often in a Southwest Airlines shirt) and joking with the 
crew. He knew individuals’ names and even sent birthday and Valentine’s Day cards to each 
employee.

Kelleher handed over the CEO reins to James Parker (VP) in 2001 although Kelleher retained 
his position as chairman of the board until 2008.
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Regardless of leadership style, a leader’s likelihood of success has also been tied to 
emotional intelligence, one’s collection of psychological attributes, such as motiva-
tion, empathy, self-awareness, and social skills. Executives who possess a passion for their 
work, are socially oriented, and understand their own needs as well as those of their sub-
ordinates are more likely to gain the trust, confidence, and support necessary to lead their 
organizations.39

Other facets of leadership are also important. DaVita, Inc., is one of the largest dialysis-
treatment operators in the United States. CEO Kent Thiry created an immersion program for his 
senior managers, requiring them to spend several days each year alongside technicians or other 
practitioners. Loews Hotels executives are required to spend a day each year in an entry-level 
job at one of the hotels. This type of ground-level perspective earns trust and favor with the rank 
and file in an organization, as well as valuable strategic insight.40

Although transformational leadership styles have gained increased popularity in recent 
years, transactional styles may be most appropriate in relatively predictable environments. 
Because predictability has become less common in recent years, however, many scholars and 
practitioners see a movement toward a transformational style as attractive for many organiza-
tions. Changing the predominant style in an organization—especially from transactional to 
transformational—can be a difficult process.

Executing Strategic Change ____________________

This chapter has outlined the benefits, costs, and considerations for implementing a strategic 
change. The process can be complex, however, especially in global markets. When German 
retailer Metro AG entered India, for example, it had to teach farmers how to pick, store, and 
transport vegetables. Workers used to piling produce on the ground were required to place 
them in crates to minimize the infiltration of bacteria that can reduce shelf life.41 

Not only is strategic change a complex process but clear, detailed steps for instituting a 
change are difficult to develop because organizations differ markedly in terms of industry, exter-
nal environment, strategy, structure, culture, leadership, and other factors. For this reason, a 
simple three-step process for executing an effective strategic change is presented.42 This model 
can be applied regardless of the type of strategic change under consideration. In this context, 
the notion of “strategic change” is broadly defined and includes both changes in a strategy and 
changes in related factors (e.g., structure, leadership, and culture) that support the success of a 
strategy.

Figure 11.1  Leadership Style Continuum

Most
Leaders
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Transactional
Leader
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Recognize the Need for Change 
First, the need for change must be recognized, and key managers in the organization must be 
made aware of that need. Although this step may appear simple at first, some individuals inevi-
tably perceive the need for change before others. In addition, this task may be difficult if the 
organization currently seems to be going well. From an implementation standpoint, however, 
the best time to initiate change is when the organization is functionally well, not when it is in cri-
sis. From a practical standpoint, it is difficult to execute a strategic change when only a visionary 
top executive sees the need to change in the first place.

Firms that are performing poorly are usually first to recognize the need for change and often 
replace their CEOs with outsiders. These new leaders can sometimes make the decisions that an 
insider might be reluctant to make while bringing a fresh perspective to the firm and its prob-
lems. On the other hand, outsiders may have to spend months learning the intricacies of the 
business and developing a network of contacts before they can make decisions of any magni-
tude. However, hiring an outsider can send a message that current executives are not worthy of 
promotion. 

An organization tends to allocate resources to the factors that led to current success, not nec-
essarily the factors that are associated with future success. To overcome this tendency, leaders 
should broaden their measurement of performance to include comparisons to their competi-
tors and to industry norms, not just last year’s performance. In addition to the typical economic 
indicators, such as profitability, earnings per share, and market share, performance measures 
should also include factors such as customer satisfaction and product quality.

Create a Shared Vision 
Once the need for change is established, leaders must inspire organizational members with a 
vision of what the organization can become if its members are willing to change. The vision 
might be one of excellent customer service, industry leadership, or a leaner firm following a 
restructuring. The change effort is not as likely to be successful when members of the firm do 
not share the same vision for the company’s future organization.

The CEO should lead the effort and should identify and model high performance standards. 
Transformational leaders seek to stretch their followers’ abilities, and high-performing organi-
zations rarely pursue moderate goals or performance standards. Their public behavior should 
reflect their own excitement and energy at all levels of the organization.43 Transformational lead-
ers must also effectively communicate their vision to all members of the organization. A lack of 
vision can cloud organizational efforts whereas clear communication of a vision creates a focus 
for the employees’ efforts.

Institutionalize the Change 
Finally, the firm’s leadership must institutionalize the desired strategic changes. The adage “change 
starts at the top” is true in this regard. Without a strong commitment from the top executive and his 
or her top management team, the proposed strategic change is less likely to succeed.

The top executive must also realize that building a lasting change takes time. For example, 
encouraging organizational members to work and interact in different ways may require a new 
reward system, and changes may be necessary in systems for pay increases and promotions. 
Without adequate rewards, employees are unlikely to see involvement in initiating change 
as worthy of their efforts.44 Minor changes in the system will likely produce minor changes in 
behavior.

The need for concise, accurate, and timely information is critical at all three stages of the 
change process.45 A leader should not rely exclusively on his or her associates for information 
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but should be accessible to all the members of the organization and to its customers. CEOs 
should also actively encourage others on their top management teams to act as devil’s advocates 
so that group members seek agreement even in the face of conflict.

Top-down change efforts are not always successful. Top managers may attempt to institu-
tionalize an ambitious change without pretesting, education, or employee participation, or they 
may follow a rigid change procedure that appeared to work elsewhere without considering 
unique characteristics of the organization.46 For this reason, a number of bottom-up approaches 
have been suggested whereby managers and line workers recognize the need for change and 
develop new strategies jointly. Regardless of approach, the importance of employee participa-
tion in the process at all levels cannot be easily understated47 (see Case Analysis 11.1).

After alternatives have been evaluated and one or more have been selected, a plan for their execution must be developed. 
Some of the key considerations—structure, culture, and leadership—have been outlined in this and the previous chapter.  
Concepts concerning the processes of external and internal analysis discussed in previous chapters are relevant as well.

There are no simple outlines for effective implementation, however; each plan is unique to the organization and the alterna-
tives recommended in the previous step. Nonetheless, it must clearly detail precisely how the organization should implement 
the selected alternative(s). In doing so, potential problems may arise—many of which are an extension of some of the pros and 
cons aforementioned—and must be addressed. For example, if raising product quality and prices is proposed, the problems  
associated with present customers who may not perceive the increase in quality or who may not be willing to pay a higher price 
should be considered. “Hiring a consultant” is not an acceptable recommendation!

Consider the following restaurant example. Suppose, based on the analysis, that it is recommended that Pizza Hut introduce 
a low-fat pizza. Stating that the organization should “just do it” would not be sufficient. Key questions that would be consid-
ered in the plan for implementation include the following:

1. What are the characteristics of the new product (i.e., low-fat cheese, “lite” crust; actual fat and calorie levels should have 
been discussed in the pros and cons earlier)?

2. Should this product be implemented at all locations simultaneously? What are the pros and cons of doing so? 

3. How should this new product be marketed?

4. How will this new product affect sales of existing pizzas? Compared to the low-fat option, some customers may view the 
regular pizzas as being high in fat.

5. What problems have other fast-food restaurants had in delivering high-quality, low-fat products to their customers?

6. Specifically, what should Pizza Hut do to avoid the pitfalls and/or capitalize on the successes?

7. How much will this new product introduction cost?

8. How much time is necessary for training employees in the preparation of the new product? Do the current structure and 
culture facilitate effective training?

Notice in this example that some of these issues may have been introduced in the alternative evaluation phase, and oth-
ers extend beyond implementation into the control function. It is acceptable to make references to earlier statements and  
arguments.

One final note: The execution phase of the case analysis is required even if no major strategic changes are adopted. It is still 
necessary to explain in detail how the firm will execute the current strategy effectively in the coming years. It is not sufficient 
to suggest that the firm simply “stay the course.” Arguments such as “if it ain’t broke, don’t fix it” are weak as firms often fail 
because they resist change during profitable periods.

Case Analysis 11.1 Step 23: How Should the Alternative(s) Be Implemented?



STRATEGIC MANAGEMENT306

Summary

Executing a strategy can be challenging, especially when a significant strategic change is involved. Hence, the decision to 
institute such a change is not easy. Two key areas associated with executing strategic change—(1) organizational culture 
and (2) leadership—must be considered. Organizational culture can facilitate or hinder the firm’s strategic actions. Successful 
strategy execution requires a strategically appropriate culture—one that is appropriate to, and supportive of, the firm’s 
strategy. Modifying the culture is sometimes necessary, but doing so is usually difficult. 

The leadership style of the top executive, and the top management team is also closely linked to a firm’s ability to imple-
ment a given strategy. Each leader may adopt a transactional or a transformational style, although most effective leaders uti-
lize both styles to some extent. Effective leadership is critical when a firm seeks to implement a major strategic change.

Key Terms

Adaptive Culture: A culture whereby members of an organization are willing and eager to embrace any change that is 
consistent with the core values.

Creative Destruction: A process whereby managers consciously and constantly destroy the old by recombining its 
elements into new forms.

Diversity: The extent to which individuals within an organization are different; what constitutes “different” is often 
debated, however.

Emotional Intelligence: One’s collection of psychological attributes, such as motivation, empathy, self-awareness, 
and social skills.

Inert cultures: Conservative cultures that encourage maintenance of existing resources.

Innovation: Developing something new.

Leadership: The capacity to secure the cooperation of others in accomplishing organizational goals.

Leadership Style: The consistent pattern of behavior that a leader exhibits in the process of governing and making 
decisions.

Organizational Culture: The shared values and patterns of belief and behavior that are accepted and practiced by the 
members of a particular organization.

Self-Reference Criterion: The unconscious reference to one’s own cultural values as a standard of judgment.

Strategic Leadership: Creating the vision and mission for the firm, developing strategies, and empowering 
individuals throughout the organization to put those strategies into action.

Strong Culture: A culture characterized by deeply rooted values and ways of thinking that regulate firm behavior. 

Subcultures: Culture within broader cultures.

Transactional Leadership: The capacity to motivate followers by exchanging rewards for performance.

Transformational Leadership: The capacity to motivate followers by inspiring involvement and participation in a 
mission.

Vision: A view of the future when the mission is achieved in the present.

Weak Culture: A culture that lacks values and ways of thinking that are widely accepted by members of the 
organization.
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Review Questions and Exercises

1. Give an example of an organization whose culture is appropriate for its strategy. Explain.

2. Strategies involving mergers and acquisitions are particularly vulnerable to cultural problems. Mergers 
between two organizations often are easier to accomplish on paper than in reality. Reality may reveal that the 
cultures of the organization fail to mesh as easily as corporate assets. Research on the Internet the history of 
the DaimlerChrysler merger. Learn as much as you can about each original company’s organizational culture. 
What problems have the companies experienced in combining their cultures?

3. Explain transformational and transactional leadership styles, and give examples of each. Identify the condi-
tions under which each is likely to be effective.

4. To what extent can leaders institute change in their organizations? Practically speaking, how is this  
accomplished?

Practice Quiz

True or False? 

 1. Organizational culture can facilitate or hinder the firm’s strategic actions.

 2. Because each organization develops its own unique culture, even organizations within the same industry and 
city will exhibit distinctly different ways of functioning.

 3. Transactional leaders inspire involvement in a mission, giving followers a “dream” or “vision” of a higher 
calling.

 4. Most effective leaders exhibit traits associated with both transformational and transactional leadership styles.

 5. Because environments have become less predictable in recent years, a transformational leadership style may 
be most appropriate for the majority of firms.

 6. The first step in initiating strategic change is to create a shared vision.

Multiple Choice

 7. Deeply rooted values and ways of thinking that regulate firm behavior characterize __________.

A. a strong culture

B. a weak culture

C. the organizational culture

D. none of the above

 8. A lack of values and ways of thinking in a firm characterize __________.

A. strong culture

B. weak culture

C. organizational culture

D. none of the above

 9. In general, an organizational culture __________.

A. cannot be changed

B. can only be changed by a transformational leader
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C. can be changed easily if proper procedures are followed
D. none of the above

10. The unconscious reference to one’s own cultural values as a standard of judgment is known as __________.

A. emotional intelligence

B. the self-reference criterion

C. global awareness

D. none of the above

11. One’s collection of psychological attributes, such as motivation, empathy, self-awareness, and social skills is 
known as __________.

A. emotional intelligence

B. leadership traits

C. leadership style

D. none of the above

12. Top-down change efforts __________.

A. are not always successful

B. can be augmented through employee participation

C. are not necessarily more effective than bottom-up efforts

D. all of the above

Student Study Site
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CEO Succession 2010: The Four Types of CEOs
Booz & Company’s annual study of turnover among chief executives — now increasingly diverse, as 
the world’s largest companies migrate to emerging economies — suggests that the nature of the job 
varies with the role of the corporate core.

by Ken Favaro, Per-Ola Karlsson, and Gary L. Neilson

Every year, Booz & Company takes a long and penetrating look at CEO succession among the world’s top 
2,500 public companies. Our research now goes back consecutively to 2000, giving us 11 years of perspec-

tive on the tenure and position of these global business leaders. Each year we consider a new dimension in our 
study of CEO succession. This year, we looked at the role of the CEO and its effect on tenure and turnover. How 
hands-on are the CEO and his or her senior team? How do they engage themselves with the businesses they lead? 
We found that these factors have a noticeable effect. The more involved headquarters is in operational decision 
making in any given company, the more tenuous the CEO’s tenure is likely to be.

We also found several noteworthy trends this year. There is a steep decline in CEO turnover worldwide: A 
higher proportion of chief executives are staying in office than we saw in 2009. (See Exhibit 1.) That doesn’t mean 
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Exhibit 1   Global CEO Turnover, 2000–10
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For the first time since 2003, the number of CEO succession events dropped below 12 percent at the 2,500 largest 
public companies.
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that governance is growing more relaxed; the rates of CEO turnover are still much higher in general than they 
were in the 1990s, and the pressure on performance remains as great as ever. But it does suggest that some basic 
trends in CEO hiring and oversight have solidified as standard practice. Last year, we referred to the 2000s as a 
“decade of convergence and compression,” and this pattern continued in 2010. Around the world, for example, 
fewer CEOs are also board chairmen this year than was the case the year before, and more CEOs are being 
appointed from inside companies, rather than from outside.

In one respect, however, the largest public companies are becoming more diverse: They are increasingly based 
in emerging economies, rather than in the mature economies of the United States, Canada, western Europe, and 
Japan. For years, in compiling our list of the 2,500 largest publicly held companies in the world (as ranked by their 
market capitalization), we have observed this gradual migration. (See Exhibit 2.) To explore the implications more 
closely this year, we divided our study sample over the past 11 years into mature and emerging economies (based 
on the United Nations’ Human Development Index for 2010), and then further broke out the BRIC countries 
(Brazil, Russia, India, and China). We found that the share of companies from emerging markets in our sample has 
grown at a compound annual growth rate of 14 percent over the past 11 years; BRIC representation has shot up 
24 percent annually. China, in particular, shows staggering growth, accounting for one in five new entries in our 
sample this year (83 of the 415 new members of the world’s 2,500 largest companies).
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Exhibit 2   The World’s Largest Public Companies by Region

Source: Booz & Company analysis

Note: See “Methodology,” for an explanation of how countries were classified.

A regional breakdown of the top 2,500 public companies by market capitalization, at January 1 of each year since 
2000, shows the migration of the list from mature to emerging economies.
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For those who see North America and western Europe as the commercial centers of the world, the news is 
even more striking; for the first time, almost half the companies on the list are located outside those two regions. 
In fact, the number of the top 2,500 companies based in the U.S., Canada, and western Europe has fallen some 28 
percent altogether since 2000.

Finally, a significant milestone was reached in 2010: More than one-quarter of the top 2,500 public companies 
now have their headquarters in emerging economies. Could this suggest that global enterprise is nearing a geo-
graphic tipping point? Within a few years, if this pattern continues, the companies in the world’s mature Western 
economies could represent a minority of our sample. Already, the Asian economies (China, Japan, rest of Asia) 
are the new center of gravity in terms of global market heft, with 895 companies in this year’s sample versus North 
America’s 772 companies and Europe’s 619 companies.

Global Turnover in 2010 __________________________________

This shift in the mix of companies in our global sample is already influencing CEO succession trends, as 
companies with new governance structures and different growth arcs come to the fore. (See “A Tipping Point for 
the Global Economy,” by Ivan de Souza and Edward Tse, below.)

For example, one can surmise that the growing presence of Chinese companies in our sample helped bring 
down the global rate of CEO turnover this year. Because of their high degree of government ownership, China’s 
biggest companies manifest extremely low CEO turnover—half the global average. In 2010, CEO succession 
worldwide hit a six-year low of 11.6 percent; Chinese companies’ turnover was only 5.2 percent.

However, the overall drop in turnover in 2010 is not solely China’s doing; in general, there was a sharp reduction 
in both forced and planned turnover at the top. There are several possible reasons for this. First, the global reces-
sion’s lingering effects influenced companies to keep a steady, seasoned hand at the helm. Second, boards have got-
ten better at selecting CEOs and ensuring their smooth succession. Finally, given the historically high rates of forced 
turnover in the last few years, there were fewer companies that hadn’t made a recent change in chief executives.

Global Governance Trends ________________________________

We broke down the data to assess what it means for today’s boards as well as for sitting and aspiring CEOs. Many 
long-term trends in governance still hold. Boards around the world increasingly separate the roles of chairman 
and CEO, especially in North America, where only 14 percent of incoming CEOs were assigned both titles in 2010 
(versus 52 percent in 2001). Related to this trend is the practice of appointing an outgoing CEO as board chairman, 
to apprentice the incoming CEO. We continue to see this model growing in prevalence—except in Japan, where it 
has long been the norm (it accounts for more than two-thirds of successions there).

Another Japanese tradition, appointing insiders, is also becoming a worldwide phenomenon. Among the 291 
succession events we assessed in 2010, insiders ascended to the CEO spot 81 percent of the time. Insiders also 
last longer — in 2010, those insiders leaving office had lasted on average 7.1 years, versus 4.3 years for outsiders. 
This is not surprising; insiders have historically produced superior returns for their shareholders. Last year was no 
exception. Insider CEOs leaving office generated total shareholder returns on a regionally adjusted basis of 4.6 
percent as compared with 0.1 percent among outsiders.

On average, compared with 10 years ago, CEOs are being appointed at a later age. The average appointment age 
among outgoing CEOs in 2010 was 52.2, versus 50.2 in 2000. This suggests that boards continue to value experience 
in selecting a CEO. In tracking outgoing CEOs, we found that the percentage of chief executives who had previously 
served as CEOs of a public company has risen markedly over the past 11 years, from 4.3 percent in 2000 to 15.2 per-
cent in 2010. And in 2010’s incoming class, more than half (51 percent) of new outsider CEOs came from within the 
same industry—suggesting that boards are getting more particular about the type of candidates they are seeking.
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A TIPPING POINT FOR THE GLOBAL ECONOMY

by Ivan de Souza and Edward Tse

The changing composition of this year’s sample of the world’s top 2,500 public companies by market capitalization is, in 
and of itself, a significant portent of a profound shift about to occur in the global economy. The center of gravity among 
global corporations is moving from mature Western economies to emerging markets. (See Exhibit 3.) The details vary by 
country and industry, but some general truths broadly apply.

Exhibit 3   The Growth of Public Companies in Emerging Economies
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Companies in emerging economies—not only in Brazil, Russia, India, and China (the BRIC countries), but also in the “next 
11” countries named by Goldman Sachs: Bangladesh, Egypt, Indonesia, Iran, Mexico, Nigeria, Pakistan, the Philippines, South 
Korea, Turkey, and Vietnam—are in hyper-growth mode. They are on the early and steep side of what we at Booz & Company 
call the arc of growth: the natural evolutionary cycle of any country or region as it enters the industrialized economy. 
Meanwhile, the mature economies of North America and western Europe are confronting challenges in generating further 
growth—challenges that have only been exacerbated by the economic turmoil of the past few years. The global recession 
has exaggerated the dichotomy between rapidly growing BRIC and the next 11 countries on the one hand, and those in the 
Organisation for Economic Co-operation and Development on the other.

Furthermore, companies based in these emerging economies have far greater access to capital markets than they did even 
five years ago. Investors now perceive these economies more favorably, and the senior management of these companies have 
become more worldly in their outlook. Companies can now capitalize through IPOs, finance additional activity, and fund 
acquisitions in their own geographies as well as abroad (including in North America and western Europe).
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Finally, companies in the world’s emerging economies enjoy significant resource advantages. It’s little wonder that 
demographically advantaged countries, such as India and China, and countries endowed with natural resources, such as 
Russia and Brazil, have seized the lion’s share of the growth in global GDP over the past several years.

Although these general truths apply to all emerging economies, China’s story has some unique elements. First, despite 
being publicly listed, the largest Chinese companies in our sample are still controlled by the state, which retains a substantial 
ownership stake. (Of the 232 Chinese companies on our global list of 2,500, the state owns all of the top 10.) The Communist 
Party appoints the chairman and the CEO of these enterprises from a roster it maintains of industry experts. (That said, the 
Chinese government has installed Western-style boards of directors in the top government-owned enterprises in China, and 
these boards exercise a good deal of authority.) Finally, given the high degree of government oversight, companies in China 
often enjoy distinct positional advantages, at least domestically, and M&A activity is rare. These factors all help explain why 
China’s CEO turnover is so low compared with that of other countries. (See Exhibit 4.)
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In the coming years, we should see Chinese companies and their emerging-market peers open up more and more to 
the rest of the world, in terms of both mind-set and footprint. Chinese business leaders, by necessity, will maintain a more 
international outlook; this will undoubtedly have an impact on CEO succession in years to come.

METHODOLOGY

The 2010 CEO Succession study identified the world’s 2,500 largest public companies as measured by their market 
capitalization (per Bloomberg) on January 1, 2010. Booz & Company research team members based in India, China, 
Romania, Chile, the United Arab Emirates, Italy, France, and the United States then identified the companies among the top 
2,500 that had experienced a chief executive succession event and cross-checked data using a wide variety of printed and 
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electronic sources in multiple languages. For a listing of companies that had been acquired or merged in 2010, we again used 
Bloomberg. In considering relative market capitalization, we did not adjust for currency exchange rate fluctuations, which 
have an insignificant effect over time because they quickly adjust to market reality. (We also note that China’s currency is 
pegged to the U.S. dollar.)

We investigated each company that appeared to have changed its CEO to confirm that a succession event occurred in 
2010, and for the 291 confirmed companies, we compiled demographic, career, and governance structure details on 
both outgoing and incoming CEOs (as well as any interim chief executives), including age, tenure, title, career path, prior 
experience, education, and chairmanship, among others. In the analysis of CEO succession by tenure of outgoing CEO 
(Exhibit 6), insider/outsider status (Exhibit 7), and CEO background (Exhibit 9), we excluded turnover events involving 
interim-appointed CEOs, and those resulting from mergers and acquisitions.

We accepted company-provided information for all data elements except for the reason for the succession. For that, we 
consulted outside press reports and other independent sources.

Total shareholder return data for a CEO’s tenure was sourced from Bloomberg and includes reinvestment of dividends, if 
any. Company return data was then regionally market-adjusted (against the return of the local regional index over the same 
time period) and annualized.

Corporate core classification of each of the 291 companies experiencing a succession event in 2010 was based on 
multiple factors (e.g., number and diversity of business units, degree of shared activities, number and percentage of top-line 
versus functional managers), as well as Booz & Company expertise on industry and geographic operating models.

To distinguish between mature and emerging economies, we followed the United Nations’ Human Development Index 
2010 ranking, which classifies countries with a score above 0.788 as “very high.” Mature economies include South Korea, 
Australia, the Czech Republic, Poland, and Hong Kong; emerging economies include Turkey, Saudi Arabia, Mexico, and South 
Africa. For the purposes of this study, Hong Kong and Macau are classified as separate from China.

CEOs are also staying in office for less time, compared with 11 years ago. For outgoing CEOs, the mean tenure 
was 18 months shorter: 6.6 years in 2010 versus 8.1 in 2000. In particular, the length of planned tenures—in which 
the CEO departs on a date that has been prearranged with the board—has dropped by 30 percent over the last 11 
years, from 10 to seven years. These findings suggest that CEOs are finding the demands of the job more pressing 
than their predecessors did.

Four Models of Management ______________________________

This year we applied an additional lens to our study of CEO succession events at the world’s largest companies 
by examining the impact of the corporate core. The corporate core is made up of the CEO, his or her senior team, 
and a defined set of support functions necessary for the entire corporation. Back when the senior management 
team of a typical large company could all have offices in one location, this was known as headquarters. All 
corporate cores provide leadership, create the context for growth, represent the corporation to the public and 
investment community, and provide essential services to the business units, which are consigned maximum 
responsibility for money-making activities. That’s where the similarities among companies end. As any CEO can 
tell you, each corporate core is a unique blend of skills, responsibilities, and personal management styles tailored 
to the nature of the businesses it oversees and the competitive environment in which it operates. On the basis of 
our in-depth experience with hundreds of corporations at Booz & Company, we have found that they fall along 
a spectrum of four different corporate models — defined by the way senior management and the corporate core 
engage with the rest of the business. (See Exhibit 5.)

The first model, at one extreme, is the highly diversified holding company—distinguished by its arm’s-
length approach to managing its subsidiary operations. Holding companies add value through strong portfolio 
management. The second model is the strategic management company, which offers guidance and leadership on 
strategic direction and provides expectations of performance for its group of related businesses. The third model 
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involves more active management. These corporate cores oversee more tightly linked businesses and advise on 
operational issues. The fourth corporate model is the highly operationally involved company, in which senior 
management plays an active role in day-to-day business decision making.

To briefly sum up each model from the point of view of a business unit leader: Holding companies want your 
results. Strategic management headquarters want to know what you will do. Active management corporate cores 
want to know how you will do it. And operationally involved executive teams want to work closely with you in 
running the business.

As part of our research on CEO succession and related issues, we have interviewed chief executives working 
within these models. Their experience sheds light on the operation of these models, the patterns of CEO succes-
sion that seem to follow the models, and the implications for business leaders.

Holding companies (Model 1) manage their businesses much as a financial fund manager oversees a 
portfolio of investments. The CEOs of this first group of companies have a minimal degree of involvement in 
operational decisions. They are primarily interested in results, not in how the results are generated. The corporate 
core establishes and ensures managerial and financial discipline. Holding company chief executives are a level 
removed—they focus on portfolio management while the second-tier executives run the businesses. If there is a 
problem, more often than not, its fallout is felt at that second management tier.

Warren Buffett, CEO of Berkshire Hathaway Inc., typifies this type of management. As he noted in his letter 
to shareholders in the 2010 annual report, “At Berkshire, managers can focus on running their businesses: They 

Source: Gary Neilson, Etienne Deffarges, Paul Kocourek, and John Elting Treat, “Putting Headquarters in Its Place: The New, Lean Global Core,” Booz 
Allen Hamilton white paper, 1999, and other Booz & Company research

Exhibit 5   Models of Corporate Management

Most corporations fall along a continuum from relatively minimal engagement with the business by the corporate core 
(the holding company model, at left) to a high level of operational involvement (at right). Note that companies may 
migrate from one model to another at times, and different businesses or groups within the same company may fall 
under different models; therefore, some companies may overlap two or even three categories.
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are not subjected to meetings at headquarters nor financing worries nor Wall Street harassment. They simply get 
a letter from me every two years…and call me when they wish. And their wishes do differ. There are managers 
to whom I have not talked in the last year, while there is one with whom I talk almost daily. Our trust is in people 
rather than process. A ‘hire well, manage little’ code suits both them and me.”

Strategic management companies (Model 2) exercise a bit more oversight in managing their operations. The 
corporate core offers strategic guidance to its local businesses, but not the supervision of operational decision 
making. A good example is the Korea-based LG Corporation, a US$104 billion company originally known for 
its brand name Goldstar. (LG once stood for Lucky Goldstar.) At first glance, because of its global operations 
spanning consumer electronics, mobile communications, home appliances, chemicals, and more, LG might 
seem to fit the definition of a diversified holding company such as Berkshire Hathaway. But Juno Cho, president 
and CEO of LG Corporation, notes that the company’s corporate core has always operated more in a strategic 
management model.

Cho describes his role, and that of other senior management, as closely engaged in strategic goal development 
with executives of subsidiaries such as LG Chemical and LG Electronics, where central core team members often 
sit on the boards. “We effectively agree on strategic goals and targets with the businesses and give them account-
ability,” says Cho. Once each year the group chairman of LG Corporation conducts a consensus meeting with the 
presidents of all the business units to discuss, understand, and agree on their annual business plan. “This is the 
backbone of our communication,” says Cho. “Corporate executives chair the board of each business unit, so we 
have a real-time understanding of performance, but it would be impractical to get deeply involved in operational 
matters. Since LG is such a big organization, the corporate core limits its voice to brand-building, R&D expendi-
tures, high-level human resources decisions, and capital investment.”

Active management companies (Model 3) have a corporate core that starts to share accountability with the 
business units for major operational decisions and adds value through close guidance and expertise. John H. 
Hammergren, chairman, president, and CEO of the McKesson Corporation, a leading pharmaceutical distributor 
and healthcare IT company based in North America, describes his corporate core as moving back and forth 
between the strategic and active management models.

“We want our businesses to drive the McKesson culture,” says Hammergren, “but the corporate executive 
team also wants to guide the businesses on how they do it. We follow a similar approach when it comes to leader-
ship development—whereas with sales training, we expect the businesses to take the lead, because sales training 
is more specific to their business.”

Hammergren says that the corporate officer group at McKesson performs several key roles. “First, it sets the 
culture: the tone at the top—for example, what standards we are going to hold for ourselves, both at the executive 
committee level and in our interactions with the leaders of the business units. Second, corporate upholds a set of 
principles that ensure all of our business units put the customer at the center of everything we do. Third, we man-
age the cadence of the management team: in other words, how we plan our strategy; how we conduct our operat-
ing reviews; what we expect of the business units; and what processes, like Six Sigma and the corporate calendar, 
we use to drive results.” The top group also establishes the rules of engagement between the corporate core and 
the business units, determining when businesses should expect that headquarters will be involved, and when 
they can assume the authority and decision-making power to move forward on their own.

“We manage the corporation through two key management teams,” says Hammergren. “The first is the execu-
tive committee, comprising my direct reports; the second is an operating team that consists of the presidents of the 
major businesses. I inspect each major business at least quarterly, and I’m actively involved in the budget-setting 
process and leadership decisions at the business unit level. The executive committee meets every other week to 
take up performance within the various businesses, large M&A transactions, Wall Street expectations, deployment 
of capital, leadership development, succession planning, balance sheet management, board reporting, overall 
corporate strategy, and those kinds of issues.”
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Hammergren notes that it would be extremely difficult to move McKesson to a model of full operational 
involvement. “Given the complexity of our company, it would be impossible for the CEO to call the orders every 
day on the execution side. I wouldn’t be close enough to the fight to know which way to send the troops; and the 
people who run these businesses would get disenchanted and disheartened, because I would probably not do 
their jobs as well as they do them.”

Operationally involved companies (Model 4) are enterprises in which the corporate core is involved in 
management more directly. This does not mean that the CEO and top team are involved in every aspect of day-to-
day management; execution remains the business units’ domain. Rather, the corporate core adds value through 
the development of cross-company capabilities and functional expertise, and gets involved in strategic decision 
making for most or all business units. Because of the highly engaged nature of the corporate core in managing the 
business, these companies are typically focused within a single industry.

Ford Motor Company under CEO Alan Mulally is a good example of an operationally involved corporate core. 
According to an Economist article published December 9, 2010, Mulally began to convene weekly meetings of his 
senior team soon after he arrived in September 2006. He pushed the attendees to bring up operational problems 
and collaborate in solving them. When the head of Ford’s operations in the Americas admitted that his group 
had a serious problem with defective parts, instead of falling from grace, he was applauded by Mulally, who 
exclaimed, “Great visibility.”

To maintain a tighter rein on the carmaker’s fundamental business, Mulally and his key lieutenants decided to 
concentrate on the Ford brand and divest the Premier Automotive Group—a collection of high-end brands that 
had been acquired under previous regimes. The company quickly sold Aston Martin, Jaguar, Land Rover, and 
Volvo. Ford also decided to produce a much narrower range of cars built on a few core platforms, focusing on 
quality and flexibility. At one point, Ford produced nearly 100 different models around the world; now it is down 
to a third of that number and may go lower. For clarifying and simplifying the management challenges at Ford, 
“you cannot believe the difference this makes,” noted Mulally.

The Most Challenging Corporate Model ______________________

As part of this year’s study, we identified which of the four corporate core models applied most closely to each 
of the 291 companies that experienced a succession event in 2010. We based our analysis on such factors as the 
number and diversity of business units, the degree of activity sharing among those units, and the number and 
proportion of senior line and staff managers. We also called on our own firm’s industry expertise and our direct 
experience with many of these companies. The breakdown that emerged from this sample was broadly consistent 
with what we have observed in the general population of global corporations—10 percent were holding 
companies, 20 percent were strategic management companies, 30 percent were active management companies, 
and the most numerous, at about 40 percent, were operationally involved companies.

The corporate core model clearly seems to influence the CEO’s experience in office. For the 291 succession 
events that occurred worldwide in 2010, the tenure of the CEO in the operationally involved companies was 
unquestionably shorter and riskier. In fact, the tenure of a holding company CEO is a third longer, on average, 
than that of an operationally involved CEO. (The median tenure of a holding company CEO departing office in 
2010 was 6.5 years, whereas the median tenure of an operationally involved CEO was only 4.9 years.) Moreover, 
CEOs in Model 4 companies are much more likely to depart during their first four years than CEOs in the other 
three models. (See Exhibit 6.)

This departure rate at operationally involved companies was particularly high for outsider CEOs—those who 
were hired from another company. Outsiders are generally more pressured; in all categories except holding 
companies (in which only one outsider CEO left in 2010, a chief executive who had lasted for a statistically 



STRATEGIC MANAGEMENT320

8 YEARS
AND 
MORE

39% 26% 22% 25%

39%

36%22%

57%48%

26%

43%

17%

4321

Median Tenure of Outgoing CEOs

THE FOUR TYPES OF  COMPANIES

LESS
THAN
4 YEARS

HOLDING (6.5 years)

STRATEGIC MANAGEMENT (5.3 years)

ACTIVE MANAGAEMENT (5.0 years)

OPERATIONALLY INVOLVED (4.9 years)

1

4

3

2

Exhibit 6   Tenures of Outgoing CEOs

Source: Booz & Compay analysis

Note: Excludes interim-appointed CEOs and turnover resulting from M &B. Sums may not total 100 due to rounding.

The breakdown of CEO tenures varied significantly among the four categories of companies. In operationality 
involved companies, for example, 36 percent left in less than four years, compared with 17 percent at holding 
companies

anomalous 17 years), they stayed in office for less time on average than their insider counterparts. Outsiders at 
Model 4 companies had the shortest tenure of all: on average, only 3.3 years in office. (See Exhibit 7.)

Why was CEO turnover higher in Model 4 companies? It wasn’t because of inexperience: The proportion 
of Model 4 outgoing CEOs who had prior CEO experience was higher than in any other model group. 
Nor was it a matter of a lack of coaching or support. The apprentice CEO model is more prevalent at 
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Exhibit 7   Tenure for Insider and Outsider CEOs

Note: Excludes interim appointed CEOs, turnover resulting from M&A, and outsiders in holding companies.

Source: Booz & Company analysis

Median years of tenure for CEOs who left offfice in 2010 varied among the four corporate core models, depending 
on whether the chief executive had been hired from inside or outside the company.

operationally involved companies than at holding companies (38 percent as compared with 32 percent), and 
Model 4 headquarters organizations are much larger, as a rule. However, CEOs in Model 4 companies face 
some particular challenges:

1. Operationally involved companies are more likely to be acquired. M&A successions are most 
common among Model 4 firms (in 2010, they represented 52 percent of non-planned turnover, versus 40 percent 
at Model 1 companies and 26 percent at Model 2 companies). Because Model 4 companies typically focus 
on a single industry or business, they are often attractive targets for acquisition. And although Model 1 and 2 
companies may engage in M&A activity more frequently, they typically buy and sell subsidiary units, not whole 
companies, so the CEO position is usually not affected.
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2. Operationally involved CEOs more often succumb to board and power struggles. These struggles 
accounted for 57 percent of the forced (non-planned and non-M&A) turnover at Model 4 companies in 2010. 
By contrast, in Model 2 companies, poor financial or managerial performance was the main driver of forced 
succession. (See Exhibit 8.) In a single-line or closely related set of businesses, it is easier for the board to apply 
strict scrutiny to a CEO’s strategy, and power struggles with other knowledgeable insiders are more likely.

Reason for CEO Turnover
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Companies

Poor Financial or Managerial
Performance

Board or Power Struggle

Job Demands

Ethical Lapses

Demotion

Holding

Strategic Management

Active Management

Operationally Involved

Exhibit 8   Caused of Non-Planned Turnover

Note: Forced Turnover Cases—all those except M&A in this exhibit—are categorized on the basis of official company statements, multiple press 
releases, or other verified sources. “Job demands” are cases in which the CEO position was deemed to have been too demanding or not a good fit 
for the outgoing CEO’s capabilities.

Sums may not total 100 due to rounding

Source: Booz & Company analysis

When CEOs are compelled to leave—either through M&A or foced turnover—the mix of causes varies by corporate 
model.
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3. Operationally involved and active management CEOs are more likely to also hold the chairman 
title. This is twice as likely, on average, as it is in the other two models. Overall, only one in 10 CEOs has this dual 
role, but the more involved the corporate core is in the business operations, the more likely the double role is to 
appear. (See Exhibit 9.) The correlation between actively engaged corporate cores and “double-hatted” CEO/
chairmen is particularly strong in Europe.

The Four
Types of
Companies

Outgoing CEOs with
previous public company
CEO experience

Incoming CEOs who
also hold the position
of chairman

Outgoing CEOs moving
to a chairman role

38%
40%

44%

32%

12.4%
14.1%

7.8%

4.3%

23.6%

10.1%10.2%
8.7%

432143214321

Holding

Strategic Management

Active Management

Operationally Involved

Exhibit 9   Some CEO Characteristics among Corporate Models

Note: Excludes interim-appointed CEOs and turnover resulting from M&A.

Source: Booz & Company

The typical CEO’s background and role differ somewhat among the four types of companies.

At first glance, this correlation seems puzzling. Double-hatted CEOs are subject to immense job demands in 
any company; they run both the board—which is charged with scrutinizing their strategy—and the business. In 
Model 3 and Model 4 companies, their roles would be even more demanding. One may surmise that this trend is 
either an anomaly (in which case we will probably see it diminish in future years) or a sign that some boards still 
believe that a single leader accountable for the entire company provides the most effective form of governance.

Advice for the New CEO __________________________________

Few CEOs would interpret these findings as a suggestion to adopt the holding company model. After all, most 
companies have developed their corporate core structure over time, to match their unique portfolio of businesses 
and their competitive strategy. No one model is inherently better than another, and it is neither practical nor 
desirable to move your corporate model away from what the business requires.
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However, if you are the CEO in a Model 4 company, you should recognize the especially demanding nature 
of this job. It requires hands-on management and greater accountability, and your exposure to disruption is there-
fore higher. More than one-third of operationally involved CEOs are replaced within four years; indeed, your role 
may involve quietly building value to become an acquisition target. Model 4 boards tend to be more informed and 
engaged in monitoring strategy, and the competition for the chief executive position can be more intense — there 
are often several candidates well versed in the business vying for the position. These challenges will be all the 
more formidable if you are hired from outside.

Of course, CEOs at companies with other core models also face great pressures. As we noted earlier, planned-
succession tenures, overall, have dropped from 10 years to seven since 2000. In a large company, seven years 
can be a very short time to set an agenda and execute it. Nonetheless, as an incoming CEO, you should adjust 
your expectations accordingly, and be prepared to demonstrate early wins in the first few years to solidify your 
position.

If you are a board member or senior executive in search of a long-term CEO, you face a different, but equally 
immense, challenge. As they develop through their careers, very few candidates will automatically receive the 
breadth of general management experience and functional expertise needed to oversee a large global enterprise. 
In a Model 1 company, up-and-coming executives have the early opportunity to run a P&L, but they may not get 
a broader sense of the whole portfolio or develop strong functional skills. By contrast, in a typical Model 4 com-
pany, there will be a cadre of executives with high levels of functional expertise and strong industry knowledge, 
but their general management experience may be less robust.

It is the responsibility of sitting CEOs and boards to plan for succession by building a bench of well-rounded 
candidates that transcends any management development limits in their corporate core model. Model 1 and 2 
companies need to help their general managers cultivate functional and portfolio management skills. Model 3 
and 4 companies need to give their functional specialists general management experience. Thoughtful executives 
planning their own careers would do well to take on roles that help fill the gaps.

If you are a new CEO, awareness of your corporate core model can help you establish a better position. For 
example, a new CEO coming from the outside into a company with an active management model can lay the 
groundwork for success early by appointing well-regarded insiders to one or two top jobs, to engage the orga-
nization more effectively. Similarly, in last year’s study, we highlighted the growing importance of regarding the 
board of directors as a strategic partner. This advice is crucial if you are the CEO of an operationally involved 
company, especially given the fact that skirmishes with the board account for most CEO dismissals in those 
companies. The more effective your engagement is with the board, the more likely your succession is to be a 
planned one.

In general, chief executives need to adapt their personal management style to the company’s corporate core 
model. This may be particularly challenging if you are a new CEO in a Model 1 or Model 2 company. More likely 
than not, you were an operationally involved business unit head before taking the top job. Now, you will have to 
deliberately learn to delegate accountability for running the businesses so you can focus on adding value to the 
larger organization.

No matter where you sit on the corporate core spectrum, the challenges of being the CEO of a major corpora-
tion are considerable and growing, while the window you have to address and overcome those challenges con-
tinues to narrow. Never has the job been more exciting . . . or more daunting. 
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The strategic management process is not complete when a strategy has been executed. 
It is also necessary to evaluate its success—or failure—and take steps to address any 

problems that may have arisen along the way. Strategic control consists of determining 
the extent to which the organization’s strategies are successful in attaining its goals and 
objectives. The execution process is tracked, and adjustments to the strategy are made as 
necessary.1 It is during the strategic control process that gaps between the intended and 
realized strategies (i.e., what was planned and what really happened) are identified and 
addressed. For example, Wal-Mart instituted strategic control when it cut back its plan 
for U.S. supercenter expansion in the late 2000s following lower-than-expected global 
revenues.2 

The process of strategic control can be likened to that of steering a vehicle. After the strategy 
accelerator is pressed, the control function ensures that everything is moving in the right direc-
tion. When a simple steering adjustment is not sufficient to modify the course of the vehicle, the 
driver can resort to other means, such as applying the break or shifting gears. In a similar man-
ner, strategic managers can steer the organization by instituting minor modifications or resort to 
more drastic changes, such as altering the strategic direction altogether.

The imperative for strategic control is brought about by two key factors, the first of which is 
the need to know how well the firm is performing. Without strategic control, there are no clear 
benchmarks and ultimately no reliable measurements of how the company is doing. A second 
key factor supporting the need for strategic control is organizational and environmental uncer-
tainty. Because strategic managers are not always able to accurately forecast the future, strategic 
control serves as a means of accounting for last-minute changes during the implementation pro-
cess. In addition, rivals may respond immediately to a change in strategy, requiring that manag-
ers consider additional modifications.

The focus of strategic control is both internal and external because it is top management’s 
role to align the internal operations of the enterprise with its external environment. Relying 
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on quantitative and qualitative performance measures, strategic control helps maintain proper 
alignment between the firm and its environment. 

Although individual firms usually exert little or no influence over the external environment, 
macroenvironmental and industry forces must be continuously monitored because shifts can 
greatly influence the firm. The purpose of monitoring the external environment is to determine 
whether the assumptions on which the strategy is based remain valid. In this context, strategic 
control consists of modifying the company’s operations to more effectively defend itself against 
external threats that may arise or become known.

The notion of strategic control has recently gained a “continuous improvement” dimension, 
whereby strategic managers seek to improve the efficiency and effectiveness of all factors related 
to the strategy. In other words, control should not be seen as an action necessary only when per-
formance declines. Rather, managers should think critically when considering strategic control and 
look for opportunities to enhance performance even with things seem to be going well.

Ultimately, strategic control can be exerted by the chief executive officer (CEO), the board 
of directors, or even individuals outside the top management team. The roles played by boards 
of directors, institutional investors, and shareholders who monitor firm strategies and often insti-
gate control vary across firms. The influence of the board and others notwithstanding, ongoing 
strategic control is largely a function performed by the top management team. A five-step strate-
gic control process can be employed to facilitate this process, as depicted in Figure 12.1:

1. Top management determines the focus of control by identifying internal factors 
that can serve as effective measures for the success or failure of a strategy, as 
well as outside factors that could trigger responses from the organization.

2. Standards (i.e., benchmarks) are established for internal factors with which the 
actual performance of the organization can be compared after the strategy is 
implemented.

3. Management measures, or evaluates, the company’s actual performance both 
quantitatively and qualitatively.

4. Performance evaluations are compared with the previously established 
standards.

5. If performance meets or exceeds the standards, corrective action is usually not 
necessary. If performance falls below the standard, then management usually 
takes remedial action.

Step 1: The Focus of Strategic Control ___________

The first step of the strategic control process is to determine the focus of the control. It is 
important to align the focus with the ongoing strategy to be assessed so that its success or 
failure can be evaluated accordingly. For example, executives in a firm emphasizing innova-
tion may wish to focus on factors associated with research and development (R & D) and new 
product development. In contrast, strategic managers in a firm emphasizing cost containment 
might focus on factors associated with efficiency and production processes. Specifically, if the 
firm seeks to be the industry’s low-cost producer, for example, its managers must compare its 
production efficiency with those of competitors and determine the extent to which the firm is 
attaining its goal. 

This step creates the context for strategic control by concentrating management effort on 
areas directly linked to strategic success.
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Step 2: Strategic Control  
Standards (Benchmarks) ______________________

The second step of the strategic control process is to identify specific strategic control standards 
directly linked to the strategy. Here, executives are clarifying the specific performance measures 
that will be employed to evaluate strategic success or failure. Firm performance may be evalu-
ated in a number of ways. Management can compare current operating results with those from 
the preceding quarter or year. Profitability is the most commonly utilized performance measure 
and is therefore a popular means of gauging performance and exerting strategic control. A num-
ber of additional financial measures may also be helpful, including return on investment (ROI), 
return on assets (ROA), return on sales (ROS), and return on equity (ROE), and growth in rev-
enues. A qualitative judgment may be made about factors such as changes in product or service 
quality. 

A key problem with measuring performance is that one measure can be pursued to the det-
riment of another. The common goals of growth and profitability represent an example of this 
phenomenon. Many firms pursue growth by investing in R & D or new product development 
or by slashing prices to gain customers. Either approach tends to reduce profits—at least in the 
short term.3

While control standards should be established for the internal factors identified in the previ-
ous step, the focus should not consider past performance. Doing so can be myopic because it 
ignores important external variables. For example, a rise in ROA from 8% to 10% may appear 
to be a significant improvement, but this measure must be evaluated in the context of industry 

Figure 12.1  Five-Step Strategic Control Process

Step 1: Identify factors to serve
as focus of strategic control

Step 2: Develop standards or
benchmarks for the factors

Step 3: Measure actual performance
both quantitatively and qualitatively

Step 4: Compare measurements
with standards or benchmarks

Step 5: Take corrective action as needed
to align performance with standards
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trends. In a depressed industry, a 10% ROA may be considered outstanding, but that same 
return in a growth industry may be disappointing if the leading firms earn 20%. In addition, an 
increase in a company’s ROA is less encouraging if performance continues to lag behind indus-
try standards.

Often, strategic control standards are based on competitive benchmarking—the pro-
cess of measuring a firm’s performance against that of the top performers, usually in the same 
industry. After determining the appropriate benchmarks, a firm’s managers set goals to meet or 
exceed them. Best practices—processes or activities that have been successful in other firms—
may be adopted as a means of improving performance. 

Strategic control should occur constantly at various organizational levels and within various 
functions of the organization. Realistic performance targets, or benchmarks, should be estab-
lished for managers throughout the organization, and they should also be specific. For example, 
if market share is identified as a key indicator of the success or failure of a growth strategy, a 
specific market share should be identified, based on past performance and/or industry norms. 
Without specificity, it is difficult to assess the effectiveness of a strategy after it is implemented if 
clear targets are not identified in advance.

Control at the functional level may include factors such as the number of defects in produc-
tion or composite scores on customer satisfaction surveys. Like organization-wide benchmarks, 
functional targets should also be specific, such as “3 defective products per 1,000 produced” or 
“97% customer satisfaction based on an existing survey instrument.”

Published Information for Strategic Control
Key information required to exert strategic control is not always readily available, but access 
has improved significantly in the past several decades. One of the first and best-known efforts 
to amass relevant data was known as the PIMS (profit impact of market strategy) program. 
PIMS is a database that contains quantitative and qualitative information on the performance of 
thousands of firms and more than 5,000 business units. The original PIMS survey involved about 
3,000 business units in 200 firms between 1970 and 1983. Data collection continued after 1983, 
however, with about 4,000 businesses currently included. While PIMS continues to be recog-
nized as a pioneering effort in strategic control, a variety of elaborate and targeted databases 
have since emerged. 4

Fortune magazine annually publishes the most- and least-admired U.S. corporations with 
annual sales of at least $500 million in such diverse industries as electronics, pharmaceuti-
cals, retailing, transportation, banking, insurance, metals, food, motor vehicles, and utilities. 
Corporate dimensions are evaluated along factors such as quality of products and services, 
innovation, quality of management, market share, financial returns and stability, social respon-
sibility, and human resource management effectiveness. Publications such as Forbes, Industry 
Week, Business Week, and the Industry Standard also provide performance scorecards based on 
similar criteria. Although such lists generally include only large, publicly traded companies, they 
can offer high-quality strategic information at minimal cost to the strategic managers of all firms, 
regardless of size. Published information on three measures—(1) quality, (2) innovation, and  
(3) market share—can be particularly useful measures, and are discussed later in the chapter.

Product/Service Quality
Over the years, there has been a positive relationship between product/service quality— 
including both the conformance of a product or service to internal standards and the ultimate 
consumer’s perception of quality—and the financial performance of those firms. Conforming 
to internal quality standards alone is not sufficient. Products and services must also meet the 
expectations of users, including both objective and subjective measures.5
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Fortune assesses quality by asking executives, outside directors, and financial analysts to 
judge outputs of the largest firms in the United States.6 Its studies consistently demonstrate a sig-
nificant relationship between product/service quality and firm performance. Although the PIMS 
program assesses quality through judgments made by both managers and customers instead of 
asking executives and analysts, its findings also support a strong positive correlation between 
product quality and business performance.7

Consumer Reports is also an excellent source of product quality data, evaluating hundreds of 
products from cars to medications each year. Because Consumer Reports accepts no advertising, 
its evaluations are relatively bias free, rendering it an excellent source of product quality infor-
mation for competing businesses. Even if the products of a particular business are not evaluated 
by this publication, that company can still gain insight on the quality of products and services 
produced by its competitors, suppliers, and buyers.

Specific published information may also exist for select industries. One of the best known 
is the “Customer Satisfaction Index” released annually by J. D. Power for the automobile indus-
try. A survey of new car owners each year examines such variables as satisfaction with various 
aspects of vehicle performance; problems reported during the first 90 days of ownership; rat-
ings of dealer service quality; and ratings of the sales, delivery, and condition of new vehicles.8 
Numerous Internet sites offer quality ratings associated with a number of industries for every-
thing from computers to university professors.

Business publications often provide detailed assessments of firms in travel-related 
industries. For example, in early 2011, the Financial Times conducted an in-depth analysis of 
air travel worldwide, including information on fatal accidents in the 25 largest airlines, fatalities 
in various parts of the world, and airlines banned for safety concerns.9 Reports such as these are 
not only valuable to business travelers, but executives in the industry can often use them as a 
means of evaluating firm performance. 

Broadly speaking, the Internet serves as an excellent resource for strategic managers seek-
ing quality assessments for its industry. For example, a number of sites (e.g., www.dealtime.
com) provide consumer ratings of vendors. Although such information is not always reliable, 
feedback forums can provide strategic managers with valuable insight into the quality per-
ceptions of their customers. Even Amazon.com ranks all books on sales volume and provides 
opportunities for readers to post comments to prospective buyers.

Innovation
Innovation is a complex process and is conceptualized, measured, and controlled through a 
variety of means. Some researchers use expenditures for product research and development 
and process R & D as a surrogate measure.10 Expenditures on developing new or improved 
products and processes also tend to increase the level of innovation, a finding also supported by 
PIMS data.11 However, it should not be assumed that all innovation-related expenditures yield 
the same payback.

Some firms plan and control their programs for innovation very carefully. 3M, for instance, 
has established a standard that 25% of each business unit’s sales should come from products 
introduced to the market within the past 5 years. Not surprisingly, 3M invests about twice as 
much of its sales revenue in R & D as its competitors.12 This approach is consistent with 3M’s dif-
ferentiation and prospector orientation at the business level.

Market Share and Relative Market Share
Market share is a common measure of performance for a firm. As market share increases, con-
trol over the external environment, economies of scale, and profitability are all likely to be 
enhanced. In large firms, market share often plays an important role in managerial performance 



STRATEGIC MANAGEMENT332

evaluations at all levels in the organization. Because market share gains ultimately depend on 
other strategic variables, such as consumer tastes, product quality, innovation, and pricing strat-
egies, changes in relative market share may serve as a strategic control gauge for both internal 
and external factors. As discussed in Chapter 2, a firm’s relative market share is its proportion of 
total revenues when only a select group of rivals are considered.

For successful smaller businesses, market share may serve as a strategic control barometer 
because some businesses may strategically plan to maintain a low market share. In this event, 
the strategic control of market share emphasizes variables that are not targeted at growth and 
includes tactics that encourage high prices and discourage price discounts. Limiting the number 
of product/markets in which the company competes also serves to limit small market share. A 
small market share combined with operations in limited product/markets may allow a company 
to compete in domains where its larger rivals cannot. Hence, for some companies, emphasiz-
ing increases in relative market share can trigger increases in cost or declines in quality and can 
actually be counterproductive.13

Steps 3 Through 5: Exerting Strategic Control _____

Exerting strategic control requires that performance be measured (Step 3), compared with pre-
viously established standards (Step 4), and followed by corrective action (Step 5), if necessary. 
Corrective action should be taken at all levels if actual performance is less than the standard that 
has been established unless extraordinary causes of the discrepancy can be identified, such as 
a halt in production when a fire shuts down a critical supplier. It is most desirable for strategic 
managers to consider and anticipate possible corrective measures before a strategy is imple-
mented whenever possible. 

Top managers should monitor the price of the company’s stock as relative price fluctuations 
suggest how investors value the performance of the firm. A sudden drop in price makes the firm 
a more attractive takeover target whereas sharp increases may mean that an investor or group 
of investors is accumulating large blocks of stock to engineer a takeover or a change in top 
management.

Organizational comparisons with rivals are a key basis for exerting strategic control. For 
example, the collective market share for cable television providers consistently declined 
throughout the 1990s. A number of cable customers switched to less expensive satellite pro-
viders such as DIRECTV and Dish Network. By the early 2000s, cable’s competitive advan-
tage of simplicity and complete local network programming had eroded as Dish Network and 
DIRECTV began to offer small, easy-to-install, discreet satellite dishes, including local networks 
as part of the service plan. As a result, a number of cable companies began cutting rates in the 
early 2000s in an effort to regain lost market share.14 Today, competition between satellite televi-
sion providers and cable firms remains intense.

Because individual measures of performance can provide a limited snapshot of the firm, a 
number of companies have begun using a balanced scorecard approach to measuring perfor-
mance. When a balanced scorecard is used, performance measurement is not based on a single 
quantitative factor but on an array of quantitative and qualitative factors, such as ROA, market 
share, customer loyalty and satisfaction, speed, and innovation.15 The key to employing a bal-
anced scorecard is to identify a combination of performance measures tailored specifically to 
the firm and its strategic objectives (see Table 12.1). 

Implementing a balanced scorecard approach can be challenging, however. Although the 
measures are surrogates of performance, some managers might focus on individual measures 
at the expense of overall performance. For example, if a firm emphasizes market share as a 
key individual measure on the scorecard, its managers might attempt to meet this objective by 



chapter 12   Strategic Control and Crisis Management 333

rushing products to market or cutting prices excessively, activities that can undermine the long-
term health and profitability of the firm. Nonetheless, this approach has helped a large number 
of firms better understand performance issues.16

Control Through the Formal and Informal Organizations
Strategic control can occur directly through the formal organization or indirectly through the 

informal organization. The formal organization—the official structure of relationships and 
procedures used to manage organizational activity—can facilitate or impede a firm’s success. 
When an organization’s structure is no longer appropriate for its mission, strategic control can 
initiate a change. Top managers can exert formal control through such actions as modifying the 
structure or changing the reward system.

Popularity has increased for a means of exerting control through the formal organization 
called business process reengineering—the application of technology and creativity in an 
effort to eliminate unnecessary operations or drastically improve those that are not perform-
ing well. As such, companies sought to “eliminate any process that did not add value” to the 
organization’s goods and services. For example, many consumer goods manufacturers during 
this period began to rethink their packaging operations, and many of them eliminated large, 
cumbersome boxes in favor of less costly shrink-wrapping. Some analysts have noted a reemer-
gence of this trend in the early 2000s.17

In the 2000s, a number of organizations shifted from functional or product divisional struc-
tures to matrix structures and experienced considerable unanticipated difficulty. Substantial 
structural changes cannot be easily implemented and typically require a large amount of train-
ing and development. Strategic managers at many of these firms underestimated the complica-
tions associated with transforming their organizational structures into a more complex matrix 
structure.

Whereas the formal organization concerns the official structure, the informal organization 
refers to the norms, behaviors, and expectations that evolve when individuals and groups come 
into contact with one another.18 The informal organization is dynamic and flexible and does 
not require managerial decree to change. Simply stated, informal relationships can promote 
or impede strategy implementation and can play a greater role than the formal organization. 
Strategic control through the informal organization often involves attempts to modify the organi-
zation’s culture.

Table 12.1  Balanced Scorecard Strategic Objectives and Measures

Strategic Objective Examples of Strategic Measures

Cost Leadership Annual reductions in production costs 

Innovation Percentage of revenues derived from products developed during the previous 5 years

Customer Service Percentage of customers reporting satisfaction with a product or service

Firm Growth Market share in select industries

Product Quality Percentage of products returned by retailers or by consumers for warranty service

Financial Strength Net income, profit margin, or return on assets (ROA)
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When top executives use the formal organization effectively, the informal organization 
tends to reinforce the formal organization and promote the same values. However, when the 
organization’s value system is unclear or even contradictory, the informal organization will ulti-
mately develop its own, more consistent set of values and rewards. For example, every organi-
zation claims to reward high job performance. However, when promotions and pay increases 
go to individuals who have the greatest seniority (regardless of their level of performance), 
employees will lose motivation and develop their own set of informal rules concerning what 
will and will not be rewarded.

Management must recognize its limitations concerning the informal organization. As 
stressed in Chapter 11, management can influence but cannot control the informal organiza-
tion. An effective means of influencing the informal organization is to develop and promote a 
formal organization that is consistent with the core values of the firm. The informal organiza-
tion becomes dysfunctional when it develops means to address inconsistencies in the formal 
organization.

The relationship between the formal and informal organizations should not be underes-
timated. In general, any change in structure may also necessitate an appropriate modification 
in the organization’s reward system so that the new forms of desired behavior will be properly 
rewarded. When management fails to align the formal organization’s reward systems with new 
expectations, the informal organization typically changes to counterbalance the inconsisten-
cies19 (see Case Analysis 12.1).

How can one know in 1, 3, 5, or 10 years if an alternative has been successfully implemented? What should be done if sales or 
profits do not increase as planned? To answer these questions, one needs to apply the five-step control process with as much 
specificity as possible.

First, identify what will be measured (i.e., how one will determine the extent to which the company is successful). Second, set 
the standards. For example, if ROA and “number of new profitable stores” are selected in Step 1, then one might identify 15% 
ROA and 22 stores per year as standards or targets.

Explain how the standards were developed. Consider the industry and past performance. If the industry mean for ROA is 
15%, then 15% might be an appropriate target of performance for the company. The selected strategy can also be considered. 
If 110 additional retail locations are planned over the next 5 years, then 22 stores per year might be an appropriate target. It is 
important to clearly state how the standards were derived. Identifying numbers without a clear basis is not sufficient.

After performance is measured (Step 3) and compared to the standards (Step 4), corrective action may be taken (Step 5). In 
the context of a case analysis, it is not possible to measure performance after the strategic recommendations are implemented. 
Therefore, one should suggest alternative courses of action that might be taken if the standards are not reached. Considering 
the preceding example, what changes (if any) should be made if only 15 profitable stores are opened in the first 2 years or if 
ROA is only 8%? What changes (if any) should be made if the company reaches its target of 22 profitable stores but ROA falls 
to 2%? At what point (if any) should the company consider retreating from the recommended alternative(s)? It is critical to pro-
vide considerable detail to demonstrate that all prospective future outcomes have been considered when outlining the present 
course of action. Of course, it is important to exert strategic control and take corrective action whenever necessary, not just at 
the end of a specified term.

Case Analysis 12.1 Step 24: How Should the Selected Alternative(s) Be Controlled?

Crisis Management ___________________________

On April 20, 2010, British Petroleum’s (BP) offshore drilling rig known as the Deepwater Horizon 
exploded in the Gulf of Mexico, triggering the largest accidental marine oil spill in history. Eleven 
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workers were killed, and 17 others were injured in the accident. The discharge of oil that stemmed 
from the sea floor gusher flowed for 3 months as politicians, local communities, and the general 
public chastised the firm for the mistakes that led to the catastrophe. From a strategic control per-
spective, one must consider the appropriate steps that BP could have taken to avoid such a crisis 
when possible and minimize the effects should it occur.20 

Disasters such as these are not limited to large firms. Any organization can be faced with a 
crisis—any substantial disruption in operations that physically affects an organization, its basic 
assumptions, or its core activities.21 Such crises can include any low-probability, high-impact 
event that threatens the livelihood of the organization. Crises are typically characterized by 
ambiguity of cause, effect, and means of resolution and a belief that the organiza-
tion must respond quickly.22 Crisis management refers to the process of plan-
ning for and implementing the response to a wide range of negative events that 
could severely affect an organization. 

One of the most prominent examples of a crisis in recent history is the terror-
ist attacks on 9/11 to New York City’s World Trade Center and the U.S. Pentagon 
in Washington, D.C.23 For some organizations, the attack resulted not only in the 
tragic loss of a large number of employees but also a loss of key facilities and 
data.24 Terrorism, however, represents only one form of crisis events. 

A number of other potential organizational crises also warrant consideration, 
such as fires and other natural disasters, economic crises (e.g., extortion, boycotts, 
bribery), and political unrest such as urban riots.25 Even bioterrorism—the use 
of biological agents for terrorist purposes—has become a major concern. One 
recent survey reported that approximately two-thirds of executives are not confi-
dent that their organizations would be safe in the event of a biological or chemical 
attack, even though 80% of the organizations in question have crisis management 
plans in place.26 

Some potential crisis events are more likely than others in certain types of 
firms. Airlines, for example, may focus crisis preparations on prospective events 
such as spikes in fuel prices, crashes, and hijackings whereas a small hardware 
store may plan for events such as the abrupt loss of a key employee or a natural 
disaster. Simply stated, firms can and should prepare for the ones they are most 
likely to face.

For one smartphone producer, crisis preparation means reducing the like-
lihood of a service outage and minimizing the extent of an outage should one 
occur. In October 2011, Research in Motion (RIM), Ltd., experienced a crisis when 
BlackBerry users around the world experienced the worst outage in the company’s history. 
Disruptions in e-mail, instant messaging, and web access affected a large percentage of the com-
pany’s 70 million users. An RIM spokesperson reported that a technical glitch choked off data 
flow and that both active and backup hardware had failed. The problem lasted several days and 
occurred at a time when increased competition from Apple’s iPhone and Google’s Android was 
steadily chipping away at BlackBerry’s market share.27

Crisis preparation is especially critical when a crisis can be avoided. For example, in 
September 2006, the Guangdong (China) Entry-Exit Inspection and Quarantine Bureau found one 
type of Procter & Gamble’s (P&G) SK-II line of cosmetics tainted with low levels of chromium and 
neodymium. These metals can cause skin diseases and have been banned from cosmetics in a 
number of countries, including China. This situation presented a business problem—a potential 
crisis—for P&G. However, the company did not address the situation effectively. P&G initially 
refused to suspend sales of the SK-II line and hesitated to offer refunds to customers, doing so 
only after metals were discovered in more SK-II products. Angry consumers broke into a P&G 
office in Shanghai, and negative publicity in China was widespread.28 The progression of these 
events caused this business problem to escalate into a crisis for the firm.
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Mock disaster training is common preparation in the airline industry as flight attendants train 
to evacuate passengers in the event of a fire or other emergency. Research suggests that prompt, 
clear, and accurate responses are critical. A 2008 analysis of 283 accidents worldwide with fatali-
ties found that only 31% of passengers survived. On the US Airways Hudson River landing in 
2009, only about 10 of the 150 passengers grabbed a life jacket before deplaning, and only 
about half took a seat cushion for flotation. Experts aim to improve the survival percentage by 
focusing on speed. Panicking, pushing, and even fighting often occur when lives are threat-
ened. A study of 46 evacuations found that 29% of passengers involved reported seeing others 
being pushed or experiencing it themselves during the crisis. A passenger who hesitates to jump 
down a three-story evacuation slide often gets a push from another passenger that can easily 
lead to broken ankles and other injuries.29

A more recent area of crises relates to “information age” activities, including computer 
system sabotage, copyright infringement, and counterfeiting. Criminals throughout the 
world can extort thousands of dollars from organizations fearful of a web crash. So-called 
 cyber-blackmailers may have the ability to disrupt or even halt Internet activity associated with 
certain sites.30 The effects of crises on an organization can vary widely around the world and can 
be especially traumatic in emerging nations where recovery can be more difficult and costly.31

Prominent Crises in Recent History
A number of large firms faced major crises during the past few decades. One of the most famous 
cases is the Johnson & Johnson (J&J) Tylenol crisis of 1982. A number of Tylenol Extra Strength 
capsules were laced with deadly cyanide in West Chicago, resulting in seven deaths. Rather than 
blaming retailers or other factors out of the firm’s control, J&J CEO James Burke accepted full 
responsibility for the crisis. J&J launched an immediate campaign to retrieve all of its Tylenol 
capsules by offering unconditional refunds to consumers. Toll-free hotlines were established, 
and the company worked closely with public safety officials to investigate the cause of the prob-
lem. Although the capsules were not contaminated in J&J facilities, the firm suffered a drastic 
loss in consumer confidence and market share, with many analysts predicting the end of the 
Tylenol brand. Buoyed by its forthright and assertive response, however, J&J weathered the 
storm and returned to the market with caplets instead of capsules. Consumers were receptive to 
the firm’s proactive approach and Tylenol soon regained its prominence. Even today, this case 
represents one of the best examples of what firms should do in the event of a crisis.

Shortly after the Tylenol crisis, Union Carbide suffered a setback of its own but did not 
manage it properly. In 1984, gas leaked from a methyl isocyanate tank at a Union Carbide 

plant in Bhopal, India, killing approximately 3,800 persons and totally 
or partially disabling about 2,700 more. It was later learned that the 
leak occurred when a disgruntled employee sought to spoil a batch 
of the chemical by adding water to the storage tank. The incident was 
reported to officials at company headquarters in the United States after 
a 12-hour delay, an event that sparked a widespread view that the firm 
was negligent and “covering up” details. India’s Supreme Court later 
provided a $470 million settlement for victims and their families.32

In 1989, the Exxon Valdez tanker hit a reef in Prince William Sound, 
Alaska, spilling approximately 250,000 barrels of oil. Although there was 
no loss of human life, the loss of animal and bird life was extensive, 
and negative press was daunting. The company’s untested crisis 
management plan said such a spill could be contained in 5 hours, but 
the plan was not implemented for 2 days. Exxon eventually spent about 
$2 billion to clean up the spill and another $1 billion to settle claims 
associated with the disaster.33
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In 2003, The New Delhi Center for Science and Environment published a report asserting 
that local samples of Pepsi and Coke products contained pesticide residues at 30 times the 
acceptable limits in Europe. India’s Parliament stopped serving the beverages, and Indian 
nationalist activists in Allahabad smashed bottles and vandalized the property of a Coke 
distributor. Daily sales dropped by about one-third in less than 2 weeks, further curtailing efforts 
by the soft drink giants to spawn consumption of a product in a country where the average 
resident consumes less than one soft drink per month. The soft drink giants responded by 
questioning the methodology and credentials of the group’s laboratory.34 

In 2004, McDonald’s CEO Jim Cantalupo died suddenly from a heart attack. Less than 6 
hours later, McDonald’s board named president and chief operating officer (COO) Charlie 
Bell as his successor. The board had already intended for Bell to succeed Cantalupo at some 
point, but its quick, decisive action quelled many fears about the future of this leading fast-food 
chain. This response highlights the importance not only of planning for CEO succession but also 
of preparing for unexpected medical emergencies. Many experts suggest that boards should 
always be prepared for an unexpected loss of the top two executives in their firms.35

MSNBC and CBS faced a publicity crisis in 2007 when radio talk show host Don Imus 
made disparaging and racially insensitive comments about members of the Rutgers University 
 women’s basketball team. CBS initially suspended Imus from its radio program for 2 weeks, 
but MSNBC followed shortly thereafter by canceling its television simulcast of the program after 
firms began to pull their advertisements from the show and consumers threatened boycotts of 
other firms and the networks. CBS Radio fired Imus from the radio show several days later. The 
Imus incident could be seen as an extension of an ongoing broadcasting crisis for CBS, how-
ever. With Howard Stern’s departure for Sirius Satellite Radio in 2005 and the growing popular-
ity of SiriusXM talk show personalities like Andrew Wilkow and Mike Church, CBS is struggling 
to retain market share in a fiercely competitive industry.36 

Matrixx Initiatives faced a serious crisis on June 16, 2009, when U.S. Food and Drug 
Administration (FDA) regulators recommended that consumers stop buying the company’s 
homeopathic cold remedy Zicam because the product can cause a permanent loss of smell. 
Matrixx’s acting president and COO William Hemelt defended Zicam’s record and called the 
FDA’s move unwarranted. Matrixx halted Zicam shipments immediately and provided refunds 
to any customers seeking one. Matrixx’s stock declined 70% in value the day of the announce-
ment.37 Matrix introduced a reformulated Zicam remedy in 2010. 

On March 11, 2011, an 8.9 magnitude earthquake and ensuing tsunami struck Japan. The 
island nation endured a death toll in the thousands and a grave threat from damage to its 
nuclear power facilities. In addition to the national crisis, organizations there faced their own 
calamities. Wal-Mart shifted into crisis mode when 24 of its 414 stores close to the epicenter 
were trashed as goods fell off the shelves during the temblor. Two locations of Seiyu stores 
suffered extensive damage, and about 2,000 employees were immediately unaccounted for. 
Consumers stripped shelves bare in Tokyo’s undamaged stores. Seiyu’s supply chain was 
severely interrupted across the island.38

Japanese automakers were also affected by the earthquake. Production facilities there hold 
little or no inventory because of the popular “just in time” philosophy in Japan. As a result, 
Toyota, Honda, and Nissan experienced immediate shortages of critical parts and implemented 
immediate shutdowns. Automakers based in other nations including General Motors (GM), 
Ford, and Volkswagen (VW) also experienced difficulties because of their reliance on parts from 
throughout the world.39

On May 20, 2011, an explosion at Hon Hai Precision Industry in Chengdu, China, killed 3 
workers and injured 15 others. A metal polishing shop was improperly cleaned or ventilated; 
dust collected and ignited. The human toll of this crisis is tragic enough, but there is also a 
corporate side. The shop in China produces a number of high-tech products, including iPads. 
Apple offshores production to China in part because of lower wages and less restrictive 
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government regulations. Critics charge that shop conditions were overcrowded and that 
workers travail long hours for marginal pay. Hon Hai leaders had increased worker wages and 
taken public steps to improve safety shortly before the accident, arguing that its production 
facility is safe and working conditions are reasonable.40

Crises in China have not been limited to Chinese firms. Wal-Mart was fined by Chinese 
regulators on four different occasions in 2011, including $78,000 for deceptive pricing; $53,000 
for selling expired smoked duck; and $573,000 and temporary store closures for allegedly 
mislabeling ordinary pork as organic. Wal-Mart and French retailer Carrefour were fined 
a combined $1.5 million for deceptive pricing as well. In 2011, Wal-Mart operated about 350 
stores in over 120 Chinese cities, accounting for about $8 billion in annual revenue, making 
it the second largest big-box retailer in the country. This string of political, regulatory, and 
public relations missteps has challenged the firm’s ability to gain a stronghold in the country, 
something foreign firms typically find difficult in China.41

Netflix faced a crisis after a substantial price jolt resulted in a stronger and more neg-
ative consumer backlash than originally anticipated. During the summer of 2011, Netflix 
unbundled its popular $9.99-per-month unlimited plan that allowed customers to get 
DVDs through the mail and stream video over the Internet. Under the new plan launched 
in September 2011, customers were required to purchase the unlimited mail and Internet 
stream options individually at $7.99 per month, constituting a 60% price increase to those 
who opted for both services. By mid-September, the company had suffered a significant 
stock price decline and a loss of 19% of its customers, more than 16,000 of which had 
posted negative comments on the Netflix blog. Netflix had expected to retain 3 million 
DVD-only customers and 9.8 million streaming-only customers but ended up with about 2.2 
million and 9.6 million respectively.42 

Netflix CEO Reed Hastings defended the move, arguing that the company had to transi-
tion away from mail to Internet streaming, the latter offering greater efficiency and flexibil-
ity. Netflix expects its DVD business to remain viable only through the mid-2020s. Hastings 
apologized to his customers not for raising the price but for failing to explain the need to 
unbundle the services. Unfortunately his apology came 2 months after announcing the move 
and only after a large number of customer defections. Although Netflix recovered much of 
the lost revenue by early 2012—amassing 24.4 million subscribers compared to 24.6 million 
before the crisis—the growth rate in subscriptions was much lower than the firm previously 
experienced.43 

The Netflix crisis was about more than price. By decoupling the mail and Internet stream 
options, customers of both were inconvenienced by being forced to access different websites. 
Netflix eventually dropped its plan to separate the mail and streaming video businesses but 
did not rescind the pricing decision. At the time of the price hike, Netflix offered about 20,000 
titles in streaming format compared to about 100,000 in DVD. Moreover, many of the streaming 
titles are available elsewhere. Dish Network had acquired Blockbuster earlier in the year and 
was close to introducing its streaming service.44 Hence, the pricing move will inevitably have a 
long-term influence on the organization. Whether this influence will have an eventual positive 
effect—as Hastings believes—remains to be seen.

How a firm responds to a crisis can ultimately determine its survival and long-term success. 
Following the devastation of New Orleans from Hurricane Katrina in 2005, for example, grocer 
Winn-Dixie contemplated closing shop in the area where it operates about 125 stores. Because 
Winn-Dixie was in Chapter 11 bankruptcy, the firm could exit with fewer repercussions than 
other grocers would face because bankruptcy protection makes it easier to cancel costly store 
leases. CEO Peter Lynch saw it as an opportunity, however, choosing instead to use the millions 
of dollars the company would receive in insurance payments to rebuild the stores to be brighter 
and better stocked. Instead of departing the ravaged region, Winn-Dixie is banking on New 
Orleans’ strong rebound.45
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Although successful in the West, P&G has been experiencing a number of problems in China. 
In May 2005, P&G negotiated a $24,000 settlement after a consumer spent 840 Yuan ($100) 
on De-Wrinkle Essence, a member of its SK-II product line. The product advertisement claimed 
the treatment would help eliminate 47% of the deep lines and wrinkles in the first month of 
 usage. Lu Ping, the victim in this suit, claimed the product only caused a painful allergic reaction. 
P&G’s claims were based on a study involving 200 Japanese women, a study challenged by the  
Nanchang Commercial and Industrial Bureau in Jiangxi. 

In June 2005, the Zhejiang Provincial Industrial and Commercial Administration (ZPICA)—a  
local advertising standards agency in China—ordered P&G to remove an advertisement for its 
Pantene V shampoo. The ZPICA challenged the ad’s claim that Pantene made hair 10 times 
more resilient than normal. ZPICA also challenged advertisements for three other P&G prod-
ucts—(1) Safeguard soap, (2) Crest toothpaste, and (3) Head & Shoulders shampoo—although 
formal action was only taken in the case of Pantene V. 

For a year, the stormy relationship between P&G and Chinese regulators seemed to subside 
until an incident involving the SK-II product line of cosmetics. The SK-II line is made in Japan 
and sold to stores in China, the United States, and several other nations. In the United States, 
the product line is available through the high-end retailer Saks Fifth Avenue. On September 14, 
2006, quality authorities in South China’s Guangdong Province detected chromium and neo-
dymium in an SK-II product. These metals can cause skin irritation and disease and subsequent-
ly are banned in all cosmetics in China and many other parts of the world. P&G initially denied 
the charges, stating that it was working with the local Chinese authorities to verify the validity 
of the findings. After nine (allegedly) contaminated SK-II products were identified, the compa-
ny  reluctantly agreed to offer refunds to consumers. To be eligible, consumers were required to 
 return the product to the store of purchase with no less than one-third of the product remaining. 
They also had to sign a form acknowledging that the product was of good quality and wait sev-
eral weeks for processing

Hundreds of Shanghai women sought refunds at various P&G locations on September 21. 
Tempers flared, however, when they were told that their refunds would take 3 weeks to process. 
Citing security concerns, P&G suspended its refund operations the following day. The company 
also announced its intentions to discontinue sales of the SK-II line in China—at least tempo-
rarily. An angry group of consumers kicked down the front door of P&G’s Shanghai office that 
same day, and the company’s China website was hacked that weekend. Dismayed by the P&G 
response to the crisis, some retailers even started offering immediate cash refunds on their own.

Strategy at Work 12.1. Procter & Gamble’s SK-II Crisis in China46

Crisis Planning
Managing a crisis can be a complex process. Hence, it is helpful to view crisis management as 
a three-stage process. Before the crisis, organizations should develop a crisis management team—
a cross-functional group of individuals within the organization who have been designated 
to develop and plan for worst-case scenarios and define standard operating procedures that 
should be implemented prior to any crisis event. Ideally, the team should represent all func-
tional areas of the organization and should facilitate action necessary to prevent or minimize the 
effect of potential crisis events. For example, top managers anticipating labor unrest at a com-
pany facility may hire additional security guards or contract with a private agency to provide 
additional security. In 2008, global rice shortages prompted Sam’s Club and Costco to ration the 
project to prevent potential hoarding.47
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Proactive organizations that continually assess their vulnerabilities and threats and develop 
crisis management plans tend to be adequately equipped when a crisis occurs. Proper prep-
aration requires research of the literature, of the industrial sector, and of the company itself. 
Information is needed to properly prepare for the crisis events. When managers understand 
which crisis events are more likely to occur, they can plan for the event more effectively and 
foster a business culture that is ready to meet the challenge if and when a crisis occurs.48 
Organizational crises cannot always be avoided—even with the best of planning. Nassim Taleb 
used the term black swan to describe a broad array of low-probability, high-impact events, 
including organizational crises. Taleb points out we rarely predict black swans accurately, so 
CEOs often spend their time, energy, and resources preparing for crises that may never occur. 
Because executives tend to base their predictions of the future on past events, they inevitably 
miss unprecedented crises such as the 9/11 attack on the World Trade Center or the financial cri-
sis of 2008.49 This is not to suggest that precrisis planning is not a worthwhile exercise but rather 
that executives need to recognize their limitations in terms of anticipating and preparing for the 
wide range of crisis events their organizations can face.

During the crisis, an organizational spokesperson should communicate effectively with the 
public to minimize the effect of the crisis. For example, after being unprepared when Tylenol 
capsules were laced with cyanide in 1982, J&J improved its preparation, responding to a 1986 
lacing incident by acknowledging the crisis with the public and instructing all consumers to 
return products for a refund.50 Presentations to the public should be prompt, honest, profes-
sional, and streamlined through a single person or office.

Over 14,000 infants were hospitalized and countless others treated in China after ingesting 
baby formula tainted with the industry chemical melamine in 2008. The formula had been 
manufactured by a Chinese firm, Shijiazhuang Sanlu Group. Government officials initially 
downplayed the crisis but became more forthcoming as time passed, seeking to provide more 
accurate details and announcing plans to prevent such a crisis from recurring.51

After the crisis, communication with the public should continue as needed, and the cause of 
the crisis should be uncovered. Understanding the cause can help executives minimize the like-
lihood that the crisis will occur again and improve preparation for the crisis if it does.52

Throughout these stages, three key points should be highlighted. First, organizational lead-
ers should take crisis management seriously. Sooner or later, every organization will face a crisis, 
and survival may hinge on the organization’s ability to manage the situation properly. Second, 
steps should be taken to prevent or reduce the likelihood of crisis events whenever such action 
is practicable. Finally, even when a crisis cannot be avoided, it should be handled appropriately. 
Managing a crisis requires an investment of time attending to specific activities before, during, 
and after a crisis. How a crisis is managed can have a tremendous effect on the organization in 
both the short and long term.

Unfortunately, while few executives would reject these points, many acknowledge that their 
firms are not as prepared as they should be. This inconsistency occurs for three reasons. First, 
some executives view crisis events as largely unpredictable or unavoidable and therefore not 
worthy of precious managerial time and resources. Second, many managers feel that they lack 
the time to adequately prepare for potential crises. Third, some leaders recognize the need for 
crisis planning and are willing to commit the time but simply lack the expertise necessary to 
make the appropriate preparations.

Crisis management is a key component of strategic control—and arguably the entire stra-
tegic management process. Investing sufficient time, energy, and resources into prevent-
ing crises when possible and managing them when necessary can pay dividends (see Case 
Analysis 12.2).
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Trends in Strategic Management ________________

Change is eminent in the business world. Indeed, several key trends in the strategic manage-
ment field can be identified. First, the strategic environment has and will continue to become 
more global. With the “flattening” of the world and the emergence of BRIC (Brazil, Russia, India, 
and China) and other nations, global partnerships are becoming more common and vital to stra-
tegic success. Firms must be willing and able to work with counterparts anywhere in the world 
to produce higher-quality products at lower costs. 

Second, the Internet’s influence on business organizations has not yet been fully realized. 
With the continued development of social media, a growing preference for “real time” and digi-
tal over archived and print, and Internet portability through smartphones and iPads, organiza-
tions will be challenged to respond to consumer demands with greater precision and speed. 
Consumers expect organizations to stay abreast of this technology and will reward those that do 
with their business.

Third, the notion of sustainability is here to stay. Debates about social responsibility and 
anthropogenic climate change aside, firms must meet consumer expectations for cleaner, more 
efficient production processes. Organizations seen as wasteful or ignorant of their interconnect-
edness with the environment are likely to suffer greatly in the marketplace.

Fourth, the low cost-differentiation dichotomy is becoming less valid as businesses seek 
to transcend the traditional trade-offs and sail into “blue oceans.” While preferences for either 
cost leadership or differentiation will continue, few firms will be able to survive by emphasiz-
ing only one dimension. Rivals competing “in the middle” are less likely to be stuck—as Porter 
noted—but are more likely to exert pressure on businesses at either end of the continuum. More 
carmakers like Hyundai, hotel chains like Hampton Inn, and fast casual restaurants like Quiznos 
and Panera Bread are occupying middle-ground value-oriented positions by delivering reason-
able quality at low costs and affordable prices.

Finally, the growing importance of crisis management is likely to continue. Increases in glo-
balization, technology, and speed suggest a greater incidence of organizational crises in coming 
years. Whether initiated internally or externally, crises no longer represent the rare events that 
only affect “other companies.” Firms that prepare effectively for them are more likely to thrive, 
while those that do not risk catastrophic downturns and even dissolution.

Given the nature of the firm, its industry, and the recommended strategies, what crisis events are most realistic? This type of 
analysis varies considerably by firm and industry. Although it is impossible to anticipate and prepare for every conceivable crisis 
that a firm may face, attention should be placed on those that are most likely to occur, can be avoided or palliated, and are 
likely to result in substantial losses. 

How do the strategic recommendations differ from the current strategy? Will the outlook for the company change as a 
result of these recommendations? Will the organization be successful in the coming decade? What strategic issues were not ad-
dressed in the recommendations that may become more important in the next few years? Why were they not addressed in the 
present analysis?

Case Analysis 12.2 Step 25: What Crisis Events Should the Firm Anticipate? What Are the 
Future Prospects for the Company?
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Summary

The strategic control process consists of determining the extent to which the company’s strategies are successful in attain-
ing its goals. This process is accomplished through five steps. First, top management must determine what serves as a mea-
sure of a strategy’s success and, therefore, needs to be controlled. Next, standards of performance should be developed. 
Management then measures performance along these lines both quantitatively and qualitatively and compares the actual 
performance to the standards. Reasons for discrepancies between actual measures and standards are analyzed, and corrective 
action is taken to resolve any areas where performance needs to be enhanced.

Crisis management refers to the process of planning for and implementing the response to a wide range of negative 
events that could severely affect an organization. Like strategic control, crisis management is an ongoing process.

Key Terms

Balanced Scorecard: An approach to measuring performance based on an array of quantitative and qualitative 
factors, such as ROA, market share, customer loyalty and satisfaction, speed, and innovation.

Best Practices: Processes or activities that have been successful in other firms.

Business Process Reengineering: The application of technology and creativity in an effort to eliminate unnecessary 
operations or drastically improve those that are not performing well.

Competitive Benchmarking: The process of measuring a firm’s performance against that of the top performers—
usually in the same industry.

Crisis: Any substantial disruption in operations that physically affects an organization, its basic assumptions, or its core 
activities.

Crisis Management: The process of planning for and implementing the response to a wide range of negative events 
that could severely affect an organization.

Crisis Management Team: A cross-functional group of individuals within the organization who have been 
designated to develop and plan for worst-case scenarios and define standard operating procedures that should be 
implemented prior to any crisis event.

Formal Organization: The official structure of relationships and procedures used to manage organizational activity.

Informal Organization: Interpersonal norms, behaviors, and expectations that evolve when individuals and groups 
come into contact with one another.

PIMS (Profit Impact of Market Strategy) Program: A database that contains quantitative and qualitative 
information on the performance of more than 5,000 business units.

Strategic Control: The process of determining the extent to which an organization’s strategies are successful in 
attaining its goals and objectives.

Review Questions and Exercises

1. What are the five steps in the strategic control process?

2. Why is it critical to identify the appropriate strategic control standards for a firm?
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3. Should corrective action always be taken when performance falls below the predetermined standard? 
Likewise, should corrective action never be taken when performance meets or exceeds the predetermined 
standard? Explain.

4. Explain how competitive benchmarking is used in strategic control. What are some commonly used com-
petitive benchmarks?

5. What is crisis management, and why is it important?

Practice Quiz

True or False?

 1. Strategic control should be ongoing and occur throughout the strategic management process.

 2. The PIMS program is a government-sponsored effort to improve strategic planning effectiveness in the 
United States.

 3. Corrective action should usually, but not always, be taken at all levels if actual performance is less than the 
standard that has been established.

 4. Strategic control can be exerted through either the formal or informal organization.

 5. Crisis management refers to efforts made to eliminate the possibility that the organization can be affected 
negatively by unforeseen events.

 6. Crisis management involves a series of steps that can be taken before a crisis occurs, while it is occurring, 
and after it has passed.

Multiple Choice
 7. Strategic control is important because __________.

A. it is difficult to know how well the firm is performing without it

B. the organization’s environment is uncertain and always changing

C. lower-level managers need an effective means of providing feedback to top management

D. A & B only

 8. The strategic control process begins by __________.

A. identifying appropriate performance measures

B. establishing benchmarks

C. measuring performance

D. taking corrective action as needed

 9. The process of measuring a firm’s performance against that of the top performers, usually in the same indus-
try, is known as __________.

A. competitive positioning

B. performance measurement

C. benchmarking

D. PIMS analysis
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10. Sources of published information for strategic control available to the public include all of the following 
except __________.

A. the Wall Street Journal

B. Consumer Reports

C. PIMS data

D. many trade journals

11. Benchmarks should be __________.

A. broad, not specific

B. associated with the strategy’s success

C. outside the firm’s control

D. all of the above

12. Which of the following approaches bases the measurement of performance on an array of quantitative and 
qualitative factors instead of a single quantitative measure in the organization, such as profitability?

A. balanced scorecard

B. PIMS analysis

C. competitive benchmarking

D. none of the above
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How to Prevent Self-Inflicted Disasters
All too often, companies unintentionally create their own worst crises. With a little awareness of your 
organizational DNA, you can avoid that fate—and the headlines that go with it.

by Eric Kronenberg

During the last few years, a number of well-publicized “black swan” events—highly destructive calamities 
that seemingly come from out of nowhere, and that are diverse enough to include oil rig explosions, auto-

mobile recalls, major production delays, financial meltdowns, and at least one phone-tapping scandal—have had 
immense negative effects on the companies involved. When you look in more detail at these crises, you often find 
that they were self-inflicted to some degree. An overly aggressive production schedule may have driven employ-
ees to disregard or downplay the company’s safety or risk prevention procedures. Internal staff may have warned 
their peers about potential dangers, but those warnings never made it to the top of the company. Decision mak-
ers may have ignored, misunderstood, or even suppressed bad news, in a way that ultimately backfired. After the 
event, the leaders of the company often have to admit: “We did it to ourselves.”

The unintended consequences associated with a self-inflicted black swan can be devastating. They include 
negative publicity; huge, sudden costs; lost revenues; lawsuits and criminal judgments; and regulatory pen-
alties. Analysis of the stock prices of companies that suffered such events in 2009 and 2010 in the oil, auto-
mobile, aircraft manufacturing, and financial-services industries shows that within two months after a visible  
self-inflicted crisis, an average of 18 percent of shareholder value was lost, relative to the S&P 500. Moreover, 
stock price performance continued to diminish over time: On average, shareholder value came down  
33 percent within a year.

Self-inflicted black swans have occurred in many industries in widely varying circumstances, but always 
with one common factor. Although the initial trigger appeared to be an exogenous event, the critical decisions 
were largely under the control of management. Typically, a number of people within the company knew about 
the situation and saw the potential downside in advance; if this knowledge had been acted upon with diligence 
and in a timely manner, the problem could have been prevented. Often, these companies had formal proce-
dures in place designed to avoid these precise risks, but the procedures were routinely ignored or bypassed by 
employees.

How could companies that knew better fall into these traps? Because the perception of risk diminishes over 
time. It’s not unlike the dangerous habit of texting while driving. Imagine that one day under pressure, you send a 
text message while behind the wheel, and nothing bad happens. You promise yourself that you won’t do it again, 
but the pressures continue, and you start to make a habit of it. A few months go by with no mishap, and you come 
to believe that the “no texting while driving” rule shouldn’t apply to you. You are one of those favored people 
who can successfully multitask without much risk. But when you’re feeling lucky is just when you’re most likely 
to cause an accident. Companies that get into similar habits—overlooking or sidestepping their risk management 
practices—are similarly primed for a self-inflicted black swan.

For example, more than one oil and gas company has been informed at some time by subcontractors of the 
potential for a severe explosion. Mitigation measures have typically been at hand to rectify the problem, but 
because implementing them would temporarily halt the operation, leading to lost revenue, the manager of the 
oil rig is under pressure to find some way to cover over the problem. If everyone else involved in the rig tac-
itly accepts this decision, even though it contradicts official company policies, there might well be an explosion 
within months.

Strategy + Business Reading
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Similarly, at the outset of the global financial crisis, some people within banks and insurance companies were 
warning of the declining standards for securitized mortgages, CDOs (collateralized debt obligations), and other 
high-risk investments. But others had strong incentives to ignore these warnings—not just the formal motivators 
such as pay, but equally powerful informal incentives such as the traders’ fiercely felt need to outperform others. 
In the U.K. voicemail hacking scandal, the news media had a similarly strong competitive motivation: to scoop 
rival publications. The institutions that survive unscathed tend to be those that maintain informal commitments to 
back up their formal rules on safety and integrity.

An Introduction to Organizational DNA ______________________

If you are a senior leader, you may already be wondering whether your company is vulnerable. Are there systemic 
organizational characteristics, embedded in both the policies and the culture of your company, that contribute to 
self-inflicted disasters? Do your safety, compliance, and risk management practices truly have teeth, or do they 
actually add to the danger by giving you a false sense of security? What practices and organizational designs will 
help you be more efficient and effective in the short term, while mitigating the risk of self-inflicted black swans 
over the long term?

The answers to these questions vary from one company to the next. You must start by recognizing the distinct 
ways in which your company operates, the elements of your organizational DNA.

The organizational DNA framework is a vehicle for understanding the formal and informal elements that 
drive and constrain day-to-day behavior in your company. (See Exhibit.) This framework, introduced by Booz 
& Company in the early 2000s, has been used by almost 200,000 individuals to profile and improve the health 
of their organizations. Like molecular DNA, organizational DNA has four “bases”: components of activity that fit 
together like building blocks. They determine how an organization executes—what changes it can make and 
what actions its members can take. The four bases are:

•	 Decision rights and norms. The rules and practices that govern how actions in an organization are shaped and 
focused.

•	 Motivators and commitment. The values and principles that drive employee behavior and engagement.

•	 Information flow and mindsets. The patterns of thinking and communication that inform what people do in an 
organization.

•	 Organizational structure and networks. The links and connections that guide how people work with one 
another throughout the hierarchy.

When put together, the formal sides of each organizational DNA base make up the official part of the 
organization’s operating model: decision rights, motivators and incentives, information-carrying channels and 
metrics, and the structure of reporting relationships (the organization chart). These are the documented, official 
standards for company operations across all levels.

However, official rules alone cannot determine everything about the way the thousands of employees 
in a large company make and execute decisions. The informal sides of each base have an equally strong 
impact. These include the norms that people keep in mind about what matters and who is important, the 
commitments that individuals make about why they care, the mindsets that people (and groups) adopt 
that shape their perceptions of their work, and the networks through which people in a company develop 
relationships.

Companies with self-inflicted crises nearly always have formal elements in place that are intended to help the 
organization avoid accidents and problems: reports, explicit procedures, and watchdog and prevention measures 
that prevent catastrophes when nominally followed. But the informal elements determine the way that policy is 
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Each of these four bases provides a building block for organizational activity. Together, they can help you move a
company toward better management capabilities, including the ability to prevent self-inflicted crises.

FORMAL INFORMAL

• Governance forums
• Decision rights
• Decision processes
• Decision analytics

• Monetary rewards
• Career models
• Talent processes

• KPIs and metrics
• Information flow
• Knowledge
 management
• Systems

• Organization design
• Roles and
 responsibilities
• Business processes

• Values and standards
• Expectations and “unwritten
 rules”
• Workplace habits and
 routines

• Shared vision and objectives
• Individual goals and
 aspirations
• Sources of pride

• Identity, shared language,
 and beliefs
• Assumptions and biases
• Mental models

• Relationships and collaboration
• Teams and other working units
• Organizational influence

DECISIONS NORMS

MOTIVATORS

INFORMATION

 COMMITMENTS

MINDSETS

NETWORKSSTRUCTURE

implemented. In many cases these unwritten rules, values, standards, and workplace routines treat these formal 
procedures as bureaucratic overkill. The reports are ignored, and the procedures are followed only in a pro forma 
fashion. Like the driver who texts in traffic, the company gets away with noncompliance for a long time, while the 
effectiveness of its procedures gradually erodes. The crisis doesn’t occur until a long time after the noncompliance 
began.

Exhibit    Four Components of Organizaional DNA
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The Key to Capability _____________________________________

In a typical large company, a self-inflicted black swan can emerge in many ways. Rather than trying to prepare 
for each specifically, companies should approach the issue by developing an effective capability for anticipating 
and managing large, unrealized risks in general. Here are four starting points, each based on one of the building 
blocks of organizational DNA:

1. Clarify who is responsible for which decisions, taking into account the influence that informal 
leaders already have (decision rights and norms). The decision rights for large, unrealized risks are probably 
unclear, because by their nature, these risks involve long-term concerns with an uncertain payoff. Risk prevention 
and mitigation measures may also involve a complex group of actors, especially when work is outsourced or 
offshored. Some companies, including many financial-services firms, assign risk exposure to specialized 
departments. But these risk departments—which are typically disconnected from mainstream operations and 
led by managers with little authority—may lead to a false sense of security. People feel little need to concern 
themselves, because the department is there to take care of it. Yet if the risk department does not have the 
authority or influence to affect company decisions, then who will step in to ensure that self-inflicted black swans 
don’t appear?

To establish a more appropriate group of decision rights, you may need to set up a cross-organizational team 
to manage information on significant risks. Make sure that some members of this team have the requisite decision 
rights to ensure that practices are put in place and that people comply. Other members may be influential people 
who have no formal role in preventing risk, but who are personally committed to the idea and well connected 
informally.

Formal decision rights should be backed up by informal discussions to establish general agreements. For 
example, what if a contractor sees a practice that seems dangerous? Whom should he or she inform? What if that 
person doesn’t act on it? Who should then step in? Once these informal general agreements have been reached, 
design the formal decision rights to complement those agreements.

2. Align incentives and other motivators to promote awareness of potential risks and their 
prevention (motivators and commitment). Because incentives are rarely designed with self-inflicted 
black swans in mind, they may produce conflicting priorities. The CEO of a financial institution may be 
charged by the board with looking out for long-term health, but individual traders are compensated on 
the short-term revenues they generate. Or a manufacturing company may have a safety-conscious culture 
alongside a high-pressure production schedule; managers who can’t keep up are seen as letting everyone 
else down.

It’s not easy to resolve these tensions, and people often rely on both formal and informal support. If the 
company has established rules about the priorities and rewards involved in anticipating risk, and if most people 
are regularly exposed to informal conversations about the dangers of cutting corners, they are more likely to 
avoid peril. It also helps when people involved in a complex situation can meet openly to hash out the issues and 
think together about ways to resolve the tension between being fast and being safe.

You can often find evidence of poorly aligned incentives by talking to managers in the field. Have they “nor-
malized” their view of problems, discounting the idea that catastrophes could happen and letting excessive risk 
become business as usual? Their mindset can be similar to that of one oil company engineer who wrote in an 
internal e-mail, just before a disaster, “Who cares? It’s done, end of story, we’ll probably be fine and we’ll get a 
good [follow-up] job.”

To redesign motivators and commitments may require an explicit review of your organization’s gaps and 
inconsistencies. How closely aligned are the promotion and bonus structures with the behaviors you want to 
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promote? Do employees care about short-term gain only, or do they have long-term growth and the preservation 
of their jobs in mind? Once you have established some answers to these questions—through surveys and analysis 
of your existing incentives—you can then begin moving those incentives closer to the motivators and commit-
ments you need.

3. Create formal and informal communication channels to raise awareness of current conditions 
on the ground (information flow and mindsets). In preventing self-inflicted black swans, one central 
challenge is ensuring that senior decision makers can get an accurate, timely, and independent overview of 
“ground truth”: the realities of project progress and potential problems. They need to independently verify the 
information they receive from their direct reports. In most companies, executives receive messages selectively 
filtered and tailored to what people believe they want to hear. Basic human nature seems to include reluctance to 
communicate bad news.

Outsourcing and offshoring exacerbate the problem. Subcontractors may be located far from the 
headquarters of their client companies. Supplier contracts typically limit the type and amount of information 
that can be shared, and sometimes impose penalties for delays—thus giving subcontractors an extra 
incentive to withhold troubling information, for fear of becoming the messenger of bad news or in hope that 
another subcontractor might be forced to communicate first. These challenges can be overcome, but only 
by establishing open communication channels—both formal and informal—through which senior leaders can 
interact with lower-level employees to get their perspective. Regular review meetings will not suffice; it takes 
regular interaction, ideally in casual face-to-face settings, to give senior management an accurate picture of 
what is happening.

This kind of conversation also gives lower-level personnel a clear understanding of management goals—and 
improves their judgment about which types of problems are worth reporting, and how to report them. Beyond 
that, some senior leaders make a point of cultivating multiple sources of information; you might, for example, ask 
a quality department and a production department to report independently on the same projects. The point in 
all this is to broaden the flow of information to and from senior management, as well as around the organization 
generally.

4. Set up better reporting relationships and prevention guidelines, using work-arounds as 
diagnostics (organizational structure and networks). When under pressure to produce, employees often 
develop work-arounds, shortcuts that allow them to sidestep the formal checks and balances of risk prevention. 
After a work-around has been in place for a while, it becomes second nature; people almost forget that the old 
rules exist. In fact, maybe the formal rules are truly superfluous and unneeded—or perhaps they’re genuinely 
important, like the law against texting while driving. You may have to find out the hard way if you have never 
examined these rules.

The presence of a work-around can provide a valuable clue that some process is unclear or cumbersome 
and needs to be either enforced or changed. If you try to outlaw the work-around strictly through edict and 
penalty, without addressing the issues that made people turn to it in the first place, then they will simply find 
another nonstandard approach. Instead, you need to bring formal structures and informal networks together; talk 
to people directly about the reasons that work-arounds have developed, and institute new policies that address 
the underlying issues.

One common work-around is found at the corporate level: An organization becomes focused on managing 
the public perception of a problem (or potential problem) rather than actually trying to solve it. If you find your-
self continually defensive about queries from the public or from regulators, that’s a clue that you have a deeper 
internal issue to explore. Defend your company, by all means, but also begin to follow the trail. Is there some-
thing within your organization that is masking a potential catastrophe?
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An Ethic of Integrated Action ______________________________

In companies primed for a self-inflicted black swan, some or all of these problems may exist side by side. The lack 
of open information flow, unclear decision-making authority, an inefficient organizational structure, and inconsis-
tent values and incentives all negatively reinforce one another. By the time the problem comes to light—whether 
through an explosion, a technological failure, a legal challenge, or some other visible catastrophe—it is too late to 
stop the damage.

An organizational DNA analysis doesn’t prevent any particular crisis; instead, it gives you a better capability 
for identifying whether your organization is vulnerable to all such crises. This type of analysis is equally useful for 
other problems that require organizational change: building a high-performance organization, moving into new 
markets, or adopting a more coherent strategy. You can’t immediately change the way your organization behaves 
by simple fiat. But with a close look at the core elements of your organizational DNA, you can recognize the 
design steps that can lead to better behavior very soon.

Author Profile: __________________________________________

•	 Eric Kronenberg is a partner with Booz & Company in Florham Park, N.J. He specializes in developing 
capabilities for program and project management, engineering and design, and manufacturing and 
construction in multiple industries, including aerospace and defense, energy, and transportation.
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Case studies provide opportunities to apply the principles discussed in the concepts 
portion of the text. These concepts are better understood when they are seen at work 

in ongoing enterprises. The 25-question model presented in the text provides a clear and 
comprehensive approach to completing a case project. Several additional considerations 
are discussed in the following sections. 

There are two different types of case studies in the text. The short, real-time cases provide 
company snapshots and resources for researching firm activities in real time. The longer, tradi-
tional cases provide detailed information about a particular situation facing an organization at a 
point in time. Traditional cases can be analyzed in the time frame in which they are presented—
typically several years ago. Depending on the organization and key issues discussed, some can 
be brought to the present by supplementing the case with additional research. 

Preparing for the Case Project __________________

Case studies may be discussed in class, but they are often assigned as team projects that require 
additional research and analysis. The following suggestions should be considered, especially 
when approaching the case project as a team:

•	 Start early: You should have a basic understanding of the strategic management process 
and the 25-question case analysis model before you begin your research. However, this 
does not mean that you cannot begin researching the company and the industry before 
you complete all of the chapters. Get acquainted with your company and its situation 
early. Most of your research can be done on the Internet, and the websites suggested 
later in this section can be helpful.

•	 Do not “over-isolate” the steps in the research process: If you are analyzing a case as part 
of a team, you should exchange information frequently with your teammates. Regardless 
of the sections you focus on, you will probably uncover information that will be useful to 
team members working in different areas. It is also helpful to keep a copy of the 25 ques-
tions with you as you read and take notes as necessary. For example, if you are reading 
the annual report and come across some material of new technology affecting the indus-
try, make a quick note of this under “technological forces” for future reference. While 
individual team members might concentrate their efforts in different areas, dividing the 
sections among team members and completing the work independently is discouraged 
because earlier sections must flow logically into later sections. Perform the steps in order!

•	 Keep clear records of all potentially useful information you find: Print or save electronic 
copies of all articles that might be useful in your analysis, and make sure that these files 
contain complete bibliographical information for use in citing your sources. 

Case Analysis
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•	 Plan to spend a considerable amount of time reading and collecting information before 
writing the report: As you read more about a firm, its competitors, and its industry, the 
most prominent issues will usually become clear. This process takes time. Schedule fre-
quent sessions of casual reading before you begin writing.

•	 Investigate multiple sources of information early: Depending on the firm and industry 
you investigate, you will probably find several particular Internet sources of information 
to be most useful. Test many different Internet sources of information for your case at the 
outset to determine which ones are most promising.

•	 Establish a timetable for completing various stages of the analysis, and agree to it in writ-
ing: Establish your own completion target for the project at least a few days before it is 
due, and set firm benchmarks for completing various parts along the way. Case proj-
ects typically suffer when 80% of the work is done in the last 20% of the time allotted. 
Moreover, written agreements with timetables can be invaluable if a team member is 
unwilling or unable to meet his or her responsibilities.

•	 Communicate: Stay in touch with your team members and your professor as needed. If 
you have questions along the way, do not hesitate to ask for assistance.

Researching the Case Project ___________________

Each of the real-time cases provides a brief overview of an interesting company, identifies key 
case analysis tips and current issues, and provides links to several Internet sources of infor-
mation on the organization. Each of the traditional cases provides detailed information about 
an organization, its industry, and challenges faced by the company. For traditional cases, your 
instructor may ask you to analyze the case in the time frame it was written or conduct additional 
research on the firm. 

In general, the most current information available on a large organization can be found 
online. Visiting the firm or one of its locations can be helpful as well, especially when assessing 
a retailer.

The first Internet site of interest is the company website. Most major publicly traded firms 
provide extensive webpages that discuss the firm’s business units, key products, financial posi-
tion, and current issues it faces. The company website is an excellent place to start to learn 
about a company, and the links to press releases and/or investor information can be espe-
cially helpful. In addition, competitor websites can also be very useful sources of informa-
tion. However, a firm’s website is designed to promote the organization, not provide objective 
information.

Additional sites may include websites for key competitors, industry associations, and trade 
journals. Most industries are represented by one or more industry or trade associations. These 
organizations provide useful information about trends and other issues to its member firms and 
may also publish a trade journal. An example of a trade association is the American Booksellers 
Association (www.bookweb.org), whose website provides a wealth of information and trends 
about the industry. Because trade associations represent the interests of an industry, their pub-
lished views may not always be objective. Most trade associations do not require a subscription 
for current articles, although some require either a subscription or registration—often free—to 
access the entire site.

The Internet is replete with a wide variety of unusual information sources. A dissatisfied 
customer may launch a website devoted to the dissemination of negative information about a 
company (see www.allstateinsurancesucks.com for an example). Individuals or organizations 
may post the results of their research studies on an organization or industry. These sources can 

Case Analysis
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be quite helpful in the research process, but their reliability must be considered. Links to such 
sites are provided in some cases.

In addition to case-specific sources of information, the Recommended Strategic 
Management Research Links table, which is next, provides links to key Internet resources that 
can be helpful for conducting a strategic analysis on any company. This list is also available 
online at www.jparnell.com/text/researchlinks.htm. Research sites and URLs are always chang-
ing, so some of the sites included in the list may not be up to date. Moreover, the potential 
sources of information on the Internet is quite extensive, so your research should not be limited 
to these sites. 

Citing your sources is critical when preparing a case analysis. Whenever any information 
obtained from an external source is presented, the reference must be included at the appropri-
ate point in the report, and complete bibliographical information must be provided. Whenever 
information is repeated verbatim, quotation marks must be used as well. Plagiarism—whether 
intended or not—is a serious issue with serious consequences. 

The popular business press reports on activities within most large firms. The best sources are 
usually available online although most charge for full access. The Wall Street Journal (online.wsj 
.com), the Economist (www.economist.com), and Financial Times (www.ft.com) require sub-
scriptions to access articles online, although brief free trial periods are often available. University 
libraries often have subscriptions to extensive databases such as ABI/INFORM, Hoover’s, and 
LexisNexis, providing a wide range of search access to articles in many publications that would 
otherwise charge for that access. Other sources such as www.magportal.com and www.findarticles 
.com provide free search access to articles in a variety of business and trade publications.

Website URL

ASAE allows you to find professional and trade associations for some industries; 
searching is not always easy on this site. 

www.asaecenter.org

Big Charts allows for easy financial comparisons of two companies. bigcharts.marketwatch.com

The Business Journals offers links to articles in a number of business periodicals. 
Search by company name, keyword, or industry. Most articles come from local 
business periodicals in the United States, so information gleaned from this 
source may not be readily available elsewhere. 

www.bizjournals.com

Bpubs.com offers links to articles in a number of business periodicals. www.bpubs.com

Business.com is a good source of business news, although many of the sites and 
links may not be useful. 

www.business.com

Business Week is a popular business periodical. Free registration may be 
required. 

www.businessweek.com

CEOExpress represents an elaborate array of links to business research sites. 
Some information requires a subscription. 

www.ceoexpress.com

CNN Interactive News Search contains a free search of CNN news items. www.cnn.com/SEARCH

CNN Money provides a wealth of financial information. http://money.cnn.com/
services/search

www.findarticles.com
http://money.cnn.com/services/search
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e-Commerce times is an excellent news source specifically for e-commerce. This 
can be very useful for firms heavily involved in e-commerce. 

www.ecommercetimes.com

The Economist is a premier information source for business research from a 
European perspective. A subscription is required for most information, but a free 
trial may be available. 

www.economist.com

Edgar Database is the U.S. government site for company reports. This is not 
always easy to navigate, but the information is extensive. See www.10kwizard.
com for printable Edgar reports. 

www.sec.gov/edgar.shtml

Europages contains information for researching firms in Europe. www.europages.com

Fast Company is an excellent source for strategic management articles although 
most are on personalities or issues, not companies or industries. 

www.fastcompany.com

Financial Times is a premier information source for business research from a 
European perspective. A subscription is required for most information, but a free 
trial may be available. 

www.ft.com

FindArticles is an exhaustive search engine for articles from numerous 
periodicals. 

www.findarticles.com

Forrester Research is an excellent source for learning about business trends 
although many reports can be costly. 

www.forrester.com

Fortune 500 is a listing of America’s largest firms. An article search is also 
available. 

http://money.cnn.com/
magazines/fortune/
fortune500

The Globalist provides interesting information on the international business 
environment. 

www.theglobalist.com

Google is a popular Internet search engine. Enter the names of companies/
industries for a search. 

www.google.com

Hoover’s is an excellent source of company information and financial reports. 
This is one of the most comprehensive sites for case research, but complete 
access requires a subscription. Many college and university libraries have a 
license, but one must access the site through the library’s website. 

www.hoovers.com

Impact Articles provides an interesting array of articles although search results 
are limited. 

www.impactarticles.com

Industry Week offers an eclectic array of articles of various companies—
especially those in manufacturing. 

www.industryweek.com

Internet Public Library is the starting point for an exhaustive series of links to 
find information about anything on the web.

www.ipl.org

MagPortal is an exhaustive search engine for articles from numerous 
periodicals—many of them with free access.

www.magportal.com

(Continued)
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           Recommended Strategic Management Research Links

(Continued)

Marketing Power is a marketing-oriented site sponsored by the American 
Marketing Association. 

www.marketingpower.com

Morningstar is an excellent source of financial information, including financial 
ratios.

www.morningstar.com

The Motley Fool provides information on many organizations. www.motleyfool.com

NAICS is the current North American industry classification scheme. www.census.gov/epcd/www/
naics

Newswise is an interesting source of business news, often from unusual sources. 
Free registration may be required. 

www.newswise.com

PR Newswire contains news releases from more than 1,500 companies provided 
by PR Newswire during the past 3 years. This is a great way to access press 
releases.

www.prnewswire.com

The Public Register provides links to numerous annual reports. www.publicregister.com

Retailing Today is an excellent research source for retailers. Free registration is 
required.

www.retailingtoday.com

Reuters is an excellent source for business and other news (free subscription may 
be required). 

www.reuters.com 

The Wall Street Journal is a premier source of business information. A 
subscription is required for most research, but a free trial may be available. 
Articles over 1 month old are not available free of charge at the website. 

http://online.wsj.com 

The Washington Times Business website contains current business news. www.washingtontimes.com/
news/economy/

Yahoo! Finance provides firm overviews, financial information, and more. http://finance.yahoo.com 

Yahoo! Business News is one of the oldest and most popular news searches on the 
Internet. 

http://news.yahoo.com/
business

Finalizing Your Report _________________________

Professors use different grading schemes for evaluating the quality of a case analysis. 
Nonetheless, the extent to which of the 25 questions identified in the text are addressed accu-
rately and in detail will likely be a major factor in the assignment of a grade. Case analysis boxes 
throughout the chapters address each of these questions in detail:

 1. Introduce the organization. Is the case well organized and cited?

 2. What is the specific industry? Identify the competitors.

www.morningstar.com
www.prnewswire.com
www.retailingtoday.com
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 3. What companies have succeeded and failed in the industry, and why? What are the 
CSFs?

 4. What is the potential profitability of the industry?

 5. What political/legal forces affect the industry?

 6. What economic forces affect the industry?

 7. What social forces affect the industry?

 8. What technological forces affect the industry?

 9. What is the current firm-level strategy?

10. What is the current business-level strategy?

11. What are the business strategies of the major competitors?

12. What is the current marketing (functional) strategy?

13. What is the financial position and (functional) strategy of the organization?

14. What are the current production and purchasing (functional) strategies?

15. What are the current strategies in other functional areas, such as human resources (HR) 
and information systems? 

16. What strengths exist for the organization?

17. What weaknesses exist for the organization?

18. What opportunities exist for the organization?

19. What threats exist for the organization?

20. What strategic alternatives are available to the organization?

21. What are the pros and cons of these alternatives?

22. Which alternative should be pursued and why?

23. How should this alternative be implemented?

24. How should this alternative be controlled?

25. What crisis events should the firm anticipate? What are the future prospects for the 
company? 

After a draft of the case analysis has been prepared, it is useful to reconsider each of these 
questions concerning the extent to which the analysis does the following:

•	 Provides a clear and accurate answer to the question

•	 Provides as much detail as possible to understand the issues

•	 Provides citations in proper format for all sources used

•	 Follows the guidelines presented in the text and specifically in the case analysis box for 
that question

In addition, consulting with your professor concerning grading policies, formats for oral 
and/or written reports, and other issues unique to each situation is strongly suggested.

Case Analysis
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Real-Time Cases _____________________________

Real-time cases are short narratives that facilitate discussion on key strategy issues or serve as a 
basis for additional research. Thirty real-time cases are provided in this book. Questions are pro-
vided to spark interest on some of the more salient challenges facing each company. The sug-
gested websites can help bring them up to date, but these links represent only a starting point 
for additional research.

The following real-time cases are included:

 1. Allstate

 2. Amazon.com

 3. American Express

 4. Anheuser-Busch-InBev

 5. AutoZone

 6. Avon

 7. Bank of America

 8. Bed Bath & Beyond

 9. Stanley Black & Decker

10. Cici’s Pizza

11. Costco

12. Dell

13. Delta Air Lines

14. Dollar Tree

15. FedEx

16. Ford

17. Home Depot

18. International Paper

19. Jack in the Box

20. Kroger

21. Lands’ End

22. Mattel

23. Nike

24. Papa John’s

25. Pfizer

26. Southwest Airlines

27. Starbucks

28. Walgreens

29. Wal-Mart

30. Yum! Brands

Traditional Cases _____________________________

Traditional cases are more detailed than real-time cases. These are self-contained but can be 
updated with additional research as well. The following traditional cases are presented in this 
text:

 1. Bob’s Supermarket

 2. Costco

 3. Dollar General

 4. Family Dollar

 5. General Electric

 6. Kapai

 7. Kodak

 8. Macy’s, Inc.

 9. Netflix

10. Skoda Auto

11. Staples

12. Toyota
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Case 1: Allstate ______________________________

Allstate was founded in 1930 as a subsidiary of Sears. As the giant retailer embarked on its great 
expansion, Allstate sold auto insurance through all of the new stores. Following World War II, 
the popularity of the automobile in the United States sparked continued growth for Allstate. In 
the late 1950s, Allstate added life insurance and continued to grow for the next several decades.

In the 1980s, Sears became interested in expanding its financial services operations. The 
retailer sought to become a diversified financial services company, launching the Discover Card 
through Allstate’s Greenwood Trust Company. Hard times followed for the retailer, however, 
especially on the traditional retail side of the business. Sears changed course and began to divest 
its financial holdings. Sears sold 20% of Allstate in 1993 and the remainder in 1995.

In 2000, Allstate added online and telephone distributions and acquired Provident National 
Assurance Company. To reduce distribution expenses, Allstate eliminated 4,000 jobs that year; 
turned its agent-employees into independent contractors; and launched an integrated distribution 
system that allows customers to transact business via the Internet, telephone, or traditional agent. 

Allstate entered the car repair business in 2001 with its purchase of Sterling Collision 
Centers. An intense effort aimed at adding new Sterling outlets throughout the United States 
followed although some critics have suggested that an auto insurer owning a body shop consti-
tutes a conflict of interest.

Natural disasters have had a major impact on profit and loss in insurance companies like 
Allstate over the years. For example, the 2005 hurricane season resulted in substantial cata-
strophic losses in the insurance industry, including $5.67 billion for Allstate. 

Today, Allstate is the second-largest personal lines insurer in the United States behind State 
Farm. Although the firm maintains a global presence, Allstate has divested most of its unre-
lated holdings, particularly those outside of North America; its current focus is on the United 
States and Canada. Allstate’s subsidiaries include Allstate Life and Allstate Protection. Allstate 
Financial provides life insurance and investment products aimed at affluent and middle-income 
consumers. 

Case Challenges
1. Allstate has chosen to concentrate its efforts on the United States and Canada. Is 

this a good strategic move? What opportunities and threats are associated with 
expansion into other parts of the world?

2. Evaluate Allstate’s competitive position vis-à-vis rival State Farm, the industry 
leader. What can Allstate do to compete more effectively with State Farm?

3. How has the Internet—including instant access to insurance quotes and cus-
tomer satisfaction data at sites such as esurance.com—affected traditional insur-
ance companies like Allstate?

Real-Time Cases
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Internet Sites of Interest

Corporate website: www.allstate.com 

Website of a key competitor: www.statefarm.com 

Website of a key competitor: www.geico.com 

Website of a key competitor: www.farmers.com 

American Insurance Association: www.aiadc.org 

Alliance of American Insurers: www.allianceai.org

Insurance Information Institute: www.iii.org 

A site of interest: www.allstateinsurancesucks.com 

Case 2: Amazon.com _________________________

In 1994, recent Princeton graduate and Wall Street executive Jeff Bezos left his job, began work-
ing out of the garage of his rented home, and raised several million dollars of start-up capital 
to launch an online retail business. The following year, he opened a 400-square foot office in 
Bellevue, Washington, and launched Amazon.com, billed as “the world’s largest bookstore.” By 
1996, Amazon had become one of the most successful web-based retailers, with revenues of 
almost $16 million. 

In 1997, Bezos took Amazon public and annual sales rose to $147 million. In that same 
year, Amazon became the sole book retailer on America Online’s (AOL) public website and 
Netscape’s commercial channel. In 1998, Amazon launched its online music and video stores, 
began to sell toys and electronics, and expanded its European reach with the acquisition of 
online booksellers in the United Kingdom and Germany. The company grew at a phenomenal 
pace in the years that followed.

In 2000, Amazon launched a 10-year partnership with Toysrus.com to co-brand a toy and 
video game store. In the following year, Amazon cut 15% of its workforce as part of a restruc-
turing plan that also forced a $150 million charge. Amazon also partnered with now defunct 
Borders in 2001 to manage the rival’s web operation. AOL invested $100 million in Amazon in 
2001, and in the fourth quarter of 2001, Amazon showed its first profit. Rapid growth has contin-
ued throughout the mid-2000s. 

Amazon introduced the Kindle e-reader in 2007 and was selling more Kindle e-books than 
print books in 2011. The firm also expanded its online reach by engaging in a number of part-
nerships and by acquiring Zappos.com in 2009 and Quidsi and Woot in 2010. Amazon has 
grown exponentially, increasing revenues from about $11 billion in 2006 to more than $34 bil-
lion in 2010.

Today, Amazon offers a wide variety of products in addition to books, including free elec-
tronic greeting cards, online auctions, CDs, videos, DVDs, toys and games, electronics, kitchen-
ware, and computers. The company competes with publishers, distributors, manufacturers and 
physical-world retailers. 

Case Challenges

1. How would you define Amazon’s industry? What difficulties do you encounter 
identifying primary competitors and key lines of business?
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2. There has been a general trend toward “bricks and clicks”—the combination of 
Internet and traditional retailing outlets. How has Amazon succeeded as an 
e-tailer without brick-and-mortar operations? 

3. Given its Internet base, can Amazon’s success be easily duplicated by copying 
its web materials? If so, why has Amazon been so dominant in recent years?

4. With myriad websites that offer price comparisons that exist for book and other 
e-tailers (e.g., www.bestbookbuys.com), is it possible for Amazon to maintain a 
strong customer base without an extreme emphasis on low prices?

Internet Sites of Interest

Corporate website: www.amazon.com

Profiles on prospective competitors: www.business.com 

Website of a key book competitor, Barnes & Noble: www.barnesandnoble.com

Website of a key online auction competitor, eBay: www.ebay.com

Website of a key acquisition: www.zappos.com 

E-Commerce Times: www.ecommercetimes.com

American Booksellers Association: www.bookweb.org

National Retail Federation: www.nrf.com

Retailing Today: www.retailingtoday.com

Case 3: American Express _____________________

American Express was formed in 1850 as a delivery services company but soon emerged as a 
leader in travel-related services. In 1868, the firm developed a money order to compete with the 
government’s postal money order. In 1891, American Express introduced the notion of traveler’s 
checks.

During World War I, the U.S. government nationalized and consolidated all express delivery 
services. After the war, American Express incorporated as a provider of overseas freight and 
financial services and exchange provider. The famous American Express charge card was intro-
duced in 1958. The firm acquired Fireman’s Fund American Insurance (which it later sold) and 
Equitable Securities in 1968.

Under the leadership of James Robinson, chief executive officer (CEO) from 1977 to 1993, 
American Express bought brokerage Shearson Loeb Rhoades in 1981 and investment banker 
Lehman Brothers in 1984, establishing a Shearson-Lehman business unit. Its 1987 launch of 
Optima, a revolving credit card (as opposed to its traditional charge card), did not succeed. 
Following mounting losses, Harvey Golub was appointed CEO in 1993 and charged with turn-
ing around the firm.

In 1994, American Express divested its brokerage operations (as Shearson) and its invest-
ment banking (as Lehman Brothers). In 2001, the firm suffered from bad investments in below-
investment grade bonds, resulting in a $1 billion loss. In addition, the firm’s employees at its 
New York City headquarters located across from the World Trade Center were displaced by the 
2001 terrorist attacks. Its headquarters did not reopen until May 2002.
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American Express has been active in acquisitions, divestments, and partnerships through-
out the past decade. In 2004, the firm partnered with Industrial and Commercial Bank of China 
to issue its branded credit cards in that country. In 2005, American Express sold its American 
Financial business (formerly American Express Financial Advisors), the firm’s insurance and 
investments arm. 

American Express experienced significant losses in 2008 and 2009 as a result of the financial 
crisis. The company received $3.4 billion in TARP (Troubled Asset Relief Program) funds in 2009 
and repaid the amount within a few months. The firm has remained relatively cautious since 
then, trimming jobs in 2010 and again in 2011.

Today, American Express remains a leader in global travel, traveler’s checks, and credit 
cards. The firm has almost 100 million cardholders and more than 2,200 locations in more than 
200 countries and is the world’s largest issuer of traveler’s checks. Approximately 80% of its rev-
enue is derived from the United States. 

Case Challenges

1. How has the financial crisis altered the competitive position for American 
Express? Explain.

2. The American Express card is not as widely accepted as those of its rivals Visa 
and MasterCard. How can American Express differentiate its credit card from 
these two competitors as well as a host of retailer-affiliated cards?

3. Should American Express seek future growth in the United States or in other 
countries?

Internet Sites of Interest

Corporate website: www.americanexpress.com 

Website of a key competitor: www.citigroup.com 

Website of a key competitor: www.visa.com 

Website of a key competitor: www.jpmorgan.com 

Travel Industry of America: www.tia.org

American Society of Travel Agents: www.astanet.com 

Case 4: Anheuser-Busch InBev _________________

George Schneider founded Anheuser-Busch in St. Louis in 1852. In 1860, the brewery was sold 
to Eberhard Anheuser and several other investors, although Anheuser later bought out the oth-
ers. Adolphus Busch married into the family in 1861—hence the Anheuser-Busch connection.

Budweiser was first introduced in 1876. By 1907, production peaked at approximately 1.6 
million barrels per year. Between 1919 and 1933, the company survived Prohibition by produc-
ing such products as malt syrup, ice cream, and even a chocolate beverage. Following the end 
of Prohibition, sales climbed again, reaching 2 million barrels per year by 1938 and 3 million by 
1941. 

Anheuser-Busch acquired the St. Louis Cardinals baseball team in 1953. In 1957, Anheuser-
Busch passed Schlitz as beer industry revenue leader. In 1959, the Busch Entertainment theme 
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park division was established. Throughout the 1950s, 1960s, and early 1970s, new breweries 
were periodically added, with production reaching 30 million barrels by 1974. 

Anheuser-Busch launched its Eagle Snacks unit in 1982 and introduced Budweiser in the 
United Kingdom and Japan in 1984 through licensing agreements. In 1996, the company sold 
the Cardinals baseball team and stadium for $150 million and closed its Eagle Snacks unit, com-
pleting its departure from the food business. Anheuser-Busch continued its global activity in 
the 1990s, acquiring interests in brewers in Mexico in 1993, in China in 1995, and in Brazil and 
Argentina in 1996. Company growth was steady throughout the 1990s and 2000s. 

Belgian-Brazilian multinational beverage company InBev acquired Anheuser-Busch in 
2008. At that time, Anheuser-Busch led the U.S. beer market with 30 different varieties, including 
Budweiser, the nation’s top-ranked beer. Anheuser Busch also produced Bud Light, Michelob, 
Busch, and an array of specialty brews and also operated several theme parks including Busch 
Gardens and SeaWorld. InBev was the largest brewer in the world, boasting a 25% market 
share globally. The merged firm—Anheuser-Busch InBev—employs over 100,000 workers 
throughout the world, generates about $40 billion in total revenues, and is the dominant brewer 
globally.

Case Challenges

1. The merger of global brewing giant InBev with Anheuser-Busch created an even 
more dominant global brewer, Anheuser-Busch InBev. Evaluate the pros and 
cons of the merger since 2008.

2. Does the growth of microbreweries (i.e., small-scale brewers) pose a serious 
threat to Anheuser-Busch InBev?

3. To what extent can Anheuser-Busch InBev control or influence public sentiment 
concerning such social issues as drinking and driving, underage drinking, and 
alcohol abuse? 

Internet Sites of Interest

Corporate website: www.anheuser-busch.com

Brewery tour online: www.budweisertours.com

Website of a key competitor: www.millerbrewing.com

Beer Net industry information: www.beernet.com

Beer Institute: www.beerinstitute.org

Distilled Spirits: www.discus.health.org

Home Wine and Beer Trade Association: www.hwbta.org

National Beer Wholesaler Association: www.nbwa.org

National Soft Drink Association: www.nsda.org

Case 5: AutoZone_____________________________

Joseph “Pitt” Hyde opened the first Auto Shack auto parts store in 1979 in Forrest City, Arkansas. 
Having served on the board of directors at Wal-Mart for 7 years, Hyde built on the big box’s 
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business model and concentrated on smaller markets in the South and Southeast, emphasiz-
ing service and everyday low prices. The auto parts retailer enjoyed early success and grew to 
almost 200 stores by 1984. Shortly thereafter, the Duralast private label was launched, and the 
company changed its name to AutoZone. By 1991, the retailer had amassed nearly 600 stores 
and went public. Sales topped $1 billion in 1992. 

John Adams replaced Hyde as CEO and chairman in 1997. In 1998, AutoZone acquired 
Chief Auto Parts, converting its 560 stores—mostly in California—into AutoZones the following 
year. The company also acquired Adap’s 112 Auto Palace Stores in the Northeast. In the early 
2000s, emphasis shifted from acquisition to internal growth. In 2003, AutoZone amassed 12% 
of the $36 billion DIY automotive aftermarket. By 2004, AutoZone had grown into the leading 
automotive aftermarket retailer with over $5 billion in annual revenues. 

AutoZone stores sell parts under a variety of brand names and private labels and offer diag-
nostic testing services, but they do not sell tires or perform repairs. A typical store stocks over 
20,000 parts. Most AutoZone stores are freestanding with the remainder located in strip malls. 

AutoZone targets the do-it-yourself (DIY) consumer with cars more than 7 years old (i.e., 
what the company calls OKVs—“our kind of vehicles”). Today, the company also continues to 
grow its do-it-for-me business by selling to professional repair shops through its AZ Commercial 
program, although not all stores participate in this endeavor. Future prospects for both segments 
bode well for AutoZone, however, as continued steady growth is projected in both the DIY and 
the do-it-for-me segments. 

Today, AutoZone operates about 4,400 retail auto parts stores in the United States and Puerto 
Rico and about 250 in Mexico. Advance Auto Parts is number two in the industry with over $3 bil-
lion in sales and about 3,000 stores. Key competitors include Pep Boys, Advance, and O’Reilly, as 
well as discount retailers like Wal-Mart and Target. Although the firm has made several acquisi-
tions, AutoZone emphasizes internal growth, opening about 150 to 200 additional stores per year.

Case Challenges

1. Does AutoZone perform best in a down economy? Explain.

2. Is automotive aftermarket retail an attractive industry? Why or why not? 

3. How can AutoZone differentiate itself from rivals O’Reilly Automotive and 
Advance Auto Parts?

4. Is international expansion an attractive alternative for AutoZone? Why or why not?

Internet Sites of Interest

Corporate website: www.autozone.com 

Website of a key competitor: www.advanceautoparts.com 

Website of a key competitor: www.pepboys.com 

Website of a key competitor: www.napaonline.com

Automotive Aftermarket Industry Association: www.apaa.org 

Automotive Parts Rebuilders Association: www.apra.org 

Case 6: Avon _________________________________

Avon Products, Inc., is a global manufacturer and marketer of beauty and related prod-
ucts, including cosmetics, toiletries, fragrances, jewelry, gifts, home furnishings, and health 
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and wellness offerings. Unlike most of its rivals, Avon’s business is comprised primarily of 
Internet and direct selling by over 6 million independent contractors worldwide who serve 
as company representatives. Headquartered in the United States, Avon operates in over 110 
countries, including Canada and Mexico, as well as in other parts of Latin America, Europe,  
and Asia. 

Avon was launched in 1916 and later began to emerge as one of the most successful 
beauty and cosmetic marketers in the world, primarily supported by housewives who sold 
the products as a means of generating extra income. By 1970, Avon had grown into the undis-
puted world leader in cosmetics. In the mid-1970s, however, the company suffered as a global 
recession made its products less affordable and women in the West began to leave home in 
search of full-time employment. Following this period, Avon began to market more intently 
to younger women and teenagers and even launched the slogan, “It’s not your mother’s 
makeup.”

In the late 1980s and early 1990s, Avon expanded its product line considerably, introduc-
ing Avon Color cosmetics in 1988, preschool toys and sleepwear in 1989, and apparel in 1994. 
“Avon calling” has been central to the New York City-based firm’s advertising campaigns in 
recent years.

Lately, however, slow growth in the United States has led to another “makeover” for Avon, 
as the company began to drop a number of product lines in favor of brands with greater 
global promise. In 2001, the company revised its website, allowing Avon reps to sell products 
through their own personal websites with assistance from the youravon.com site. In 2002, Avon 
announced a $100 million investment in research and development (R & D) aimed at fostering 
a greater global presence. In the mid-2000s, Avon launched a new cosmetics line called “mark” 
targeted to the ages 16 to 24 category. New York Yankees star Derek Jeter has promoted Avon’s 
men’s fragrance Driven.

The late 2000s and early 2010s has been a period of change for Avon. The firm has 
expanded globally, including a significant presence in Brazil, China, Russia, and the United 
Kingdom. Avon focused on cost-cutting as well, however, including a reduction of more than 
10% of its workforce in 2008. 

Avon has been promoted as the “company for women” by providing business opportunities 
for women worldwide and supporting women’s charities. Part of the firm’s mission is to develop 
its Avon Foundation into the largest women’s foundation in the world. The group actively sup-
ports a number of projects associated with economic empowerment and health issues.

Case Challenges

1. How has Avon capitalized on growth outside of the United States? Should Avon 
continue to focus its growth efforts on international markets?

2. Is Avon’s direct selling approach outdated? Why or why not?

3. What can Avon do to attract young consumers in a highly competitive industry?

Internet Sites of Interest

Corporate website: www.avon.com 

Website of a key competitor: www.revlon.com

Website of a key competitor: www.thebodyshop.com

Cosmetic, Toiletry, and Fragrance Association: www.ctfa.org

Cosmetic News: www.cosmeticnews.com 

Fashionlines: www.fashionlines.com 
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Case 7: Bank of America _______________________

Bank of America is the third-largest bank by assets in the United States behind Citigroup and 
JPMorgan Chase. Following its 2004 acquisition of Fleet Boston, the bank boasted the most 
extensive branch network in the industry, encompassing over 5,700 locations and 17,000 ATMs 
throughout the United States. The firm’s coverage is especially strong in California, Texas, 
and Florida. Bank of America also owns about one-fourth of one of Mexico’s largest banks, 
Santander Central Hispano.

Bank of America is a diversified firm, operating in four principal business segments. The 
most substantial segment is consumer and commercial banking and includes traditional bank-
ing services such as deposits, loans, credit cards, and the like. Bank of America offers brokerage 
and related services to institutional clients within the global corporate and investment banking 
segment, featuring its subsidiary, Bank of America Securities. Its asset management segment pri-
marily serves institutional investors and individual investors with substantial portfolios. The firm 
also purchases stakes in various businesses through its equity investment segment.

Bank of America was established in 1874 as Commercial National Bank, later to become 
American Trust Company, American Commercial Bank, and finally North Carolina National 
Bank (NCNB) in 1960. Following its expansion outside of North Carolina, NCNB renamed 
itself NationsBank in 1991. Acquisitions continued throughout the 1990s. The firm acquired 
Chicago Research & Trading in 1993, Boatmen’s Bancshares in 1997, and Barnett Banks in 
1998. Following a merger with BankAmerica in 1998, the new company was renamed Bank of 
America. 

In the early 2000s, however, emphasis shifted from external to internal growth. Today, Bank 
of America is aggressively expanding its number of branches, locating in retail establishments 
such as Wal-Mart and Starbucks. The firm’s advertising campaigns emphasize highly full service, 
convenience, and accessibility. Bank of America is expanding its branch network and is aggres-
sively targeting consumer deposits, supported by about $150 million on advertising.

In September 2003, a New York attorney general’s investigation into illegal after-hours trad-
ing implicated Bank of America’s Nations Funds. In 2004, the company spent tens of millions of 
dollars in fines and repayments to settle with investors who may have lost money because of the 
improprieties.

In the mid-2000s, Bank of America shifted its attention once again to external growth, 
acquiring broker-dealer Fleet Securities for $48 billion in 2004 and MBNA, the largest affinity 
credit card issuer in the United States for $35 billion in 2005. In 2006, it purchased a 9% stake in 
China Construction Bank and a 5% stake in General Motors (GM). While its global footprint con-
tinues to expand, Bank of America operates about 5,700 locations in the United States. 

Bank of America suffered substantial losses as a result of the 2008 financial crisis but 
also embarked on some opportunistic acquisitions, including troubled mortgage lender 
Countrywide and investment bank Merrill Lynch in 2009. Adding Countrywide made Bank of 
America the largest residential mortgage lender in the United States, but the acquisition posed 
challenges as well. Because Countrywide was a major player in the subprime loan crisis, the 
company was renamed Bank of America Home Loans.

Case Challenges

1. Was Bank of America managed effectively during the financial crisis? Defend 
your response.

2. Although Bank of America’s size offers a number of scale economies, is the firm 
vulnerable to smaller banks that offer a high degree of personal service?
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3. In 2007, Bank of America decided to offer credit cards to individuals without 
social security cards, a group that is comprised primarily of illegal immigrants. 
Has this turned out to be a wise strategic move? Why or why not?

Internet Sites of Interest

Corporate website: www.bankofamerica.com 

Website of a key competitor: www.citigroup.com

Website of a key competitor: www.jpmorganchase.com

Website of a key competitor: www.wachovia.com

American Bankers Association: www.aba.com 

America’s Community Bankers: www.acbankers.org 

Independent Community Bankers of America: www.icba.org 

American Banker: www.americanbanker.com

ABA Banking Online: www.ababj.com 

Case 8: Bed Bath & Beyond ____________________

Warren Eisenberg and Leonard Feinstein launched Bed ’n Bath in 1971 with one small lin-
ens store in New York and another in New Jersey. The firm expanded into two other states—
California and Connecticut—by 1985, at which time its first successful superstore was launched, 
a format that became a prototype for all future outlets. The company changed its name to Bed 
Bath & Beyond (BBB) in 1987, went public in 1992, and quadrupled its total retail square foot-
age between 1992 and 1996. 

BBB is a nationwide chain of superstores selling domestics merchandise and home fur-
nishings, including large selections of department-store quality, brand-name, and private-label 
products. The company’s domestics merchandise line includes items such as bed linens, bath 
accessories, and kitchen items. BBB’s home furnishings line includes items such as cookware, 
general housewares, cutlery, glassware, and general home furnishings. The firm benefited 
immensely from the demise of former rival Linens ’n Things in 2007.

BBB operates about 1,000 stores, each averaging about 42,000 square feet, with some 
stores much larger than others. BBB emphasizes service, selection, and everyday low prices. 
In addition to BBB stores, the firm operates 70 Christmas Tree Shops, 55 Buy Buy Baby stores, 
and 45 Harmon discount health and beauty shops. The company continues to grow steadily, 
with a recent emphasis on international markets. BBB launched its first store in Canada in 
2007, where it currently operates more than 20. It has also established a joint venture with 
Mexican retailer Home & More.

Management attributes its success in part to the freedom it gives its store managers with 
regard to inventories, new products, and layouts. The firm’s decentralized structure allows store 
managers to have more control than their counterparts at other retailers. The company ships 
merchandise directly to retail outlets, eliminating the expense of a central distribution center and 
reducing warehousing costs. 
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Case Challenges

1. Is the industry for BBB limited to other specialty retailers? To what extent are 
discount retailers such as Wal-Mart and Target prime competitors of BBB?

2. Is BBB likely to remain a successful retailer without a substantial emphasis on 
Internet business?

3. Is BBB pursuing a low-cost, a differentiation, or a combination business strategy? 
Explain.

Internet Sites of Interest

Corporate website: www.bedbathandbeyond.com

Website of a key competitor, The Container Store: www.containerstore.com

National Retail Federation: www.nrf.com

International Housewares Association: www.housewares.org

Case 9: Stanley Black & Decker _________________

Stanley has been a prominent manufacturer of high-quality tools since 1843. Stanley’s reputation 
has been a key strength and has contributed to its success throughout the years. Black & Decker 
has been a leading producer of power tools and accessories in the United States since its incep-
tion in 1910. The two firms merged operations in 2010 to form Stanley Black & Decker.

Stanley Black & Decker markets its products worldwide, emphasizing the United States, the 
United Kingdom, and Latin America with recent ventures into Europe and Asia. Best known for 
its Black & Decker, Stanley, and DeWalt brand names, the firm also produces Pfister plumbing 
products, Kwikset security hardware, SnakeLight flashlights, DustBuster vacuum cleaners, and a 
variety of electric lawn and garden tools, including edgers and trimmers. 

Most of the firm’s products are sold through retailers, with home improvement giants Lowe’s 
and Home Depot accounting for approximately 10% of the company’s revenues. A limited num-
ber of its products are distributed through Wal-Mart. Stanley Black & Decker maintains a small 
number of reconditioning centers and factory outlets where new and refurbished products are 
sold directly to the public.

Today, Stanley Black & Decker boasts combined revenues of about $10 billion globally with 
manufacturing facilities in the United States, Mexico, China, Brazil, and the United Kingdom. Black 
and Decker products have been targets in the United States because of outsourcing concerns with 
production shifting from the United States primarily to China throughout the 2000s and early 2010s.

Case Challenges

1. To what degree is Stanley Black & Decker’s success contingent on its distribution 
through home improvement giants Home Depot and Lowe’s, as well as discount 
retailers such as Wal-Mart and Target?

2. Is international growth an attractive option for Stanley Black & Decker? Why or 
why not?

3. Could Stanley Black & Decker experience a backlash from American consumers 
if it continues to move manufacturing operations abroad, particularly to China?
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Internet Sites of Interest

Corporate website: www.stanleyblackanddecker.com 

Website of a key competitor, American Standard: www.americanstandard.com

Website of a key competitor, Danaher: www.danaher.com

Website of a key competitor, Makita: www.makita.com

National Retail Hardware Association: www.nrha.org 

Case 10: Cici’s Pizza __________________________

Cici’s Enterprises was founded in Plano, Texas, in 1985. The firm operates and franchises a 
chain of Cici’s Pizza restaurants in the United States. Most locations can be found in strip malls in 
suburban areas of the Southeast and Southwest. Known for its “Hi, welcome to Cici’s” greeting, 
the restaurant chain seeks to offer a fun, economical, and family-oriented environment. 

Cici’s is known for its all-you-can-eat buffet including pizza, salad, dessert, and other 
select items. Product selection is limited, typically with only several salad and specialty dessert 
options, but the price is usually around $6, consistently lower than buffets offered at competi-
tors like Pizza Hut. Moreover, Cici’s offers its buffet all day, every day.

Patrons who choose to eat inside a Cici’s restaurant must order the buffet at the counter. 
Customers can request special pizzas, but only as part of the buffet. Menu service is available for 
take-out, but delivery is not offered. Cici’s offers a number of unusual items from time to time, 
including macaroni and cheese pizza and Bavarian cream dessert pizza. 

Cici’s success is built on the firm’s clearly defined business model. By offering only a self-
service buffet and limited nonpizza items, Cici’s keeps costs at a minimum. Cici’s low costs trans-
late into low prices as well. In most markets, competitors offering pizza buffets do so only at 
lunch or on certain days and typically charge more. Although its pizza quality is widely viewed 
as modest, its simplicity, speed, and price is usually unmatched by its rivals.

The company’s growth rate has been extraordinary. Over 600 Cici’s Pizza locations are in 
operation, and the company plans to double this number over the next 10 years. Most units are 
franchised, a model Cici’s is likely to exploit in its continued growth effort.

Case Challenges

1. What is the basis for Cici’s cost leadership position? Can competitors duplicate 
this basis? Explain.

2. What is responsible for Cici’s rapid growth rate? Is this pace likely to continue 
in the future?

3. What competitive vulnerabilities does Cici’s face?

Internet Sites of Interest

Corporate website: www.cicispizza.com

Website of a key competitor: www.pizzahut.com

Website of a key competitor: www.littlecaesars.com

Pizza Marketplace: www.pizzamarketplace.com 
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Pizza Today: www.pizzatoday.com 

Nation’s Restaurant News: www.nrn.com

National Restaurant Association: www.restaurant.org 

Restaurant News Resource: www.restaurantnewsresource.com 

Case 11: Costco ______________________________

The first Price Club Warehouse was opened in San Diego in 1975 by Sol Price, Robert Price 
(Sol’s son), Rick Libenson, and Giles Bateman. The firm originally sought to sell merchandise 
in volume at deep discounts only to small businesses but later expanded the concept to include 
government, utility, and hospital employees. By 1980, the company had four stores in Arizona 
and California and went public.

During the 1980s, the company expanded to the eastern United States and Canada. In 1988, 
Price Club acquired grocery distributor A. M. Lewis and launched Price Club Furnishings. In 
the early 1990s, however, competition intensified from Sam’s Club and Pace. In 1992 and 1993, 
Price Club’s joint venture with retailer Controladora Comercial Mexicana led to the opening of 
two Price Clubs in Mexico City. 

Later in 1993, Price Club merged with Costco Wholesale. During the 1990s, the firm 
expanded its international interest, launching outlets in Great Britain, Japan, and South Korea. 
Price Club changed its corporate name to Costco Companies in 1997 and again to Costco 
Wholesale in 1999.

Costco is the largest wholesale club operator in the United States, operating about 600 mem-
bership warehouses—each amassing about $150 million in sales—and serving about 65 million 
members. Most of its outlets are located in the United States and Canada, but additional stores 
can be found in Mexico, Japan, Australia, South Korea, Taiwan, Puerto Rico, and the United 
Kingdom. Membership costs about $50 per year and is available to businesses and individuals. 

Costco’s business model emphasizes rock bottom prices on a limited selection of mostly 
brand-name products in a wide range of merchandise categories. A typical outlet carries about 
4,000 products ranging from alcoholic beverages and appliances to fresh food, pharmaceuticals, 
and tires. Costco also offers its members insurance, financial, and travel services. Its subsidiary, 
Costco Wholesale Industries, operates manufacturing business in food packaging, meat pro-
cessing, and jewelry to support retail efforts.

Much of Costco’s success can be attributed to its ability to minimize costs by negotiating 
fiercely with suppliers. The company never requires its members to pay more than 14% above 
the firm’s cost for goods.

Jim Sinegal stepped down as CEO in 2012 and was succeeded by chief operating officer 
(COO) Craig Jelinek.

Case Challenges

1. What are the strategic limitations faced by membership clubs?

2. Does Costco compete with nonmembership retailers such as Wal-Mart and 
Target? Why or why not?

3. How does Costco’s business model differ from that of traditional discount retail-
ers? Is this model likely to be more successful in the coming years?

4. Can Costco compete successfully on a large scale outside of the United States 
and Canada? Why or why not?
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Internet Sites of Interest

Corporate website: www.costco.com 

Website of a key competitor, Sam’s Club: www.samsclub.com 

Website of a key competitor, BJ’s Wholesale Club: www.bjswholesale.com 

National Retail Federation: www.nrf.com

Retailing Today: www.retailingtoday.com

Case 12: Dell ________________________________

By the time Michael Dell enrolled at the University of Texas in 1983, he was already a successful 
entrepreneur. Although his initial academic interest was not business, Dell launched a venture 
selling random-access memory (RAM) chips and disk drives for IBM personal computers out of 
his dorm room. When his business grossed $80,000 a month the following year, he decided to 
drop out of college and focus on his new enterprise full-time. 

Dell decided to build and market IBM clones directly to consumers rather than through 
retail outlets. His direct marketing strategy resulted in price reductions of about 40% below retail 
prices. International sales offices were added in 1987 and Dell went public the next year. In 
1991, Dell began to allow select retailers to sell its PCs at direct-mail prices, a strategy it would 
abandon several years later. In the following years, the firm opened markets in Latin America, 
Japan, and Australia. Dell also began manufacturing servers.

In 1996, Dell began selling PCs through its website. Growth continued, and in 1998, the 
company increased manufacturing in the Americas and Europe and added its first production 
and customer facility in China. Growth continued and in 2004, founder and chairman Michael 
Dell was succeeded as CEO by company president Kevin Rollins. Michael Dell remained as 
chairman, however, and retook control of the company from Rollins in 2007. 

Dell began selling its PCs through retail stores again in 2007, a marked shift in its distribution 
strategy. Since that time, the firm has also made a number of acquisitions and has shifted most of its 
manufacturing activities from Austin, Texas, and other U.S. locations to facilities in Mexico and Asia.

Dell has operations primarily in the United States, Canada, Latin America, Europe, the Pacific 
Rim, Japan, Australia, and New Zealand. Dell offers PCs, servers, storage devices, and a wide 
variety of hardware components, as well as integration, training, and support. Although the 
firm has sought to develop a number of new products, desktop PCs account for approximately 
50% of revenues, with notebook computers accounting for approximately 25%. Dell has grown 
aggressively in parts of Asia, including India, China, and Malaysia. Today, Dell is the world’s 
third largest supplier of PCs behind Hewlett-Packard (HP) and Lenovo. 

Case Challenges

1. Although Dell began selling PCs through retailers in 2007, the firm continues to 
rely heavily on direct sales to end users. How did and does Dell’s marketing 
strategy differ from that of its major competitors such as HP and Lenovo?

2. Sales of personal computers grew rapidly in the 1980s and early 1990s but have 
leveled off in the 2000s. Is it possible for Dell to continue to grow in such a 
heavily saturated market?

3. Will Dell face significant problems of CEO succession when Michael Dell eventu-
ally leaves the firm?
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Internet Sites of Interest

Corporate website: www.dell.com 

Website of a key competitor, HP: www.hp.com 

Website of a key competitor, Lenovo: www.lenovo.com 

Computer and Communications Industry Association: www.ccianet.org 

PC World: www.pcworld.com 

Case 13: Delta Air Lines _______________________

Atlanta-based Delta Air Lines provides scheduled air transportation for passengers and cargo 
throughout the United States and around the world. Delta serves over 350 cities in more than 60 
countries. Founded as the world’s first crop dusting service in 1924, Delta has grown to become 
the third largest airline in the world behind United and American. 

The firm launched no-frills Delta Express in 1996 to compete with low-cost producers like 
Southwest and JetBlue. Although a success at first, costs began to rise rapidly in subsequent 
years. In 2003, Delta’s revised its concept of a budget carrier and launched Song, a brand that 
subsumed Delta Express shortly thereafter. Most Song routes connect major Northeast cities 
with Florida leisure travel destinations.

Like other global airlines, Delta was affected substantially by the 9/11 terrorist attacks. As a 
result, Delta quickly eliminated a number of flights and reduced its workforce.

In 2002, Delta entered into a marketing alliance with Continental and Northwest Airlines that 
included code-sharing whereby two or more airlines list the same flight as their own to stream-
line passenger bookings. The alliance also allows for reciprocal frequent flier and airport lounge 
access arrangements. 

Delta currently operates a fleet of over 700 aircraft with U.S. hubs located in Atlanta, Cincinnati, 
Detroit, Memphis, Minneapolis, New York, and Salt Lake City. Passenger revenues account for 
over 90% of Delta’s total revenues with cargo and other revenues accounting for the rest. 

Delta fell on hard times and sought bankruptcy protection in 2005. The airline emerged 
from bankruptcy in 2007, acquired Northwest Airlines in 2008, and completed the integration in 
2010. Delta has been profitable in recent years, but continues to struggle with increased operat-
ing costs, particularly those tied to increases in the price of fuel.

Case Challenges

1. Is Delta positioned well if another terrorist attack involving aircraft occurs in the 
United States? Explain.

2. As a full-service carrier, should Delta really be concerned with low-fare carriers?

3. Is Delta’s future success inextricably tied to that of its rivals? If so, how can Delta 
differentiate itself from other full-service carriers?

Internet Sites of Interest

Corporate website: www.delta.com 

Website of one of the top three airlines ranked by revenues, United: www.ual.com

www.ual.com
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Website of one of the top three airlines ranked by revenues, American Airlines: www 
.aa.com

Air Transport Association (the primary trade association; an excellent source of current 
industry information): www.airlines.org

Air Transport Action Group: www.atag.org 

International Air Transport Association: www.iata.org 

Industry news from Airwise: http://news.airwise.com

Case 14: Dollar Tree __________________________

In 1986, Douglas Perry, Macon Brock, and Ray Compton founded Dollar Tree Stores as an off-
shoot of retail chain K & K Toys. K & K was divested in 1991 in order to place full emphasis 
on developing the dollar store concept. At that time, strategic challenges included shifting the 
company away from closeouts, growing the firm, and locating stores in more economical strip 
centers rather than shopping malls. 

Dollar Tree went public in 1995 and acquired Chicago-based retail chain Dollar Bills the 
following year. Dollar Tree acquired California retail chain 98 Cent Clearance Centers in 1998; 
New York state retail chain Only $One in 1999; and Pennsylvania-based, single price retail chain 
Dollar Express in 2000. The acquisition effort continued with Greenbacks, adding its 96 stores 
in 2003, and Deal$-Nothing Over a Dollar, adding another 138 stores in 2006. Dollar Tree con-
tinues to expand internally as well, opening fully automated distribution centers in an effort to 
improve its operating efficiency and support its ongoing expansion.

Merchandise in a typical Dollar Tree includes candy and food, housewares, seasonal goods, 
health and beauty care, toys, stationery, and gift items. The company operates about 4,100 discount 
stores in 48 states with the following names: Dollar Tree, Dollar Bills, Dollar Giant, and Deal$. 
Stores are located primarily in high-traffic strip centers anchored by mass merchandisers and super-
markets. New stores also tend to be larger than older ones, approaching 15,000 square feet.

Most of Dollar Tree’s products are priced at one dollar; about 40% of its product line is 
imported from China. Sales of consumables—including food—have increased to about half of 
total revenues. To address this shift, Dollar Tree has added freezers and coolers in about half of 
its stores.

Dollar Tree customers tend to be price-conscious and perceive the prices at other discount 
retailers such as Target and Wal-Mart to be excessive. Dollar Tree offers low prices and excep-
tional convenience due to small store layouts and the simplicity of checkout with most products 
costing one dollar. 

Case Challenges

1. Dollar Tree’s initial growth was almost exclusively through acquisition. Is it likely 
to be an attractive option in the near future?

2. Why is Dollar Tree able to offer its products at prices below those of discount 
chains such as Wal-Mart and Target, firms with greater economies of scale?

3. With annual inflation, it will become more and more difficult for Dollar Tree to 
continue offering almost all of its products for $1? How might such a company 
ease into offering its products at higher prices? Would doing so undermine the 
company’s image?

www.aa.com
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Internet Sites of Interest

Corporate website: www.dollartree.com

Website of a key competitor, Dollar General: www.dollargeneral.com

Website of a key competitor, Family Dollar: www.familydollar.com

National Retail Federation: www.nrf.com

RetailNet: www.retailnet.com 

Retailing Today: www.retailingtoday.com

Case 15: FedEx ______________________________

Between 1969 and 1971, Fred Smith secured $90 million in financing to launch Federal Express 
(now known as FedEx), a service that originally provided overnight and second-day delivery 
to 22 major cities in the United States. FedEx began delivery in 1973, and the company enjoyed 
immediate success. FedEx was the first major air transport firm to implement a “hub and spoke” 
system, whereby all packages were flown to a central location (Memphis) each night and redis-
tributed by air to final destinations in the predawn hours. The airline shift from parcels to pas-
sengers and the strike at UPS in 1974 all contributed to the firm’s early market share gains. 
FedEx went public in 1978.

By the late 1980s, FedEx had begun to move internationally, purchasing Tiger International 
(also known as Flying Tigers) and carriers in Japan and Italy. In 1989, FedEx doubled its interna-
tional volume. In 1995, FedEx created Latin American and Caribbean divisions and became the 
first U.S. express carrier to offer direct flights to China.

In 1996, FedEx introduced the first Internet-based shipping management system, known as 
interNetShip. Another UPS strike in 1997 sent 850,000 packages a day to FedEx, creating more 
opportunities for the firm. In 1998, FedEx averted a pilot strike of its own, prompting the com-
pany to outsource more of its flights.

In 2000, Federal Express adopted its nickname FedEx as its official company name. FedEx 
acquired Kinko’s in early 2004 in an effort to serve a broader array of shipping and office-related 
needs, particularly those of small-business owners; stores were renamed FedEx Office in 2008. 
In 2007, FedEx acquired its Chinese partner DTW Group and launched the first 1-day guaran-
teed service in the country later in the year. FedEx expanded its presence in Mexico in 2011 with 
its acquisition of Servicios Nacionales Mupa, S.A. de C.V.

Today, FedEx provides transportation, e-commerce, and supply chain management 
operations, including worldwide express delivery, ground small-parcel delivery, small quan-
tity freight delivery, and supply chain management services. FedEx remains the world’s 
leading express delivery company, with more than 60,000 drop-off locations, 690 aircraft, 
and about 50,000 vehicles, delivering over 3.5 million packages to about 220 countries and 
territories and from about 2,000 FedEx Office shops every business day. FedEx has even 
partnered with the U.S. Postal Service to provide air transportation for postal express ship-
ments, an arrangement that allows FedEx to utilize post offices as critical package drop-off 
locations. 

Founder Fred Smith remains the CEO and owns approximately 6% of FedEx shares. Smith is 
known as a popular and cagey leader, both inside and outside of the company.
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Case Challenges

1. The Internet has alleviated the need for overnight delivery of many documents. 
How has FedEx survived and even prospered in the midst of this key techno-
logical change?

2. Should FedEx be partnering with a key competitor and protected government 
entity, the U.S. Postal Service? Why or why not?

3. Do FedEx and UPS offer the same delivery services, or has each chosen to focus 
on different forms of delivery and or customer needs? Explain.

Internet Sites of Interest

Corporate website: www.fedex.com

Website of a key competitor, UPS: www.ups.com

Website of a key competitor, DHL: www.dhl.com 

Website of a key competitor, the U.S. Postal Service: www.usps.com 

Transport News: www.transportnews.com 

Case 16: Ford ________________________________

Henry Ford founded Ford Motor Company in 1903 in Dearborn, Michigan. In 1908, Ford assem-
bly lines produced the company’s first car, the Model T. Henry Ford is often quoted as saying 
that a customer could have a Model T in any color as long as it was black. By the late 1910s, 
more than one-half of all vehicles on the road were Fords. In 1919, the firm bought back all of its 
outstanding shares and did not go public again until 1956. 

Ford bought Lincoln in 1922, and the Model T was replaced with the Model A in 1932. Market 
share fell behind GM and Chrysler in the late 1930s, and Ford did not return to second place again 
until 1950. Ford introduced the infamous Edsel in 1958 and the popular Mustang in 1964.

Ford, like other domestic automakers, was hurt by the oil crisis of the 1970s. The company 
responded by cutting its workforce and closing plants during the 1980s. Ford purchased 75% of 
Aston Martin in 1987 (and the remaining shares in 1994). In 1988, the company introduced the 
Ford Taurus and Mercury Sable, and its domestic market share increased to 21.7%.

Ford diversified in the 1980s and 1990s, acquiring car rental agencies Hertz in 1994 and 
Budget in 1996 (which it sold the following year). Ford also established a one-third ownership 
stake in Mazda in 1997. During this time, international expansion was also evident. In 1997, 
Ford began building a minibus line in China. Ford purchased Volvo’s auto manufacturing opera-
tions in 1999, as well as several other related businesses. 

In 2001, Ford announced a 50-50 truck-building joint venture with Navistar to produce a 
common medium-duty chassis customized for Ford and Navistar vehicles. In early 2002, Ford 
embarked on far-reaching cost-cutting measures, including the elimination of 35,000 jobs world-
wide, the closure of three North American assembly plants, and the discontinuation of the Ford 
Escort, the Mercury Cougar, the Mercury Villager, and the Lincoln Continental. Ford continued 
to expand abroad, opening new facilities in China.

After 5 years at the helm and a failed restructuring effort, Ford remained as chairman of 
the board but was replaced as CEO by Boeing executive Alan Mulally in 2006. Ford’s “Way 
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Forward” restructuring program was designed to cut costs in the company’s North American 
operations—including health care expenses—trim production capacity, cut its workforce, and 
build more customer-focused vehicles. Ford struggled in the late 2000s but did not seek U.S. 
government assistance when GM and Chrysler pursued bankruptcy protection. 

Ford has since returned to profitability, propelled by a growing global footprint. Ford has 
developed strategic alliances in a number of countries, including Russia, China, Turkey, and 
Vietnam.

Case Challenges

1. Is it necessary for Ford to produce and/or sell a large proportion of its vehicles 
abroad in order to maintain its strong domestic market position in the coming 
decade?

2. A number of analysts have suggested that world car makers will likely consoli-
date into only two or three within the next 20 years. Should Ford actively pursue 
any specific mergers and acquisitions at this point? Why or why not?

3. How can and should Ford address environmental concerns? Explain.

Internet Sites of Interest

Corporate website: www.ford.com

Website of a key competitor, GM: www.gm.com

Automotive News: www.autonews.com

American Industry Action Group: www.aiag.org

American Automobile Manufacturers Association: www.aama.org

American Automobile Association: www.aaa.com 

Case 17: Home Depot _________________________

Bernard Marcus and Arthur Blank founded Home Depot after losing their jobs in the home 
improvement industry in 1978. Home Depot focused on the needs of the DIY market, special-
izing in building materials and lawn and garden equipment. Three stores were launched in the 
Atlanta area in 1979, and four stores in South Florida were added in 1981. The firm posted sales 
of $50 million that year and went public. By 1983, Home Depot had opened stores in Louisiana 
and Arizona with total sales exceeding $250 million.

Home Depot expanded into California in 1985 and by the following year had amassed 
a total of 60 stores and sales of $1 billion. Home Depot continued to grow and entered the 
northeastern United States and Canada in subsequent years, reaching 500 stores by 1997. Home 
Depot added a direct-mail interest by acquiring mail-order firm National Blind & Wallpaper 
Factory and direct-marketer Maintenance Warehouse.

Home Depot launched Villager’s Hardware stores in New Jersey in 1999, a 
40,000-square-foot outlet designed to compete with traditional hardware stores. The firm 
also began to add large appliances to many of its stores. In 2000, Marcus and Blank became 
cochairmen, and former General Electric (GE) executive Robert Nardelli was named presi-
dent and CEO.
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Aggressive expansion continued in 2001 when Home Depot added another 200 stores and 
acquired Total Home, a small home improvement chain in Mexico. Marcus and Blank stepped 
down as cochairmen, and Nardelli assumed the role in addition to his CEO responsibilities.

Having abandoned its Villager’s Hardware concept in the previous year, Home Depot 
opened its first small store—about 60,000-square-feet—in New York City in 2002. The firm con-
tinued its expansion into Mexico, acquiring Del Norte, a small chain in Juarez. Home Depot 
operates over 100 stores in Canada and has opened a business development office in China.

Competitive pressure by Lowe’s has caused Home Depot to aggressively upgrade its old 
stores while continuing its growth efforts, and contributed to CEO Robert Nardelli ouster in 
2007. Nardelli was replaced by Frank Blake. Sales peaked in 2008 amidst the housing crisis and 
began to rise again in 2011.

Today, Home Depot is the world’s largest home improvement chain and second-largest 
retailer after Wal-Mart, operating approximately 2,250 stores throughout the Americas. Home 
Depot continues to focus on the DIY customer, with more than 40,000 products stocked in a 
130,000-square-foot facility. 

Case Challenges

1. Is it necessary for Home Depot to emphasize both the DIY and contractor seg-
ments of the market to build and maintain economies of scale? Is one segment 
tied more closely to the general state of the economy than the other? Explain. 

2. Has competitive pressure from Lowe’s caused Home Depot to modify its busi-
ness strategy? If so, how?

3. Do international opportunities exist for Home Depot beyond North America?

Internet Sites of Interest

Corporate website: www.homedepot.com 

Website of a key competitor, TruValue: www.truserv.com 

Website of a key competitor, Lowe’s: www.lowes.com 

National Retail Federation: www.nrf.com

Retailing Today: www.retailingtoday.com

Case 18: International Paper ___________________

International Paper (IP) was launched in 1898 when 18 northeastern pulp and paper firms 
consolidated to reduce costs. Growth was not rapid in much of the 1900s, although the firm 
acquired a number of small, related businesses. Following some diversification in the 1960s and 
1970s, IP began to refocus its efforts on paper and pulp. In the 1980s and 1990s, IP embarked on 
a series of key acquisitions, including office paper provider Hammermill Paper, paper manufac-
turer Arvey, composite wood products firm Masonite, and paper products firm Federal Paper.

IP engaged in a restructuring effort after a loss in 1997. The firm sold $1 billion in assets 
and trimmed its workforce by about 10%. The following year, IP acquired Weston Paper & 
Manufacturing and Mead’s distribution business. In 1999, IP acquired rival Union Camp for 
$7.9 billion. 
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The acquisitions continued in 2000 when IP bought Shorewood Packaging for $850 mil-
lion and Champion International for $9.6 billion. Interestingly, the firm restructured again in 
2001, trimming another 10% of its workforce. In 2003, IP began an effort to sell about 17% of its 
 timberland—about 1.5 million acres—to improve its financial position.

At first glance, IP’s myriad of acquisitions and divestments over the past decade may be 
difficult to comprehend. Divestitures alone between 2000 and 2002 totaled about $3 billion. 
However, a closer look reveals that IP has been aggressively acquiring businesses that support 
its core paper, packaging, and forest products focus, while divesting of businesses that may only 
have been tangentially related. 

Today, IP is the world’s largest forest products company. IP is involved in a full array of 
production of printing and writing papers, pulp, tissue, paperboard, packaging, plywood, and 
other wood products. IP also processes forest products including pine lumber, engineered 
wood, laminates, and particleboard. Approximately three quarters of revenues are distributed 
somewhat evenly among paper packaging, paper distribution, and printing papers.

IP has a number of international holdings including Papeteries de France, Scaldia in the 
Netherlands, and Impap in Poland. In addition, the firm controls about 9 million acres of forest 
in the United States and 900,000 acres in Brazil and Russia. In 2006, IP announced a job ven-
ture with Ilim Pulp, Russia’s leading forestry products supplier. IP acquired Asian packaging 
firm Svenska Cellulosa in 2010, facilitating greater expansion into China. IP acquired U.S.-based 
Temple-Inland in 2012, enabling the firm to expand its packaging operations in North America.

Case Challenges

1. During the past several years, IP has engaged in both rapid acquisition of highly 
related businesses and divestment of less related or unrelated businesses. Has 
this been an effective strategy?

2. Are economies of scale essential for firms in the forestry products industry? 

3. What types of political or publicity problems associated with environmental 
concerns could IP face in the future?

Internet Sites of Interest

Corporate website: www.internationalpaper.com

Website of a key competitor, Georgia Pacific: www.gp.com 

Website of a key competitor, Wayerhaeuser: www.weyerhaeuser.com 

Website of a key competitor, Boise Cascade: www.bc.com 

Alliance for Environmental Technology: www.aet.org 

American Forest & Paper Association: www.afandpa.org 

National Paper Trade Association: www.paperfiber.com 

Packaging Online: www.packaging-online.com 

Case 19: Jack in the Box _______________________

In 1951, Robert Peterson launched a chain of drive-thru restaurants located primarily in 
California, Texas, and Arizona. From the beginning, Jack in the Box restaurants featured a clown 
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named Jack who greeted motorists ordering through a two-way speaker device encased inside 
Jack’s head. Business operations have been conducted under various names and public, private, 
and subsidiary affiliations, including Foodmaker, Ralston Purina, and currently (public) Jack in 
the Box, Inc.

Jack in the Box is known as a fast-food innovator, introducing the first breakfast sandwich 
and prepackaged portable salad. Whereas other fast-food restaurants are often hesitant to make 
major product line changes, Jack in the Box continuously modifies its offerings to provide cus-
tomers with an ever-changing array of food items.

In response to a well-publicized E. coli food poisoning incident in 1993, Jack in the Box 
implemented the industry’s first comprehensive Hazard Analysis & Critical Control Points 
(HACCP) system for managing food safety and quality the following year. Jack in the Box con-
tinues to support tougher legislation to mandate food safety systems throughout the fast-food 
industry and actively partners with national consumer organizations to educate the public about 
the best techniques families can use to protect themselves against home-based food poisoning.

In the mid-2000s, Jack in the Box began to emphasize pricier, more upscale items on its 
menu. The firm hopes to succeed with such higher-margin products as deli sandwiches while 
retaining its traditional customer base.

Jack in the Box currently operates and franchises more than 2,200 restaurants in the western 
and southern United States, most of which are company-owned, as well as about 600 Qdoba 
Mexican Grill fast-casual restaurants. The restaurant targets the adult market with a broad and 
changing selection of distinctive, innovative products, including hamburgers, specialty sand-
wiches, tacos and other ethnic products, finger foods, breakfast foods, unique side items, and 
dessert items. 

Case Challenges

1. Jack in the Box is a well-known fast-food restaurant chain in many parts of the 
southwestern United States and California. However, the chain has not pene-
trated markets in much of the remaining sections of the country. Should Jack in 
the Box continue to concentrate its efforts on a limited geographical area?

2. Jack in the Box experienced a crisis in 1993 when four customers died from E. 
coli-tainted hamburgers. What could have been done to avoid this type of crisis? 
Was it managed effectively? 

3. Jack in the Box owns a higher percentage of its stores than do most of its fast-
food rivals. Should the chain continue this approach or does franchising offer 
greater prospects for growth? 

4. In an industry where all competitors appear to market similar products with dol-
lar menus, how has Jack in the Box differentiated itself from its rivals? What 
more can and/or should be done in this regard?

Internet Sites of Interest

Corporate website: www.jackinthebox.com

Website of a key competitor, McDonald’s: www.mcdonalds.com

Website of a key competitor, Burger King: www.burgerking.com

Website of a key competitor, Whataburger: www.whataburger.com

Nation’s Restaurant News: www.nrn.com

National Restaurant Association: www.restaurant.org
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Case 20: Kroger ______________________________

Bernard Kroger was only 22 when he launched the Great Western Tea Company in 1883. 
Growing to 40 stores in the Cincinnati area, the company became known as Kroger Grocery 
and Baking Company in 1902. Kroger continued to grow rapidly in the 1900s and 1910s, acquir-
ing a number of smaller grocery stores. The company acquired Piggly Wiggly stores in six states 
in the late 1920s, as well as most of the rival’s corporate stock (which it did not sell until the 
early 1940s). Kroger reached 5,575 stores before the stock market crash in 1929. Interestingly, 
Bernard Kroger sold his shares and retired just 1 year prior to the crash.

After a brief decline in the number of stores during the Great Depression, Kroger began to 
grow again during the following three decades. In the 1970s, Kroger began to emphasize inter-
nal growth; Kroger added only a small number of new stores, but its total floor space nearly 
doubled. 

Kroger grew through acquisitions again in the 1990s, including Fred Meyer in 1999 and vari-
ous units from Winn-Dixie, Hannaford, Albertsons, Farmer Jack, and Scott’s Food and Pharmacy 
in the 2000s. Kroger acquired a majority stake of The Little Clinic—an in-store walk-in medical 
clinic—in 2008 and completed the acquisition in 2010.

Today, Kroger is the leading supermarket chain in the United States but would be consid-
ered a distant second if Wal-Mart were included in this category. Kroger operates more than 
2,500 supermarkets; 800 convenience stores; 125 supermarket fuel centers; and 430 jewelry 
stores. The company also manufactures and processes food for private label sales in its own 
supermarkets. Kroger stores are primarily located in the Midwest, South, and Western parts of 
the United States although it continues to acquire smaller supermarkets throughout the country, 
as well as poor performing outlets of its major competitors. Retail operations account for about 
98% of company revenues.

Case Challenges

1. What forms of differentiation are available to supermarket chains? What forms is 
Kroger using effectively?

2. Should Kroger continue its acquisition strategy in the future? Why or why not?

3. Does the Internet pose specific opportunities or threats to Kroger? How should 
Kroger prepare to meet these challenges? 

Internet Sites of Interest

Corporate website: www.kroger.com

Website of a key competitor, Albertsons: www.albertsons.com

Website of a key competitor, Safeway: www.safeway.com

Supermarket News: www.supermarketnews.com

National Retail Federation: www.nrf.com

Case 21: Lands’ End __________________________

Copywriter Gary Comer launched Lands’ End (the misplaced apostrophe resulted from 
an early typographical error in a company catalog and has remained ever since) in 1963, a 
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Chicago-based mail-order supplier of sailboat hardware and equipment. In the mid-1970s, 
Comer began to emphasize clothing and soft luggage and subsequently eliminated sailboat 
hardware from the product line. In 1979, Lands’ End moved its warehouse and fulfillment oper-
ations to rural Dodgeville, Wisconsin.

In 1981, Lands’ End launched a national advertising campaign to promote the company’s 
brand name. The company grew following the campaign, emphasizing folksy catalog copy to 
sell traditional clothing in basic colors. Lands’ End went public in 1986. 

In 1990, Comer stepped down as CEO and was replaced by Richard Anderson. During this 
same year, the firm experienced a significant inventory and fulfillment crisis. As sales declined 
in the early part of the year, Lands’ End cut inventories and released a myriad of new products. 
Christmas orders surged, however, and Lands’ End was unable to fulfill customer demand on its 
promised same-day basis. As a result, the company lost sales and incurred substantial shipping 
costs by fulfilling back orders at its own expense. The situation improved in the following year.

In 1991, Lands’ End introduced its first catalog in the United Kingdom and opened a distri-
bution center there shortly thereafter. Former L.L.Bean executive William End was named CEO 
in 1993 but was replaced by Michael Smith in 1994. In the same year, the company was shipping 
small mailings of catalogs in France, Germany, and the Netherlands from its UK distribution cen-
ter. Lands’ End opened an outlet store in the United Kingdom and started selling products online 
in 1995. Product-line debates and sales declines led to another round of management changes 
in 1998, when David Dyer replaced Smith as CEO. Restructuring followed, as more than 10% of 
the salaried workforce was eliminated.

Lands’ End has been active on the web in recent years, including new sites in 1999 in 
Germany, Japan, and the United Kingdom. In the United States, products are marketed on the 
Internet, as well as through traditional catalogs. Lands’ End is the leading online clothing retailer 
in the United States and arguably one of the most successful since the web’s development.

Emphasis is placed on traditionally styled apparel, bed and bath items, casual clothing for 
adults and children, accessories, shoes, and soft luggage. Lands’ End is organized into four 
segments, including (1) adult apparel; (2) specialty goods; (3) international operations; and  
(4) shipping, handling, and gift wrap operations. The company seeks to provide the highest lev-
els of quality and service in the industry along with an unequivocal ironclad guarantee. 

Sears bought Lands’ End in 2002 for nearly $2 billion but has struggled to build the antici-
pated synergy. Sears and Kmart merged in 2004. Sears opened about 75 separate store-in-store 
Lands’ End shops inside Sears retail stores in 2006 and another 24 Lands’ End Canvas shops in 
Sears stores in 2010.

Case Challenges

1. How and why did Lands’ End succeed as an online retailer during the late 1990s 
and early 2000s when a number of Internet businesses failed?

2. How important is further international expansion to Lands’ End’s success?

3. Has Sears’ acquisition of Lands’ End helped or hindered the company? Explain.

Internet Sites of Interest

Corporate website: www.landsend.com

Website of a key competitor, L.L.Bean: www.llbean.com

Website of a key competitor, Gap: www.gap.com

E-Commerce Times: www.ecommercetimes.com

National Retail Federation: www.nrf.com

American Apparel & Footwear Association: www.wewear.org 
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Case 22: Mattel ______________________________

Founded in 1948 by Elliot and Ruth Handler, Mattel, Inc., designs, manufactures, and markets a 
variety of toy products for infants, boys, and girls worldwide. Mattel distributes most of its toys 
through retailers, with a small percentage sold directly to the public. The company employs 
more than 25,000 people in 36 countries and sells products in more than 150 countries.

Major brands of the world’s number one toymaker in the world include the famous Barbie 
dolls, Hot Wheels and Matchbox cars, Magna Doodle, and Fisher-Price, as well as a number 
of products based on characters from Disney, Sesame Street, Barney, Blue’s Clues, Winnie the 
Pooh, and even Harry Potter. About one-third of the company’s revenues are derived from 
Barbie-related products. Major rivals include Hasbro, JAKKS Pacific, and LeapFrog.

Mattel developed a number of core toy lines in the 1950s and 1960s. Barbie was introduced 
in 1959, joined by companion Ken in 1961. Mattel entered the preschool market with the See ’n 
Say talking toy in 1965 and launched Hot Wheels in 1968.

In the 1970s, however, the company moved into several nontoy areas, acquiring Western 
Publishing and the Ringling Brothers and Barnum & Bailey Combined Shows circus. The Mattel 
Children’s Foundation was established in 1978 and has since been funded exclusively by cash 
donations from Mattel. 

Mattel underwent a major restructuring in the mid-1980s when the company divested itself 
of all assets not related to toys and cut toy production capacity by about 40%. In the 1990s, the 
company acquired a number of related businesses, including Aviva Sports, International Games, 
Fisher Price, Tyco, Kransco, and American Girl (then, the Pleasant Company) in 1998. The com-
pany even made an unsuccessful bid for rival Hasbro in 1996. Mattel acquired The Learning 
Company in 1999 and sold it after mounting losses only a year later. During 2003, the Mattel 
Children’s Foundation distributed cash grants of almost $6 million, including a grant of $5 mil-
lion to the Mattel Children’s Hospital at UCLA. 

Mattel announced the breakup of Barbie and Ken in 2004 after over 40 years together. 
Barbie sales declined in the months shortly thereafter and have suffered as a result of intense 
competition from rivals, including MGA Entertainment’s Bratz dolls. Mattel announced a reor-
ganization of its core toy business in 2005 and acquired Hong Kong-based electronic toy com-
pany Radica Games in 2006 in an effort to expand its appeal to older children and young adults. 
Mattel unveiled a new generation of Barbie dolls in 2007.

Today, Wal-Mart, Target, and Toys“R”Us account for almost half of Mattel’s sales. After peaking 
in 2007, sales declined for 2 years during the recession before increasing modestly in 2010. Non-
U.S. revenues have increased steadily over the years to about 40% of the total in 2010.

Case Challenges

1. Is Mattel too dependent on retail giants such as Wal-Mart, Toys“R”Us, and Target?

2. How important is it for Mattel to develop the “winning toy” each year? How 
important is the Barbie franchise in this effort?

3. Having secured the number one position in the United States, should Mattel 
focus its efforts primarily on global markets? Explain.

Internet Sites of Interest

Corporate website: www.mattel.com 

Website of the firm’s main rival, Hasbro: www.hasbro.com 
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Website of a key competitor, LeapFrog: www.leapfrog.com

Website of a key competitor, JAKKS Pacific: www.jakkspacific.com 

Toy Industry Association: www.toy-tia.org 

International Council of Toy Industries: www.toy-icti.org

Game Manufacturers Association: www.gama.org

American Specialty Toy Retailing Association: www.astratoy.org

Case 23: Nike________________________________

Phil Knight and Bill Bowerman met at the University of Oregon in 1957. Five years later, they 
formed Blue Ribbon Sports to manufacture high-quality running shoes. In 1963, they began sell-
ing Tiger shoes—manufactured by Onitsuka Tiger in Japan—out of cars at track meets in the 
United States. The company became Nike in 1972, named for the Greek goddess of victory. 

Nike grew rapidly, securing 50% of the U.S. running shoe market by 1979; the company 
went public in 1980. The shoemaker expanded into other sports with Michael Jordan’s Air 
Jordan in 1985 and the cross-trainer in 1987. Nike signed Tiger Woods to a $40 million endorse-
ment contract in 1995 and continued its prowess into most major sports. Nike acquired competi-
tor Converse in 2003 and currently competes with shoemakers Adidas, Reebok, and others. The 
firm continued to expand its product offerings to a variety of sports-related categories, including 
apparel, clothing bags, two-way radios, and even heart monitors. Nike’s late 1980s advertising 
slogan “Just Do It” is still widely renowned as highly effective and memorable. 

Today, Nike is the number one shoemaker in the world and controls over 20% of the ath-
letic shoe market in the United States. The company designs and markets shoes for basket-
ball, baseball, golf, cheerleading, volleyball, and other sports—in addition to Cole Haan dress 
and casual shoes and a line of athletic apparel—in about 200 countries. Chairman, CEO, and 
cofounder Phil Knight still owns controlling shares in the company. Much of Nike’s success 
may be attributed to its endorsements, including such notables as LeBron James, Kobe Bryant, 
Michael Jordan, and Roger Federer.

Nike products are distributed through an estimated 23,000 retail sporting goods and shoe 
stores in the United States and 30,000 abroad. The firm operates about 700 company-owned stores, 
accounting for about 15% of revenues. The Nike brand accounted for 87% of revenues in 2010. Nike 
also operates 24 distribution centers worldwide, with approximately half of the company’s revenues 
coming from outside of the United States. Nike veteran Mark Parker has been CEO since 2006.

Because most of its shoes are manufactured by contractors in low wage companies, Nike 
has been a constant target of human rights activists citing poor wages and alleging child labor 
violations and substandard working conditions. Nike has taken steps to improve conditions, but 
critics continue to charge that more should be done.

Case Challenges

1. How important are Nike’s expensive endorsements to the company’s success? 
Are the endorsements really worth the money? Explain.

2. To what extent, if any, is Nike liable for the actions of its manufacturing contrac-
tors with regard to employment issues and human rights violations?

3. Do small rivals like China’s Li-Ning pose a serious threat to Nike? Could private 
label athletic shoes challenge Nike, especially in poor economic times?
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Internet Sites of Interest

Corporate website: www.nike.com 

Website of a key competitor, Adidas: www.adidas.com 

Website of a key competitor, Li-Ning: www.li-ning.com

Sporting Goods Manufacturers Association: www.sgma.com

American Apparel & Footwear Association: www.wewear.org 

Case 24: Papa John’s  _________________________

Papa John’s is the third largest pizza chain in the United States behind Pizza Hut and Domino’s. 
The company operates more than 3,500 pizzerias—about 600 company-owned and the remain-
der franchised—in the United States and about 30 countries. Papa John’s typically offers delivery 
and carryout options but no restaurant seating. CEO John Schnatter founded Papa John’s in 
1985 at age 23 and owns 30% of the company.

Papa John’s has always distinguished itself from rivals by using only fresh ingredients, 
concentrating on quality, and limiting the number of nonpizza items on the menu. The com-
pany frequently comes out on top in national taste tests and customer service surveys. Papa 
John’s has received the top customer satisfaction rating among all national fast food restaurant 
chains every year from 1999 to 2004, as measured by the American Customer Satisfaction 
Index.

The Papa John’s menu includes pizza with limited side items such as breadsticks and 
chicken strips. Bottled soft drinks are also available. Papa John’s traditional pizza crust 
is made fresh, topped with 100% mozzarella cheese, meats with no fillers, and fresh 
vegetables. 

During 2003 and 2004, Papa John’s has closed unprofitable stores, while selling a number 
of units to franchisees. Papa John’s opened its first store in Russia in late 2003 and expanded its 
number of stores in Canada and the Bahamas in 2004. 

Papa John’s operates quality control centers that offer economies of scale and deliver 
fresh ingredients to stores twice weekly. Domestic franchises are required to purchase dough 
and spice mix from the quality control centers or approved suppliers to ensure consistent 
quality. 

Its high customer satisfaction scores notwithstanding, Papa John’s has secured only about 
7% of the quick-service pizza segment, behind Pizza Hut with 20% and Domino’s with 12%. 
Other competitors include Pizza Inn, Little Caesar’s, and Cici’s, a low-price buffet-oriented pizza 
chain. Individual Papa John’s locations must also compete with various independent pizzerias 
that have only one or a few locations.

Since the recession of the late 2000s, Papa John’s has emphasized cost containment. About 
170 additional franchises were added in the United States in 2010, but about 80 poor-performing 
units were closed. Recent global expansion has occurred in China, where Papa John’s owns 
more than 20 locations.

Case Challenges

1. Why does Papa John’s seem to be pursuing a stability strategy in a market where 
some of its key competitors are expanding rapidly?
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2. To what extent do low-cost pizza providers like Little Caesar’s and Cici’s pose a 
threat to Papa John’s?

3. Should Papa John’s develop eat-in restaurants like Pizza Hut or stick to delivery 
and carry-out service?

Internet Sites of Interest

Corporate website: www.papajohns.com 

Website of a key competitor: www.dominos.com 

Website of a key competitor: www.pizzahut.com 

Website of a key competitor: www.cicispizza.com 

Pizza Marketplace: www.pizzamarketplace.com 

Pizza Today: www.pizzatoday.com 

Nation’s Restaurant News: www.nrn.com

National Restaurant Association: www.restaurant.org 

Restaurant News Resource: www.restaurantnewsresource.com 

Case 25: Pfizer _______________________________

Pfizer was founded in 1849 in Brooklyn, New York, by Charles Pfizer and Charles Erhart and 
was incorporated in 1942. The company experienced considerable growth during the half cen-
tury following its incorporation. After its merger with Warner-Lambert in 2000 and the com-
pany’s acquisition of rival Pharmacia in 2003, Pfizer became the world’s largest research-based 
pharmaceuticals firm. 

During this same period, however, the company shed some of its non-pharmaceutical busi-
nesses, including the Schick-Wilkinson Sword shaving products division, the Tetra fish-care 
division, and the Adams confectionary business. Currently, Pfizer’s subsidiaries include Warner-
Lambert, Goedecke, and Parke-Davis.

Pfizer currently markets eight of the world’s top 25 drugs. The firm’s best-known products 
include pain management drug Celebrex, erectile dysfunction therapy Viagra, antidepressant 
Zoloft, and cholesterol control aid Lipitor. In addition, Pfizer provides some over-the-counter 
(OTC) drugs, including BENGAY rubs, Neosporin antibiotic ointment, Unisom sleep aid, cold 
remedies Benadryl and Sudafed, and a variety of skin and eye care products. Pfizer also has a 
veterinary products division.

In 2003, Pfizer amassed $45 billion in sales worldwide, well ahead of its closest rival 
GlaxoSmithKline. The company depends heavily on a limited number of highly successful 
drugs, however. In 2003, ten different drugs accounted for over 80% of the firm’s sales. 

Pfizer’s growth and success may be attributable to a number of factors, including the firm’s 
recent acquisitions and its ability to work effectively within various government regulations. The 
company has enjoyed substantial success marketing its prescription drugs directly to consum-
ers. Pfizer has also been able to leverage its R & D efforts by developing a number of highly 
successful and lucrative prescription drugs. In an industry recognized for its R & D capabilities, 
Pfizer is known as a leader.
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One of Pfizer’s most visible drugs is the “little blue pill” Viagra, which received U.S. 
Food and Drug Administration (FDA) approval in 1998. Pfizer enjoyed market dominance 
at first with this product, but intense competition from rivals, including Bayer’s Levitra and 
Lilly’s Cialis, ensued shortly thereafter. Nonetheless, the product name remains a house-
hold word in the United States and many parts of the world. Three drugs—(1) cholesterol-
lowering Lipitor, (2) Norvasc, and (3) Zoloft—account for a significant percentage of overall 
revenues.

Pfizer acquired pharmaceutical firm Wyeth in 2009 and was able to reduce its workforce by 
15% as part of the integration. Pfizer agreed to a $2.3 billion settlement later in the year to settle 
allegations that it improperly marketed four drugs, including painkiller Bextra. The penalty was 
the largest health care fraud fine at the time. 

Case Challenges

1. Evaluate the effectiveness of Pfizer’s recent acquisitions and divestments?

2. How can Pfizer maintain its leadership position in the world pharmaceutical 
industry?

3. Identify the ethical considerations that are especially prominent in the pharma-
ceutical industry. How has Pfizer fared with regard to these factors?

Internet Sites of Interest

Corporate website: www.pfizer.com 

Website of a key competitor: www.bayer.com 

Website of a key competitor: www.merck.com 

Website of a key competitor: www.novartis.com 

American Association of Pharmaceutical Scientists: www.aaps.org

American Pharmaceutical Association: www.aphanet.org 

World Health Organization: www.who.int/en

Pharmaceutical Research and Manufacturers of America: www.phrma.org

Association of the British Pharmaceutical Industry: www.abpi.org.uk 

Pharmacist.com: www.pharmacist.com 

Case 26: Southwest Airlines ____________________

Texas businessman Rollin King and attorney Herb Kelleher founded Air Southwest in 1967 as 
a regional airline linking Dallas, Houston, and San Antonio. Southwest made its first scheduled 
flight in 1971 and passed the $1 billion revenue mark in 1989. Today, Southwest Airlines oper-
ates about 3,400 flights each day and is the largest airline in the United States based on passen-
gers carried.

Southwest is a classic no-frills airline although service is generally perceived to be excellent 
and on-time performance rivals or exceeds its larger peers. Meals are not served although pas-
sengers are encouraged to bring their own food on the plane. In addition, there are no reserved 
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seats. Each passenger is allowed to board and select a seat based on his or her arrival time at the 
gate. Southwest operates out of smaller airports whenever possible.

Southwest was the first carrier to establish an Internet home page and sells a substantial por-
tion of its tickets through its own website. Southwest spends about $1 to book a ticket online, 
compared to $6 to $8 per ticket when booking through agents. The airline’s frequent-flier pro-
gram, known as Rapid Rewards, is among the most generous in the industry.

Southwest has enjoyed 38 consecutive years of profits, including 2001 when the 9/11 terror-
ist attacks riveted other American carriers into deep losses. The airline has been the only major 
U.S. carrier to avoid layoffs and maintain a full flight schedule since that time. The company 
even began hiring additional employees in early 2002.

Southwest is known for its fun-loving, service-oriented culture. Every flight attendant seems 
to be an amateur comedian, an approach that subsided after 9/11 but reemerged a few years 
later. Chairman Herb Kelleher, who stepped down as CEO in 2001, helped establish a reputa-
tion for the company as one of the top employers in the United States. Fortune typically rec-
ognizes Southwest as one of the most admired companies in its annual surveys. Southwest is 
nearly 85% unionized but has experienced only one strike.

Southwest acquired AirTran in 2011, giving the airline a foothold in Atlanta, the world’s most 
traveled airport.

Case Challenges

1. Because Southwest competes primarily in short-haul routes at low fares, should 
traditional carriers such as American and Delta be considered as primary competi-
tors? What about other transportation providers such as Amtrak and Greyhound?

2. Southwest was the only major U.S.-based airline to turn a profit in 2001. Why?

3. How does Southwest’s acquisition of AirTran alter the firm’s competitive landscape?

Internet Sites of Interest

Corporate website: www.southwest.com

Website of one of the top three airlines ranked by revenues, American (AMR): www 
.amrcorp.com

Website of one of the top three airlines ranked by revenues, United: www.ual.com

Website of one of the top three airlines ranked by revenues, Delta: www.delta.com 

Website of low-cost competitor, JetBlue: www.jetblue.com

Web site of Ireland’s up-and-coming budget carrier, Ryanair: www.ryanair.com 

Air Transport Association (the primary trade association; an excellent source of current 
industry information): www.airlines.org

Industry news from Airwise: http://news.airwise.com

Case 27: Starbucks ___________________________

Starbucks was founded in 1971 in Seattle by Gordon Bowker, Jerry Baldwin, and Ziv Siegl. 
By 1982, Starbucks had five retail stores and was selling high-quality whole bean and 

www.amrcorp.com
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ground coffee products to restaurants and espresso stands in the Seattle area. In that same 
year, Howard Schultz joined Starbucks to manage retail sales and marketing. After convinc-
ing the firm to open a downtown Seattle coffee bar in 1984, which was successful, Schultz 
left Starbucks to open his own coffee bar, Il Giornale, which served Starbucks coffee. 
Schultz acquired Starbucks in 1987, and locations were opened in Chicago and Vancouver. 
The company published its first mail-order catalog in 1988. In 1991, Starbucks became the 
first U.S.-based privately held company to offer stock options to all employees. The com-
pany went public in 1992.

Today, Starbucks’ coffee shops and kiosks can be found in a variety of shopping centers, 
office buildings, bookstores, and other outlets. Starbucks’ product line includes food and bev-
erage items such as coffee, coffee beans, and pastries, as well as accessories such as mugs and 
grinders. Starbucks’ beans are also marketed to restaurants, airlines, hotels, and directly to the 
public through mail order and online catalogs. Interestingly, Starbucks is capitalizing on taste 
changes that predate the company’s founding. In the early 1960s, American adults consumed an 
average of three cups of coffee each day. 

Consumption has declined to less than two cups, with only half of American adults as cof-
fee drinkers. During this time, decaffeinated coffee sales soared. In addition, a new category 
of intensely loyal coffee drinkers was born. This group of adults consumes “specialty” or “pre-
mium” coffees, including regular and decaffeinated versions with a variety of origins and fla-
vors. Sales of specialty coffee has climbed from about $45 million annually to well over $2 
billion today, accounting for about 20% of all coffee sales.

 Because Starbucks markets both whole beans and coffee beverages, its competition comes 
from two distinct groups of firms. A number of regional coffee manufacturers distribute pre-
mium coffees in local markets, while several large national coffee manufacturers, such as Nestle, 
Procter & Gamble (P&G), and Kraft General Foods, market and distribute specialty coffees in 
supermarkets. Coffee beverages are distributed by restaurants, grocery stores, and coffee retail-
ers. Seattle’s Best Coffee is a fierce competitor. 

 Starbucks operates about 17,000 stores in 40 countries. More than half of the stores—
including those in the United States—are company-owned, while the remaining non-U.S. units 
are franchised. Growth slowed in the late 2000s due primarily to a global economic decline and 
increased competition from McDonald’s. 

Case Challenges

1. What are some of the challenges associated with Starbucks’ aggressive growth 
strategy?

2. Could an unanticipated change in coffee consumption patterns disrupt Starbucks 
in the same way that it paved the way for the company’s growth in the 1980s 
and 1990s?

3. What problems might arise from Starbucks’ efforts to expand rapidly into nations 
such as China and Mexico?

Internet Sites of Interest

Corporate website: www.starbucks.com

National Retail Federation: www.nrf.com

Hawaii Coffee Association: www.hawaiicoffeeassoc.org

National Coffee Association USA: www.ncausa.org
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Case 28: Walgreens ___________________________

Walgreens was founded in 1901 and incorporated in 1909 in Chicago. Like other drugstores 
in the early 20th century, Walgreens emphasized a soda fountain and a lunch counter. By 
1929, the firm had amassed 394 stores and $47 million in revenues. By the 1950s, Walgreens 
had begun a shift to self-service stores, but rapid growth did not occur until the late 1970s 
and early 1980s. Walgreens passed the 1,000-store milestone in 1984 and continued to grow 
steadily.

Today, Walgreens is the leading drugstore chain in the United States, operating almost 8,000 
stores throughout the United States, Guam, and Puerto Rico. The firm also operates two mail 
service facilities and 13 distribution centers throughout the country.

Prescriptions account for about 65% of company sales, with the rest coming from OTC 
medications, cosmetics, toiletries, photo processing, and grocery items. Approximately 90% of 
prescriptions are paid by insurance companies or other third parties. Most stores offer drive-
thru pharmacies and almost all offer in-store photo processing. Walgreens’ closest rival is CVS, 
although competition from pharmacies in grocery stores and discount retailers such as Wal-Mart 
has intensified.

More consumers are using health insurance to pay for prescription drugs. Retailers receive 
the same payment from insurers for a given drug and consumers pay the same co-pay regard-
less of pharmacy. As a result, convenience appears to have replaced price as the most important 
factor in the pharmacy side of the business. In this regard, “convenience” includes such factors 
as the acceptance of a given insurance plan, store hours, waiting periods, options for telephone 
and Internet refills, and the availability of grocery or other items that a consumer might wish to 
purchase while picking up a prescription. 

Walgreens has responded to this emphasis on convenience by developing highly visible and 
accessible freestanding stores in high-traffic locations. Many of the stores are open 24 hours a 
day. As such, Walgreens continues to emphasize building new stores rather than acquiring them 
from smaller rivals. 

Walgreens has benefited from constant increases in U.S. expenditures on prescription 
drugs, a trend that is projected to continue well into the future. The effects of the Patient 
Protection and Affordable Care Act of 2010 (and any subsequent revisions) on Walgreens 
remain unclear.

Case Challenges

1. Is “low price” an important factor in the drug store industry? Explain.

2. Is Walgreens’ rapid growth strategy realistic? Why or why not?

3. How will changes in U.S. health care policy affect Walgreens? Explain.

Internet Sites of Interest

Corporate website: www.walgreens.com 

Website of a key competitor: www.cvs.com 

Website of a key competitor: www.eckerd.com 

Website of a key competitor: www.riteaid.com 

National Association of Chain Drug Stores: www.nacds.org 
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American Pharmaceutical Association: www.aphanet.org 

National Pharmaceutical Association (UK): www.npa.co.uk 

National Retail Federation: www.nrf.com 

Case 29: Wal-Mart ____________________________

Sam Walton began his career in retailing as a J. C. Penney management trainee. He later leased 
a five-and-dime store in the rural community of Newport, Arkansas, in 1945. Five years later, he 
launched Walton 5 & 10, and by 1962, Walton owned 15 Ben Franklin stores under the Walton 
name. Walton envisioned a rapid expansion of chain discount stores in small towns, a concept 
rejected by Ben Franklin. As a result, Sam and his brother James “Bud” Walton opened the first 
Wal-Mart Discount City in 1962. Wal-Mart Stores reached 18 stores with sales of $44 million in 
1970, and the company went public.

The company continued to avoid the competition by opening stores in small and mid-
sized towns. The company amassed 276 of its own stores with annual sales in excess of $1 
billion by 1980. Three years later, the first Sam’s Wholesale Club was opened, touting a cash-
and-carry, membership-only warehouse format. Rapid growth continued through the 1980s 
and 1990s. 

Today, the Bentonville, Arkansas-based firm operates more than 10,000 stores—over 
half outside the United States—including traditional discount stores, “supercenters” that also 
sell groceries, and Sam’s Wholesale Clubs, as well as some Internet sales. Wal-Mart has loca-
tions in all 50 states and is the leading retailer in Canada and Mexico (through its Wal-Mart de 
México division). Wal-Mart also operates stores in Germany, Korea, Japan, and China, as well as 
other nations in Asia, Europe, and South America. The heirs of the late Sam Walton (Wal-Mart’s 
founder) own about 38% of the company.

It is almost impossible to separate Wal-Mart from its founder. The flamboyant leader was 
known for his charismatic style, emphasis on customer service, and high esteem for Wal-
Mart employees. More than anything, however, Walton instilled a bias for action in manag-
ers and associates alike. Store change is constant as opportunities for improvement were 
constantly being sought. Within each store, department managers act as entrepreneurs and 
are encouraged to innovate. CEO David Glass continued Walton’s commitment to cost con-
trol, innovation, greater emphasis on the upscale market, and a customer-centered culture 
until the top job was handed to Lee Scott in 2000. Following an incessant stream of criticism 
alleging such practices as unfair price competition and employment discrimination, Scott 
launched a concerted effort in late 2004 to defend Wal-Mart’s record, both as a successful 
retailer and as a good corporate citizen. Wal-Mart is under constant pressure from environ-
mental groups and organized labor, and defends itself against the most lawsuits of any firm 
in the United States.

Wal-Mart has continued to expand in the early 2010s, including an emphasis on smaller, 
neighborhood stores that carry both grocery and household items. Major appliances such as flat-
screen televisions were added in the late 2000s. Wal-Mart acquired a 51% stake in South African 
firm Massmart in 2011, giving the firm access to sub-Saharan Africa. 

Case Challenges

1. Is it easy to become enamored with a company when it has enjoyed so much 
success over the years? What are Wal-Mart’s weaknesses?
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2. Does Wal-Mart’s new neighborhood store format run counter to the cost-cutting 
emphasis that is at least partially responsible for the success of its traditional 
stores? Explain.

3. What challenges can Wal-Mart expect with its international expansion efforts?

Internet Sites of Interest

Corporate website: www.walmart.com

Website of a key competitor: www.target.com

National Retail Federation: www.nrf.com

Retailing Today: www.retailingtoday.com

Case 30: Yum! Brands ________________________

In 1997, PepsiCo spun off three of its restaurant holdings—(1) Pizza Hut, (2) Taco Bell, and 
(3) Kentucky Fried Chicken (KFC)—in order to focus more on its core beverage business. The 
resulting company, Tricon Global Restaurants, was renamed Yum! Brands and boasts over 
37,000 locations in more than 110 countries—the largest number in the industry—although the 
firm still trails McDonald’s in terms of revenue. 

Yum has three primary business units: (1) KFC, (2) Pizza Hut, and (3) Taco Bell. KFC has 
about 17,000 outlets, half of which are located in one of more than 80 countries outside of the 
United States. KFC also accounts for almost half of the quick-service chicken business in the 
United States. Pizza Hut has about 13,000 outlets throughout the world and leads the U.S. pizza 
market with a 15% market share. Almost all of its approximately 6,000 Taco Bells are located in 
the United States, where the brand controls about 60% of the Mexican fast-food segment. Yum 
also owns Long John Silver’s and A&W Restaurants. 

Prior to the spin-off, PepsiCo had sought to create synergy among its beverage, fast-food, 
and snack food businesses but only with limited success. For example, because the beverage 
business was owned by the same parent company (PepsiCo) that owned several prominent 
fast-food businesses, Pepsi was always guaranteed a substantial piece of the lucrative fast-food 
market for soft drinks. In the late 1980s, however, Coca-Cola began to market its soft drink line 
aggressively to non-PepsiCo fast-food vendors such as McDonald’s and Burger King. Coke was 
quick to remind these restaurants that contracts with Pepsi provided direct financial support 
to KFC, Taco Bell, and Pizza Hut. As a result, Coke was successful in securing contracts with a 
number of fast-food companies—a factor that many analysts believe led to PepsiCo’s decision to 
spin off the three restaurants.

About 80% of Yum’s restaurants are franchised. The firm has engaged in aggressive global 
expansion in recent years, opening more than 1,400 new units outside of the United States in 
2010—400 in China alone. Yum controls a total of about 4,000 units in China, where the restau-
rant earns about 15% of its global revenues. 

Case Challenges

1. Do all of Yum’s business units compete in the same fast-food industry, or does 
each compete in a different industry based on product type? Explain.
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2. What kind of synergy can Yum create among its restaurants? What challenges 
does the firm face by operating multiple related businesses?

3. McDonald’s is known globally for a strong brand image and unrivaled consist-
ency. What lessons can Yum learn from McDonald’s?

Internet Sites of Interest

Corporate website: www.yum.com

Link to the Taco Bell business unit: www.tacobell.com

Link to the Pizza Hut business unit: www.pizzahut.com

Link to the KFC business unit: www.kfc.com

Link to Long John Silver’s business unit: www.ljsilvers.com

Link to A&W Restaurants business unit: www.awrestaurants.com

Website of a key competitor, McDonald’s: www.mcdonalds.com

Nation’s Restaurant News: www.nrn.com

National Restaurant Association: www.restaurant.org 

Restaurant News: www.restaurantnews.com 
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Case 1: Bob’s Supermarket:  
Competing with the Big Boys ___________________

Jeffrey B. Conner

This case was prepared and is intended to be used as a basis for class 
discussion. The views represented here are those of the case author(s) and do 
not necessarily reflect the views of the Society for Case Research. The views are 
based on professional judgment.

As 2008 was coming to an end, Bob Thompson wondered about the direction he should 
take his family-owned independent grocery store. While he and his brother were satisfied with 
the current sales and profitability of their store, they had gone through some very rough times 
in the past against tough competitors like Wal-Mart. A new and serious concern was the severe 
recession gripping the country. Hanover and Jefferson County, Indiana, were not very prosper-
ous before the recession, and suffered along with the rest of the country. Several large local 
employers supplied the automobile industry, which was particularly hard hit. Would his custom-
ers continue to pay higher prices for groceries at his store, given they could shop at Wal-Mart, 
Aldi or Kroger about 10 miles away? Would some of his business be cherry-picked by price-
oriented stores like Dollar General located just down the street? How could he absorb rising 
minimum wage costs? Bob wondered what changes he should make to the business to survive 
the recession and help his business ultimately thrive against competition from the big boys.

History
Bob’s Supermarket was owned by Bob Thompson and his younger brother, Sam. They formed 
a subchapter-S corporation in 1988 to purchase an existing supermarket in Hanover, Indiana. 
Originally, there was a third partner who provided most of the financing for the business, while 
the brothers supplied sweat equity. 

The previous owner operated the store for 19 years, but had lost interest in running it. It 
had become somewhat rundown and was only marginally profitable. By putting in a great deal 
of time and attention, the brothers were able to increase store sales by 40% in the first year and 
triple its profits.

The partners tried to build on their success with the Hanover store by adding a second loca-
tion. They bought a store in Westport, Indiana, about 50 miles away. The Westport store proved 
to be a lot of work and was never more than marginally profitable. It was closed after two years. 
In 1994, they tried again to expand, purchasing an existing store in Hope, Indiana, near the 
larger city of Columbus, Indiana. 

The arrival of Wal-Mart Supercenters in 1995 was a major blow to Bob’s Supermarkets. 
The first Supercenter in the area opened on the Madison hilltop about 10 miles from Hanover. 

Traditional Cases 
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Wal-Mart’s arrival led to a drop in sales at the Hanover store of 20%. In 1996, Wal-Mart added 
another Supercenter in Columbus, Indiana, near the Hope store. The Columbus Wal-Mart 
resulted in a 30% loss in sales at the Hope store, and they were forced to close it. Bob and 
his brother bought out their partner to gain full control over decision-making. The two failed 
attempts at expansion and a less attractive industry situation with Wal-Mart in the market caused 
them to be much more conservative in running the supermarket in Hanover.

By 2005 the Hanover store was teetering on the brink of failure. It was run down inside 
and out, and was barely profitable. Over the next couple of years, the Thompsons invested a 
great deal of their time and money to improve the external appearance of the store. They also 
invested in technology to help them manage it more effectively. They added a new point-of-sale 
(POS) system to scan and track all purchases and sales. The store improvements significantly 
improved the profitability of the store to record levels.

Mission Statement 
The owners viewed their mission as follows:

To provide groceries, fresh foods, and ready-to-eat food that is of the highest quality and 
convenient at a fair price, while being a valued member of the community of Hanover.

The Store
Bob’s Supermarket was a small and rather modest store, with less than 6,000 square feet of retail 
space. The outside was remodeled in 2007. The owners painted the brick front and put up a 
new metal façade above the windows. They also cleaned up the look of the store by eliminat-
ing clutter such as an old ice machine sitting in front of the store. The store still had a bit of an 
industrial appearance, but looked much cleaner with the new finishes. There was a large and 
accessible parking lot with a sign on a pole at the street and one painted on the façade over the 
entrance. There was also a lighted sign lower on the signpost where they could put up a lim-
ited number of letters to announce specials. The owners typically didn’t use that sign, however. 
They occasionally put hand-lettered posters in the window or at the street to announce specials.

The inside of the store received only some modest remodeling over time. The ceilings were 
fairly low relative to the high ceilings of newer grocery stores. The floors, walls and ceiling were 
older and, while clean, were stained or patched in places. The ceiling lights were bare fluores-
cent bulbs. Some fixtures and freezer cases appeared newer, while others did not. 

A rough layout of the store is shown in Appendix A. The entrance to the store was through 
double doors on the side of the building. As one entered the store, they passed the two check-
out lines on the right and displays of featured items on the left. One would then proceed straight 
ahead to the fresh produce that wrapped around the opposite end of the store. Continuing 
around the perimeter toward the back was the dairy section. The back wall includes a small hot 
deli area, a cold deli case (cold cuts and cheeses), and a fresh meat case. 

There were some freestanding displays down the front aisle of the store and also from the 
back to the front of the store as one neared the check-out area. The display pieces were of 
various vintages and styles—some owned by the store and some provided by the manufacturer. 
Some were simply dressed-up wooden delivery pallets. In addition to national brands, the store 
tended to display a few locally-produced items (e.g., locally-made jams) in these areas.

Bob took particular pride in their meat department. They were the only local grocery that cut 
its own meat fresh every day. Other stores brought in meat pre-packaged. Bob’s on-site butcher 
would do special cuts upon request. Bob and Sam believed their fresh meat brought customers 
in from other communities. Meat was housed in a horizontal meat case that was clean, but didn’t 
have the modern look and special lighting chain stores use to make meat look good.
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Bob was pleased his younger brother, Sam, took it upon himself to develop a line of fresh 
salads and ready-to-eat (RTE) foods that were made in the store. These were sold in an upright 
refrigerated case in the back corner of the store across from the deli. Items included salads 
(potato, chef), coleslaw, baked beans, deviled eggs, lasagna, chili and many more. These were 
packed in plastic containers with labels similar to those used on fresh meat items. Some items, 
like deviled eggs, were in a black plastic tray with clear lid. Other items were in translucent plas-
tic tubs. Bob felt that these items were quite good. The packaging and display case, however, 
were not very prominent or particularly upscale in appearance. Wal-Mart and Kroger also car-
ried some RTE foods in their Madison stores, but did not have the emphasis on RTE foods and 
deli one would see in more upscale, urban/suburban stores.

They sometimes offered lunch specials by combining the few hot items they carried in the 
deli with their store-made RTE items. For example, they offered two pieces of deli fried chicken, 
some fried potatoes and a container of their RTE coleslaw for a set price. They got some take-
out lunch business that way.

Bob and Sam made a decision early that they would not sell alcoholic beverages. This was 
based on input from the local community. They felt there was more to be gained in good-
will by being a good neighbor and family market than could be gained in sales from alcoholic 
beverages.

Bob believed his employees were part of the reason customers kept coming back. The 
employees got to know and typically greeted regular customers. With the exception of three 
more long-term folks who worked full time, most employees worked part time for minimum 
wage and received no benefits other than those required by the state and federal governments. 
One full-time worker received medical insurance. The part-time employees were generally high 
school students or housewives. It was difficult to attract committed, long-term workers paying 
only minimum wage. 

One major worry for Bob was a series of mandated increases in the minimum wage. The 
minimum wage had been $5.15 for a number of years, but rose to $5.85 in 2007 and $6.55 in 
2008. Another increase to $7.25 was mandated for mid-2009. Obviously, this had an impact on a 
major cost component. While the minimum wage increase also impacted on Bob’s competitors, 
it probably had a greater impact on Bob’s Supermarket due to its smaller size (lower sales per 
employee). In addition to Bob and Sam, Bob’s has three full-time and typically about 10 part-
time employees who work a total of about 320 hours per week.

Reflecting the small size of the operation, there were no written policies or procedures. 
Training for new employees was typically done on the job by shadowing current employees. 
The employees did not wear uniform vests or name tags (or any other type of store identifica-
tion) typically found at chain supermarkets. It was sometimes difficult for patrons who were not 
regulars to identify employees. 

Bob’s Supermarket recently acquired a computerized point-of-sale (POS) system that 
scanned all purchases and sales, and tracked purchase and sale prices via checkout scanner 
similar to those in more-sophisticated grocery retailers. The system also kept track of inven-
tories. The POS system was integrated with their accounting system to provide profitabil-
ity information on the SKU (stock-keeping unit) level. This also allowed them to determine 
shrinkage (items lost or stolen). They could determine which items sold best and were most 
profitable to carry and which didn’t carry their weight. They were also able to use the system 
to determine order quantities. The information allowed them to improve both their sales and 
profit margins.

The Owners
Bob and Sam were very frugal, and performed all management and many other functions them-
selves. Bob Thompson had an MBA degree and felt very comfortable with the accounting and 
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finance side of the business. Sam worked in the store and was in charge of the ready-to-eat 
foods. Bob was just not very comfortable with the marketing and human resources side of run-
ning a business, and admitted they gave it less attention.

The owners did very little advertising or promotion. According to Bob, “we are not par-
ticularly comfortable tooting our own horn, and are not sure of the best way to let people 
know about our store.” Their location in the town of Hanover and their good customer ser-
vice were their primary forms of promotion. Bob added that “we have not done any market 
research on the best way to position ourselves in the marketplace. Our work in this area 
has been pretty much seat-of-the-pants.” The owners were not very visible or active in the 
community.

Their early experience with rapid expansion caused the Thompsons to be rather conser-
vative in their approach to investing in and operating the business. In addition to running the 
operation themselves, they saved money by doing most of their own repairs and maintenance. 
They also did much of the remodeling work. Their “do-it-yourself” approach had the obvious 
benefit of saving money. It did, however, take away time and energy from other aspects of man-
aging the business, particularly pursuing new ideas.

Retail Market Analysis
A retail marketing analysis was prepared by Marketek a few years earlier to help local busi-
nesses better understand the Jefferson County market. While the information was several years 
old, this report provided the most thorough information on the market and consumer shopping 
habits. The following are some excerpts.

The report’s overall location assessment included the following:

Jefferson County

•	 Jefferson County, Indiana, is located in the southeast region of the state, with the south-
ern edge bordering Kentucky. The Ohio River runs along the southeastern border of the 
county. The county is characterized by rolling hills, valleys, farmland and forests.

•	 Jefferson County is predominantly rural with more than 222,000 acres. Forty-two per-
cent . . . are used for agricultural purposes.

•	 Residential and commercial uses are concentrated in the cities of Madison and Hanover.

Madison/Hilltop Area

•	 There are two distinct portions of Madison. One is downtown Madison, which is the his-
toric gem of the county and located along the banks of the Ohio River. The second is the 
Hilltop area, which sits above the downtown and has attracted residential development 
as well as several national retail establishments. 

•	 Built primarily in the 19th century, the Madison Historic District covers 2,160 acres, virtu-
ally all of the downtown area. The Madison historic downtown district includes an array 
of merchandise and two grocery stores . . . As the county seat, downtown also hosts sev-
eral institutional anchors.

•	 Commercial development in the Hilltop area is generally a mix of strip shopping cen-
ters, national chains (including Wal-Mart), motels, restaurants/fast food establishments, 
service businesses, and auto-related businesses almost all of which are concentrated on 
Highway 62. The Hilltop area is increasingly becoming a regional shopping area, draw-
ing customers from throughout the county and surrounding areas.
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Hanover

•	 With approximately 10,000 acres, Hanover is primarily rural with more than 7,000 acres 
designated as agricultural. 

•	 Hanover’s main commercial development is located on Highway 56 (LaGrange Street). 
The corridor includes a number of businesses, eating and drinking establishments, vari-
ous service businesses and two grocery stores. Hanover residents reportedly rely on the 
Hilltop area for many of their shopping needs.

•	 Hanover is a mix of students, college related professionals, low to moderate income 
households in and to the north of the center of town as well as more upscale communi-
ties south of Highway 56 . . . 

•	 Hanover College owns almost 2% of the land in the Town. The college is located on the 
eastern border of the town and dates back to 1827. Several of the faculty members live 
on campus as well as students. As such, the campus is a sort of “town within a town.” 
(Marketek, 2002, pp. 3–6)

The report provided lifestyle profiles of the trade area:

Overall, households within the trade area are middle age and older families, frequently 
with school age children but also with children that have moved out of the house (i.e., 
“empty nesters”). As two-thirds of trade area households fall within the Middle America 
(34%) and Rural Industrial Workers (30%) lifestyle groups, the characteristics of both 
groups should be emphasized. As the name suggests, Middle America households are 
typical of the “American Household”—just slightly older, more family oriented and pre-
dominantly white. Rural Industrial Worker households are older, have low to moderate 
incomes and enjoy the outdoors. (Marketek, 2002, p. 48)

Issues outlined in the report specifically for Hanover included:

•	 Hanover has two distinct identities: as a “low to moderate” income bedroom community 
of about 2,900 year round residents and as home to Hanover College adding another 
1,100 to the population base nine months out of the year.

•	 With the existence of a Super Wal-Mart just 10 miles from Hanover and the daily out-
commute of the working population, retail leakage is a significant issue.

•	 Hanover’s commercial district lacks a critical mass or core business center. Situated on a 
curve of Highway 56 and consisting mainly of a series of freestanding, destination busi-
nesses, it is difficult for the potential shoppers to identify the areas as a “shopping dis-
trict.” The organization is fairly random. (Marketek, 2002, p. 10)

The report included a resident survey that shed some light on shopping patterns:

•	 Over 700 Jefferson County residents participated in the survey, one-third (33%) of whom 
reside in the rural Jefferson County, 24% in the Hilltop area, 18% in downtown Madison, 
15% in Hanover and 9% outside the county.

•	 All respondent groups rely heavily on Wal-Mart for their grocery shopping needs. More than 
one-half of Hilltop and Hanover residents (52% and 57% respectively) surveyed do ‘most’ of 
their grocery shopping at Wal-Mart. Kroger is also a popular shopping destination among all 
groups surveyed. Not surprisingly, a large share of downtown Madison residents (46%) sur-
veyed reported that they do most of their grocery shopping at JayC in downtown Madison.
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•	 A large percentage of each of the groups surveyed, including residents of outside the 
county, do most of their non-grocery shopping in the Hilltop area. With limited retail 
businesses close to home, residents of Hanover (73%) and rural Jefferson County (59%) 
rely greatly on the Hilltop area for their non-grocery shopping.

•	 Reflecting busy schedules and limited budgets, survey respondents are generally most 
concerned with selection, convenience and price in selecting a place to shop. Small town 
attributes such as familiarity, service and quality are also valued, just less so. (Marketek, 
2002, pp. 29–30)

Jefferson County had a population of 33,010 in 2009, having grown only 4.1% since 2000. 
The residents were a bit older than average for Indiana (39.6 versus 36.8 median age), and were 
less affluent (median family income $42,646 versus $48,010). (U.S. Census Bureau, U.S. Bureau 
of Economic Analysis & Indiana Business Resource Center)

Competition
Bob and Sam were competing with both traditional grocery retailers and such non-traditional 
grocers as Wal-Mart and Aldi. There were also a number of non-grocery outlets that provided 
some less direct and obvious forms of competition for consumers’ food dollars. 

In 2008, most grocery competition was on the Madison Hilltop, about 10 miles from Hanover. 
Part of that drive was on a fairly congested stretch of road lined with strip malls and fast food res-
taurants. The Wal-Mart Supercenter and Kroger were right across the street from each other. 

Bob’s competition included the two largest and most sophisticated chains in the industry. 
Wal-Mart was the giant in the U.S. retail grocery business. The Wal-Mart Supercenter (www.Wal-
Mart.com) was similar to Wal-Mart Supercenters everywhere. It carried clothing, general mer-
chandise and a pharmacy in addition to a broad and deep assortment of grocery items. While 
Bob’s Supermarket is open from 7:00 a.m. to 10:00 p.m., Wal-Mart is open 24 hours a day.

Kroger, headquartered in nearby Cincinnati (www.kroger.com), was the second largest gro-
cery chain in the U.S., with sales in excess of $70 billion. The Madison Kroger was a typical 
chain supermarket, with about 40,000 square feet of space. It provided a nicer shopping experi-
ence than Wal-Mart, with somewhat higher prices. Kroger employees were knowledgeable and 
professional. The store was open 24 hours a day. A typical Kroger also had a broad and deep 
assortment of grocery items, and it had a pharmacy. Kroger also had a customer loyalty card 
customers could use to get discounts on advertised products, and Kroger could use to track 
individual customer purchases and response to promotions. 

Another grocer on the Hilltop a mile or so closer to Hanover was Aldi (www.aldifoods.com). 
Aldi was a very unusual chain owned by one of Europe’s largest retailers. The stores were small and 
Spartan, with very low operating costs. The Madison Aldi is open from 8 a.m. to 9 p.m. They typi-
cally carried only a limited selection of more popular grocery items in only one brand (usually one of 
Aldi’s own store brands) and in one size. The typical Aldi was operated by only one or two employ-
ees. Customers had to bring their own grocery bags, pack their groceries themselves and return their 
cart to the inside of the store (there was a cart dispenser that required a $.25 deposit that was returned 
when the cart was returned). In return for their sacrifices, customers received very low prices.

The only other grocery store in the area was the Jay-C Store (www.jaycfoods.com) in downtown 
Madison. It was a small store, very similar to Bob’s Supermarket in size, age and merchandise selec-
tion. It was owned by Kroger, however, which gave it some real advantages in sourcing groceries.

While Bob’s Supermarket was the only true grocery store in Hanover, there were several 
other retailers in Hanover that offered some grocery items. These stores carried primarily staple 
items that bring customers into the store frequently, such as milk, soft drinks and snacks. CVS 
had just built a new, centrally-located pharmacy very close to Bob’s Supermarket, replacing an 
older store that was farther toward the edge of town. It offered milk and some staple food and 
beverage items, as well as pharmacy items. 
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Figure 1  Madison Area Map
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There were also two combination gasoline/convenience stores in Hanover. Both were fairly 
new and modern. In addition to selling the usual convenience-type items, one of the stores 
contained a small McDonald’s restaurant. Both of the convenience stores and the CVS sold beer. 
CVS also carried wine and hard liquor. 

There was also a Dollar General store in Hanover (www.dollargeneral.com). It billed itself 
as an updated version of a general store, carrying a limited number of popular items across 
many categories, including limited food and general merchandise items. It tended to offer very 
attractive prices, often on unique sizes or configurations. 

In addition to McDonald’s, there was a larger pizza restaurant (Jendy’s) and a Subway sub 
shop almost directly across the street from Bob’s. All of the retail outlets and restaurants in 
Hanover were within less than a mile of each other.

With the opening of the Wal-Mart Supercenter, the owners saw their sales mix shift. An 
unusually large portion of Bob’s sales were fresh items, meat and produce, and other items 
consumers “fill in” between major “stock-up” trips to stores such as Wal-Mart. Sales of items con-
sumers could easily stock up on at less expensive stores were lower than would be typical for 
the size of the store. Bob’s Supermarket experienced particularly low sales of larger and higher-
priced items like laundry detergent and cleaning products that were easy for consumers to stock 
up on at Wal-Mart. Bob believed his customers tended to make the trip to Wal-Mart only every 
week or so, and then used Bob’s Supermarket to fill in between visits. As a result, Bob’s typically 
carried only a single, smaller size of those types of items (e.g., 50 oz. Liquid Tide versus 100 oz., 
and single rolls of Bounty paper towels rather than 8-packs). 

Pricing
Table 1 shows price comparisons with other local stores for some common items across catego-
ries. Bob’s Supermarket was more expensive than others on most items, with the exception of 
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the ready-to-eat products where Bob’s was fairly price-competitive. Stores like the Shell conve-
nience store and CVS tried to be competitive on some items, like Coke, where consumers had a 
clear idea of what a good price was and would shop around, but they charged very high prices 
on other items. Non-traditional retailers like Dollar General often carried unusual sizes of key 
items to project an image of better value.

Part of the reason for Bob’s generally higher prices was the higher cost structure to run a 
much smaller store than Wal-Mart or Kroger. Another reason was that Bob’s Supermarket must 
buy through and have products shipped in by wholesalers. The chains bought in large quanti-
ties directly from producers and often shipped items to the stores on their own trucks. While 
not disclosed separately, Bob believed wholesalers marked up most items 3% to 4% and passed 
along the higher costs of shipping small quantities to the store. 

A few years ago Bob considered affiliating with a buying group, IGA, that would have low-
ered their product costs, but decided the requirements were simply too onerous. IGA required 
a large up-front investment in signage, an up-front fee, minimum order quantities, and an on-
going fee as a percentage of sales.

Financials
The financial statements for Bob’s are shown in Tables 2 through 4 (for fiscal years ending 
December 31). There were some unusual features of the financial statements that reflected the 

Table 1  Price Comparisons

Bob’s Walmart Kroger JayC CVS Shell Dollar General

2% Milk–Gallon 4.09 2.32* 2.09* 2.99 2.49 3.19 2.50

Butternut Bread 1.99 1.48 2.19 2.59 na 1.89 1.25*

Bananas–Pound 0.79 0.49 0.49 0.59 na na na

Ground Beef–
Pound

2.79 1.90 1.99 1.79 na na na

Coke–2-liter 1.79 0.98 1.29** 1.79 1.99 1.50 1.25

Cheerios (14 oz.) 5.19 2.88 2.49 4.59 4.59 na 2.85

Campbell’s 
Condensed Soup

1.29 0.75 0.73 1.59 1.49 1.99 1.00 (value size)

Banquet Frozen 
Dinner

1.79 0.88 5/$5.00** 4/$5.00 na na na

Tide Orig. 
Liquid–100 oz.

4.79 (4) 14.18 15.39 15.99 16.49 na 10.00

Bounty Paper 
Towels 8-pack 

2.49 (1) 8.97 (2) 10.39 11.99 6.00 (3) 2.79 6.00 (3)

Deli Potato Salad–
Pound

1.99 1.98 2.29 2.29 na na na

Notes

*Store brand   (1) Single roll.

**with Kroger card   (2) “Mega” 6-pack

    (3) 6-pack

    (4) 50 oz.
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nature of the store as a small business, as well as the owners’ other investments in real estate. 
The physical store and the land it sat on were owned by the brothers in a real estate company, 
which was a separate legal entity from the Supermarket. The Supermarket paid rent to the real 
estate company. The fixed assets on the Supermarket’s balance sheet were fixtures and equip-
ment. Most of the fixed assets were either fully depreciated or were acquired used at a fairly low 
cost, often at auction. The notes and loans receivable were loans from the store to the real estate 
company to fund the major exterior improvements and the POS system. 

Finally, as a subchapter S corporation, Bob’s Supermarket worked like a partnership for tax 
purposes. The owners paid personal income tax on their share of operating income. They then 
drew funds from the company as they chose.

Economic and Consumer Trends
Bob found the economic news quite distressing. A headline in the December 22, 2008 
BusinessWeek magazine was pretty distressing: “The Great American Shopper Hits a Wall,” with 
a subhead that read, “The unprecedented falloff in spending means the consumer is leading the 
economy into one of the harshest recessions in 60 years.” The article went on to summarize all 
that was going on in the economy:

This is the classic recession pattern: Weakness in the economy feeds on itself – as con-
sumers retrench, companies cut back, further undercutting spending. This time the cycle 
is magnified by the credit crunch and the breadth of the slump. Households are even 
curbing outlays for services, such as recreation and other discretionary activities. That’s a 
factor in the record loss of service jobs in recent months. (Cooper, 2008, p. 10)

Later on in the same issue, there were other articles that suggested the scope of the reces-
sion. One was entitled “Job Losses: Is the Panic Justified?” (Coy, 2008). Another was entitled “Is 
Housing Close to Bottom” (Kalwarski, 2008). 

While consumers typically cut back major discretionary purchases first in a recession, in a 
serious downturn they were likely to look for ways to economize anywhere they could. 

An article in the August 25, 2008 BusinessWeek highlighted a shift in consumer trends that 
began fairly early in the recession.

By now, a number of the nation’s largest supermarkets are finding that a tighter econ-
omy is prompting some customers to look for cheaper options. Executives at midmarket 
grocery giants such as Safeway, SuperValu, and Delhaize Group have cut their growth 
projections recently amid slowing sales. The problem: More Americans are buying food 
at Wal-Mart and deep-discount stores such as Aldi. TNS Retail Forward, which tracks 
retail trends, published a study in July that found at least one-third of consumers have 
switched their shopping to discounters for food and household essentials. (McConnon, 
2008, p. 72)

On the other hand, consumers had for many years increased the percentage of meals eaten 
outside the home. As a more expensive discretionary purchase, Bob saw a ray of hope that con-
sumers would cut back on meals eaten outside the home in favor of less-costly meals at home.

Conclusion
As Bob considered the future of his store, he was proud of what they had accomplished in the 
face of strong competition from Wal-Mart and others. At the same time, however, he was also 
worried about the impact of the recession and the coming increase in minimum wage. He won-
dered what steps he should take to strengthen the business to survive the recession and thrive 
long term competing with the big boys.
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Table 2  Balance Sheet

2007 2006 2005

Assets

Current assets

Cash and cash equivalents $6,465 $41,979 $6,689

Accounts receivable 2,018 6,602 8,591
Loans & notes receivable (from Bob) 75,087 45,973 33,818
Inventory 92,642 84,287 85,296
Prepaid expenses and other current assets 7,670 626 4,111

Total current assets 183,881 179,467 138,505

Fixtures and equipment 155,839 134,731 132,854
Less accumulated depreciation 148,741 132,903 130,802
Net Fixtures and equipment 7,097 1,828 2,052

Total assets $190,978 $181,295 $140,557

Liabilities and shareholder’s equity

Current liabilities

Accounts payable $24,070 $32,974 $38,970
Accrued expenses and other current liabilities 10,402 7,763 7,944

Total current liabilities 34,472 40,737 46,914

Other liabilities 4,184 0 4,500

Total liabilities 38,656 40,737 51,414

Shareholder’s equity

Common stock 900 900 900
Paid-in capital 64,242 64,242 64,242
Retained earnings 87,180 75,416 24,000

Total shareholder’s equity 152,322 140,558 89,142

Total liabilities and shareholder’s equity $190,978 $181,295 $140,557
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Table 3  Income Statement

Common
Stock

Additional
Paid-in Capital

Retained
Earnings

 
Total

Balance at December 31, 2004 $900 $64,242 $9,508 $74,650

Operating income 54,993 54,993

Stockholder’s Draws 40,500 40,500

Balance at December 31, 2005  900 64,242 24,000 89,142

Operating Income 51,416 51,416

Stockholder’s Draws 0 0

Balance at December 31, 2006  900 64,242 75,416 140,558

Operating Income 87,362 87,362

Stockholder’s Draws 75,598 75,598

Balance at December 31, 2007 $900 $64,242 $87,180 $152,322

Table 4  Statement of Changes in Stockholders’ Equity
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2007 2006 2005

Net Sales $1,312,875 $1,214,107 $1,319,283

Cost of Goods Sold 894,060 843,230 943,000

Gross Profit 418,815 370,877 376,283

Expenses:

Wages and benefits 183,866 180,270 181,490

Supplies 16,559 20,934 21,508

Rent 27,000 27,000 27,000

Utilities 31,709 31,469 29,977

Depreciation 15,838 5,708 9,676

Repairs 14,576 7,250 6,960

Other expenses 41,906 46,832 44,679

Total Expenses 331,453 319,461 321,290

Operating Income    $87,362    $51,416    $54,993
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Case 2: Costco: Maximum  
Employee Benefits or Maximum  
Shareholder Return?* _________________________

Chelse Nieri Stevens, Maryville College
Rebecca Broady Treadway, Maryville College

“Our attitude has always been that if you hire good people and provide good 
wages and good jobs and more than that—if you provide careers—that good 
things will happen to your company. I think we can say that that has been 
proved by the quality of people that we have and how they have built our 
organization.”1

—–Jim Sinegal, Costco CEO

Costco believed they had a formula for success. A company built around a no frill, mini-
mal mentality, Costco distinguished itself by taking care of its employees. Many companies fol-
lowed the Wal-Mart example to achieve high margins by cutting employee hourly wages and 
decreasing employee benefits. Yet, Costco had a novel approach; they pioneered the offering 
of premiere employee benefits.  They created a competitive advantage through employees that 
improved productivity each year with an operating profit per hourly employee of $13,647 com-
pared to $11,039 at Sam’s Club.2

Costco seemed to be “doing it right,” paying employees well and offering generous ben-
efits. Yet, this kind-hearted philosophy towards over 100,000 employees drew criticism from 
Wall Street. Some analysts contended that Costco was too good to their employees, resulting 
in shareholder loss. They argued that if Costco cut employee expenses, shareholders would 
reap more profit.  Other investors promoted the Costco philosophy. John Bowen, investment 
manager in Coronado, California, argued, “Happy employees make for happy customers, which 
in the long run is ultimately reflected in the share price.” The title of a Wall Street Journal article 
summed up what many were beginning to ask: “Costco’s Dilemma: Be Kind To Its Workers, or 
Wall Street?”3 Were these concepts mutually exclusive?

History
In 1982, Jeff Brotman and Jim Sinegal founded Costco. The first Costco wholesale member-
ship club opened in Seattle, Washington on September 15, 1983.4 Seattle was “a good market 
because of the low level of competition from a pricing standpoint.”5 Costco’s theme consisted of 
high quality national and regional brands at prices consistently below traditional wholesale or 
retail outlets with 100% guaranteed customer satisfaction.6 Costco expanded into California and 
established a Canadian warehouse in Burnaby, British Columbia in 1985.7 In December of the 
same year, just two years after commencing operations, Costco went public on the New York 
Stock Exchange under the symbol “COST.” In 1987, Costco became the first wholesale member-
ship warehouse to offer produce and bakery departments. 

As Costco expanded, the competition did likewise. In 1986, Sam’s Club surpassed Price 
Club, the pioneer of the membership warehouse concept. Sam’s Club threatened to overtake 
Costco and Price Club, which led Costco to develop a different strategy.8 In 1993, Costco and 

*Chelse Nieri Stevens is a 2009 graduate of Maryville College. Rebecca Broady Treadway is an 
associate professor of accounting and business/organization management at Maryville College.
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Price Club merged to become PriceCostco, Inc., the nation’s second largest warehouse chain.  
Changes in executive management followed; Jim Sinegal became CEO of the merged com-
pany, and Joe Price, the founder of Price Club, assumed the role of chairman.9 Jeffrey Brotman 
stayed behind the scenes and focused on selecting ideal locations for expansion. In 1994, sales 
declined 3%, and Jeffrey Brotman took over as chairman.10

In 1995, PriceCostco became the first warehouse to sell gasoline.11 Other discount super-
store chains such as Wal-Mart and Sam’s Club quickly replicated the idea.12 E-commerce 
became the company’s single largest sales “location” in 1998.13 In 1999, PriceCostco, Inc for-
mally became Costco Wholesale Corporation.14 Costco continued to expand internationally and 
opened their first Japanese warehouse in Hisayama in 1999. 

One-fourth of all Costco warehouses were located in California in the early years. In 2001, 
California suffered a major energy crisis, resulting in an unexpected decline in Costco’s earn-
ings the first part of the year.15 Energy prices soared to unexpected levels forcing the company 
to deal with large unexpected expenses. After the energy crisis, Costco opened twenty-seven 
new locations resulting in a 90% increase in fixed asset expenditures.16 Costco equipped 
warehouses with emergency generators, efficient air-conditioning, and skylights to reduce 
overhead.17

In 2002, Costco bounced back with a novel concept, Costco Home; they opened their first 
location in the Seattle suburb of Kirkland, Washington. Costco Home offered affordable, high-
value furniture to consumers. In 2005, three additional Costco Home stores opened, and over 
$1 billion in furniture, bedding, and accessory sales resulted.18 By the end of 2007, Costco had 
expanded into different money making venues (e-commerce, travel, and home), and had estab-
lished physical proximity to customers in eight countries and forty states, with a total of 538 
stores.19 

Costco increased the size of their shopping carts four times since 1984. Members bought 
greater quantity and shopped more frequently. In 1995, customers frequented Costco an aver-
age of once every three weeks, but by 1999, customers returned every ten days.20 Costco contin-
ued to bring value to customers; Costco card holders increased to more than 50,400 in 2007 with 
an 87% renewal rate.21 The Gold Star Membership was $50 and the Executive Membership cost 
$100.

Over the years, Costco consistently carried high quality merchandise at exceptional values. 
Dr. Sinegal stated, “We were not going to carry any seconds or irregulars or poor quality mer-
chandise.”22 Costco became the top warehouse-club retailer in the nation, the 4th largest retailer 
in the nation according to Retailing Today in 2006, and the 29th largest retailer on the Fortune 
500 list. These accolades were impressive as was the $30 billion market cap Costco had in May 
2008.23 

External Environment
The warehouse club industry was established in 1976 when Price Club opened in San Diego. 
Price Club warehouses were on average 108,000 square feet; they patented the no frills, limited 
shelf stocking, and minimum number of employee concept. Other “clubs” mimicked their strat-
egy. By 1986, warehouse club industry sales accounted for almost 1% of total retail sales in the 
United States. One percent did not seem substantial; yet, the “mini-industry” was worth about 
$4.4 billion annually at that time.24 The increasing number of new club warehouses made com-
petition intense.

In the 1990s, competition between warehouse chains intensified as larger competitors 
expanded beyond core market areas. Different warehouse chains competed in the same geo-
graphical area. Some focused on lowest-pricing, others on fresh food, and some concentrated 
on niche markets such as small business. At this time, the largest warehouse chains were Costco, 
Sam’s Club, Pace Membership Warehouse (operated by Kmart), and Price.25 Along with growing 
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competition, the 1990s Gulf War and rising gas prices resulted in chains stumbling and los-
ing retail ground. Costco and Price Club merged in 1993 to achieve greater efficiency through 
economies of scale. 

In the mid to late 1990s, the economy rebounded. Costco sales and earnings grew 6% a 
year from 1995 to 2000.26 Yet, soon after in 2001, the stock market fell and inflation increased. 
According to Standard & Poor’s, wholesale prices for processed foods rose 7.3% in 2007; there 
was a projected 7.8% rise in 2008 due to commodity and energy costs.27 Higher costs of per-
ishable, non-perishable, and nonfood items resulted from energy costs, gas prices, and the 
economy. 

Food costs were heavily affected by gas prices. Gas prices rose 33% from September 
2007 to September 2008, straining the economy and consumer budgets that were already 
dwindling from falling home prices.28 The United States had not experienced gasoline as a 
high percentage of personal spending since September of 1982. The increase was due to the 
energy crisis, which evolved from the revolution in Iran.29 Colin McGranahan, an analyst with 
Sanford C. Bernstein & Co. in New York, commented, “Discretionary spending is down, and 
they’re (consumers) being crowded out with food and energy prices.”30 Fortunately, ware-
house chains, classified in the sub-industry of HyperMarkets and Super Centers, were pro-
jected to have increased sales growth the second half of 2008 due to consumers converting to 
the membership mentality.31 According to Deborah Weinswig, “Anytime the economy drops, 
the consumer is more likely to trade down to a club, where prices per ounce are more attrac-
tive than at a supermarket.”32

New customers joined warehouse chains, for the larger quantities, the lower cost per item, 
and the large assortment of perishable and non-perishable foods offered. Warehouse chains 
allocated over 40% of warehouse space to perishable and non-perishable foods, and were clas-
sified under the larger industry of supermarkets and drugstores, which had sales of over $535.4 
billion.33 Not only did warehouse chains have large areas dedicated to food, often they incor-
porated pharmacies. Pharmacies resided in large-scale Costco, Sam’s Club, and BJ’s Warehouse 
Club stores.

Costco, Sam’s Club, and BJ’s Warehouse Club thrived in the food and pharmacy sectors 
of business as well as in the Super Center store context, which offered merchandise mixes of 
both a discount store and supermarket/drugstore combination in a single location. According to 
Standard and Poor’s, in 2008 the HyperMarkets and Super Centers Index increased 19%, versus 
an 11.1% decline in the S&P 1500 Index.34 [The year] 2007 resulted in a mere 3% sales increase, 
the smallest gain in five years, according to the National Retail Federation. In 2008, most United 
States retailers prepared for one of the worst holiday-shopping seasons since 1979.35 Ironically, 
warehouse retailers prepared for a strong holiday season. 

Warehouse stores prospered in the down economy because value-conscious consumers 
perceived low-cost retailers as the mode to purchase necessities with the least amount of 
money.36 Even affluent customers searched for places to shop for high-end merchandise at 
more reasonable prices. According to the United States Census, affluent families comprised 
17% of all United States households in 2007 and were projected to account for 22% of house-
holds by 2010.37 In 2007, the affluent shopper was twice as likely to patronize a warehouse 
club store and 9% more likely to frequent a mass merchandiser than a lower-income family 
that earned $20,000 or less.38 Affluent households of $100,000 found warehouses desirable to 
meet needs.

Warehouse chains such as Costco and Sam’s Club offered particular products to target afflu-
ent customers. Warehouse clubs offered designer handbags, diamond rings, and even jet air-
craft. The typical affluent warehouse club shopper spent $111 per trip, which was $46 more 
than that spent by a lower income home.39 Some designers were angry that their products were 
offered by warehouses and brought legal action against unauthorized retailers; Fendi filed a 
complaint alleging that Sam’s Club sold counterfeit handbags. Sam’s refuted the allegation by 
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providing authenticity papers. Analysts cautioned against aggressive warehouse up scaling cit-
ing it might prove dangerous by raising questions on product authenticity and costs to defend 
the litigation.40

By the 1990s, a new demographic emerged as a potential force in retailing.  The number 
of Hispanics had grown four times as fast as the population as a whole.41 In 2007, minorities 
comprised 34% of the total population in the United States representing 102.5 million people.42 
Among consumers of ethnic food and retail, the Hispanic population was the largest minority 
with a population that totaled 45.1 million in 2007, up from 35.3 million in 2000. Projections 
showed Hispanics would increase to more than 80 million by 2010 and to 95 million by 2050.43 
Retailers accommodated this growing market.

Many warehouse clubs, especially those located in heavily Hispanic areas, hired bilingual 
cashiers and stockers and featured entire aisles dedicated to Hispanic cuisine.44 Warehouses 
such as Costco and Sam’s Club recruited ethnic employees to reflect the demographic base of 
warehouse locations. Costco recruited ethnic personnel for positions ranging from store associ-
ate to upper management. Many warehouse chains with a large first-generation Hispanic cus-
tomer base added bilingual signage in stores. At these locations, Hispanic customers became 
loyal shoppers. According to Jim Hertel, Senior VP of Willard Bishop Consulting, “They’re 
(Costco) not just accommodating ethnic shoppers, but embracing ethnic shoppers and becom-
ing a part of the community, which is a huge part of the store choice paradigm for ethnic 
shoppers.”45 

Competition

With the changing demographics, economy, and inflation in the United States, two main 
warehouse chains remained competitive with Costco: Sam’s Club (a sector of Wal-Mart) 
and BJ’s Warehouse Club (Exhibit 1). In 2008 Costco, Sam’s, and BJ’s, combined, controlled 
90% of the warehouse market share. Of that 90%, Costco had 49%, Sam’s had 42%, and BJ’s  
had 9%.46

Sam’s Club
Sam’s Club was established in 1983 in Oklahoma City by Sam Walton, the creator of Wal-
Mart. Sam’s led the warehouse industry until 2003, when Costco surpassed them in sales. 
Yet, Sam’s still had the greatest number of warehouse locations. As of 2008, there were 
over 593 Sam’s locations in 48 states (excluding Vermont and Oregon). There were thirty-
seven international properties with six in Canada, seventy in Mexico, three in China, fif-
teen in Brazil, and nine in Puerto Rico (Exhibit 2).47 These properties contributed to sales 
of over $44.4 billion in 2007, up 6.7% from 2006. Sam’s was expected to increase sales an 
average of 6.2% a year over the next four years to $48 billion in 2008 and up to $56 billion 
in 2011.48 

Sam’s differentiated itself by offering a lower-cost product; it attracted foodservice customers 
ranging from restaurants to caterers. Wal-Mart was the parent company of Sam’s, which trans-
lated into buying power and strong relationships with large vendors.49 

BJ’s Wholesale Club
BJ’s Wholesale Club was introduced in 1984 in New England, offering rock-bottom prices and a 
bare-bones approach. BJ’s primarily located warehouses in the Eastern United States; they oper-
ated 172 warehouses in 16 different states from New England to Florida (Exhibit 2).50 BJ’s sur-
vived against large competitors, like Costco and Sam’s Club, by distinguishing themselves; they 
focused on serving small-business customers and accommodated retail shoppers by offering 
grocery items in smaller quantity packaging. 11% of BJ’s warehouses were smaller in structural 
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size to serve markets in which the population would not support a full-size warehouse. In 
2008, BJ’s had approximately 8.8 million members. The membership fee was $45, as compared 
to Costco’s $50.51 Revenues grew by 7.2% from 2005 to 2007.52 BJ’s was flexible and adapted 
quickly to customer demand.

Internal Environment

Leadership

Jim Sinegal
Jim Sinegal was a blunt-spoken, retail veteran; he was the company’s alter ego, CEO, and 
president since the inception of Costco, Inc. He instilled the “people first” philosophy in 
every employee.53 According to Sinegal, the “people first” he referred to were customers, 
employees, and shareholders. When these “people” were taken care of, revenues reflected 
the efforts.54 Jim Sinegal exemplified this philosophy. His career in retail stretched back to 
1954, where he worked as a teenager for Fed-Mart discount store. Sinegal left Fed-Mart to 
work for his former boss, Price, at his first Price Club; and then later left to found Costco.55 
Sinegal expressed that his greatest accomplishment was working with his partner to estab-
lish the right-time saying, “Anything I’ve accomplished is a result of what they have done.”56 
His eagerness to give credit to others was not false modesty. According to Sol Price, “Jim 
is a good thinker, but he pulls together ideas from a lot of different people.”57 Jonathan 
Ziegler, a Santa Barbara, California analyst with Dutton Associates described Sinegal as 
simply, 

the best retailer in America because he recognizes that people are what makes a busi-
ness work—employees, vendors, shareholders, and customers—and as a result, he’s 
constantly aware of doing what’s right for all of them.58

Jeff Brotman
Jeff Brotman was chairman of the board at Costco. Brotman was essential in the founding of 
Costco and secured capital investments in the early years. He initiated the strategy of locating in 
prosperous locations. Brotman recognized that the company “market was an urban market, not 
a small town market;” Costco located in urban areas for the population draw and the higher dis-
cretionary income.59 Brotman knew to succeed Costco needed to pay employees well. Brotman 
stated, “We’ve never deviated from that philosophy.”60

Pricing
Costco cared for customers by offering high quality items below average retail price; items 
were priced with no more than a 14% margin on brands and a 15% margin on the Kirkland 
Brand. Costco wanted customers to know that they would not be taken advantage of by the 
company; if a customer was not satisfied with a product for any reason; he/she could return 
the item without question. Employees were added to check-out lanes to better serve custom-
ers and to lighten the load of check-out employees.61 Costco refused to carry items that were 
losing money.62

Human Resources

Among employees, Costco was known for their “people first” attitude. The average Costco 
employee was paid $17/hr, compared to the $10.11/hr the average Wal-Mart employee 
received.63 [Approximately] 82% of Costco employees had health-insurance coverage com-
pared to less than 50% of Wal-Mart employees. Costco employees averaged a 6% turnover after 
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an employee had worked for one year, and a 17% overall turnover rate, much lower than the 
industry rate. Wal-Mart’s average turnover rate was 44%.64 According to Julie Molina, a seven-
teen-year Costco veteran in South San Francisco, California, “Employees are willing to do what-
ever it takes to get the job done.”65

The respectful treatment of employees was evident in the high number of job applications 
for Costco positions. When a new Costco store in Green Oak Township, Michigan opened, 
over five-thousand people applied for one-hundred and fifty positions.66 A former Wal-Mart and 
Kmart employee described Costco as “the Marine Corps of the retail industry—the elite, the fin-
est.”67 Not only did individuals desire to become a part of the Costco team because of benefits, 
over 90% of management jobs were filled in-house.68 Employees had opportunities for growth 
within the company. 

Corporate Culture

Many credited Sinegal for the “hands-on” culture at Costco.69 Sinegal stated, “A deep involve-
ment is encouraged and realized throughout the management and as a group we’re hands on, 
that is the nature of our business.”70 The culture was evident in each layer of the company, from 
CEO, to ground-level sales employee. Sinegal spent more than 40% of his time on the road visit-
ing stores; he tried to visit each store twice a year.71 If a new store opened, Sinegal was likely 
present. He was an example of “hands-on” culture and created a sense of inclusion at Costco.

Analysts commented that it was Sinegal’s “down-in-the-trenches” approach of doing busi-
ness and his genuine sense of caring for his employees that created and defined Costco’s cor-
porate culture.72 This sense of inclusion resulted in ‘happy’ employees who desired to uphold 
Costco’s golden rule: “to work hard and respect customers, to uphold high ethical standards, 
and look like they were having a good time doing it.”73

Code of Conduct

Costco’s mission was “to continually provide members with quality goods and services at the 
lowest possible prices.” The shared responsibility of the mission was evident in Costco’s Code 
of Ethics. The Code pointed out the company’s responsibility to obey the law, take care of mem-
bers, take care of employees, and respect suppliers. The Code of Ethics was applicable to all 
directors, employees, and officers of the company. 

Innovation

In the market of membership warehouses, Costco was considered the most innovative. Costco 
searched for new ways to engage customers and bring them more value at lower cost. Costco 
encouraged vendors to help in these efforts by creating the Salmon Award. Developed in 2002, 
the Salmon Award was given to vendors that used innovative methods to cut costs and improve 
the value of the product.74

According to consumers, shopping at Costco was a treasure hunt with never-ending sur-
prises. Costco limited inventory selection to 4,000 SKUs (Stock Keeping Units), while standard 
grocers offered 40,000 SKUs. A constant influx of new items appeared in Costco stores. When 
members entered Costco, they would never be 100% certain of what they would find. Jim 
Sinegal reiterated, 

One time [customers] may come in and see that we have some Coach handbags, and 
they come in the next time, and the Coach handbags aren’t there, but perhaps there are 
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some Fila jackets. The attitude is that if you see it, you have got to buy it because it may 
not be there next time.75 

A feeling of excitement and need was created as shoppers noticed new products; customers 
would not know what products would be available upon entering nor if those particular prod-
ucts would be there when they returned. According to the PowerRanking Report of Cannondale 
Associates, Costco ranked seventh in the innovative consumer marketing and merchandising 
department.76 One surveyor explained, “They (Costco) make it fun and exciting to shop their 
stores.”77 Through Costco’s innovative efforts, they became more of an item merchandiser than 
most warehouse companies and created the treasure-hunt experience for customers at any 
Costco location.

Marketing

Costco relied on one type of marketing: word of mouth. Joel Benoliel, Senior VP of 
Membership and Marketing at Costco, had a “marketing, not advertising” approach.78 The phi-
losophy of anti-advertising marketing was established from the beginning. In the early years, 
when every item on the budget was scrutinized, one of the first expenses eliminated was 
advertising, estimated to have saved Costco 2% of sales.79 Word-of-mouth marketing became 
a fixture at Costco. The only similance of advertising was in Costco Connection, a monthly 
magazine distributed to five million members by mail and to millions inside Costco stores.80 
Even in 2008, Costco did not submit to the advertising edict; they increased communication 
with club members and continued the “treasure-hunt” word-of-mouth marketing through 
customers. 

E-commerce stimulated word-of-mouth marketing. In Fiscal 2007, Costco’s E-commerce 
business reached $1 billion in sales.81 It benefited Costco by helping them capture a portion 
of the multi-billion dollar online office supply business.82 Websites included Costco.com and 
Costco.ca, the Canada site.

Analysts cautioned that the treasure-hunt, no-ads approach might hurt Costco in the future, 
despite their affluent customer base. Rising gas prices and the increased cost of living might dis-
courage customers from driving to Costco without knowing what was available. Philip Rist, VP 
of strategic initiatives at BIGresearch explained, “consumers, when they are stretched, rely on 
traditional advertising like newspaper inserts; they want to plan where to go before they spend 
$3 driving.”83 Benoliel insisted advertising was not the culture of this no-frill company; Costco 
would likely not change their mentality.84

Operations

Over the years, Costco’s stock price reflected company growth and practice viability. In 1985, 
Costco went public with an initial public offering of $10.06 a share.85 Over the past five years, 
Costco’s stock price rose from $33.95 to $61.13 from October 2003 to October 2008 (Exhibit 3). 
Market cap was $26.92 billion at the end of fiscal year 2007. Not only was the stock price rising, 
but shareholders received dividends of $.145 per share every quarter in 2007 for a total dividend 
payout that year of nearly $250 million.86

Costco experienced beneficial growth; net sales rose substantially from 2003 to 2008 from 
$41.695 million to $53.088 million, respectively. Costco experienced sales growth of 7% from 
2007 to 2008 (Exhibit 4).87 In August 2008, Costco’s sales grew in the declining market by 9%.88 
Costco had a low-margin, high-volume selling strategy; they marked up brand products by no 
more than 14% above cost. Typical retailers operated on a 25% to 40% gross margin. Costco 
collected over $1.4 billion in cash membership fees annually. A basic one-year membership 
cost $50; an executive membership cost $100, which included a 2% cash rebate on most items. 
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Members grew from 47,700 in September of 2006 to 50,400 in September of 2007.89 Costco 
produced considerable cash inflow from membership renewal with an average membership 
renewal rate of 87% (see Exhibits 5 and 6). 

Costco was the poster company for employees. Since their opening in 1983 until the begin-
ning of 2008, Costco consistently showed their business approach was economically viable. 
Analysts agreed that Costco attracted customers because of their ability to keep product costs 
low. Yet, market analysts contended that Costco was not focused enough on the classical, pri-
mary stakeholder of the company—the shareholder. They insinuated that Costco could turn a 
higher profit if they eliminated some employee benefits. Management was left to ponder the 
following questions. Should the primary stakeholder be the shareholder? Should sharehold-
ers have the power to change/influence a financially successful organization? What effect did 
employee benefits and employee goodwill have on profitability? What was the interrelationship 
between stakeholders and their effects on one another? Did one stakeholder have to suffer in 
order for another to benefit?  

Exhibits

Exhibit 1  Costco, Sam’s Club, & BJ’s Wholesale Club Net Sales (2003–2007)

Source: Costco, Wal-Mart, & BJ’s Respective Annual Reports, 2005–2007

Net Sales in $ Millions

Fiscal Year 2003 2004 2005 2006 2007

Costco 41,695 47,149 51,879 58,963 63,088

Sam’s Club 31,702 34,537 37,119 39,798 41,582

BJ’s Warehouse  6,554  7,220  7,748  8,306  8,815

Exhibit 2  Costco, Sam’s Club, & BJ’s Wholesale Club Total Store Locations (2003–2007)

Source: Costco, Wal-Mart, & BJ’s Respective Annual Reports, 2005–2007

Total Number of Stores

Year Costco BJ’s Wholesale Sam’s Club

2003 417 150 538

2004 433 155 551

2005 458 163 567

2006 488 172 579

2007 499 177 591
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Exhibit 3  Five Year Stock Price Graph

Source: Yahoo Finance, 2008

COSTCO WHOLESALE
as of 21-Oct-2008

80

70

60

50

40

30

0.0

M
ill

io
ns

Jan 04

Copyright 2008 Yahoo! Inc http://finance.yahoo.com/

Jan 05 Jan 06 Jan 07 Jan 08

Splits:

20.0

40.0

60.0

52 weeks  
ended September 2,  

2007

53 weeks  
ended September 3,  

2006

52 weeks  
ended August  

2008,

Revenue
Net sales
Membership fees

Total revenue

$63,087,601
1,312,554

64,400,155

$58,963,180
1,188,047

60,151,227

$51,879,070
1,073,156

52,952,226

Operating expenses
Merchandise costs

Selling, general and administrative

Preopening expenses

Provision for impaired assets and 
closing costs, net 

Operating income

56,449,702
6,273,096

55,163

13,608

1,608,586

52,745,497
5,732,141

42,504

5,453

1,625,632

46,346,961
5,061,339

53,230

16,393

1,474,303

COSTCO WHOLESALE CORPORATION

CONSOLIDATED STATEMENTS OF INCOME

(amounts in thousands, except per share data)

(Continued)



STRATEGIC MANAGEMENT416

Exhibit 4   Costco Comparative Income Statement, Fiscal Year 2007

Source: Costco 2007 Annual Report

52 weeks  
ended September 2,  

2007

53 weeks  
ended September 3,  

2006

52 weeks  
ended August  

2008,

Other income (expenses)
Interest expenses
Interest income and other

(64,079)
165,484

(12,570)
138,355

(34,437)
109,096

Income before income taxes
Provision for income taxes

1,709,991
627,219

1,751,417
648,202

1,548,962
485,870

Net income $1,082,772 $1,103,215 $1,063,092

Net income per common share:
Basic

Diluted
Shares used in calculation (000’s)

Basic
Diluted
Dividends per share

$2.42

$2.37

447,659
457,641

$0.55

$2.35

$2.30

469,718
480,341

$0.49

$2.24

$2.18

473,945
492,035

$0.43

(Continued)

September 2,  
2007

September 3,  
2006

Assets

Current assets

Cash and cash equivalents $2,779,733 $1,510,939
Short-term investments 575,787 1,322,181
Receivables, net 762,017 565,373
Merchandise inventories 4,879,465 4,561,232
Deferred income taxes and other current assets 327,151 272,357

Total current assets 9,324,153 8,232,082

Property and equipment

Land 3,009,514 2,747,396
Buildings, leasehold and land improvements 7,035,672 6,241,357

COSTCO WHOLESALE CORPORATION

CONSOLIDATED BALANCE SHEETS

(amounts in thousands, expect per value)



417Traditional Cases

September 2,  
2007

September 3,  
2006

Equipment and fixtures 2,747,243 2,405,229
Construction in progress 276,087 248,454

13,068,516 11,642,436
Less accumulated depreciation and amortization (3,548,736) (3,078,141)

Net property and equipment 9,519,780 8,564,295

Other assets 762,653 698,693

$19,606,586 $17,495,070

Liabilities and stockholders’ equity

Current liabilities

Short-term borrowings $53,832 $41,385
Accounts payable 5,124,990 4,581,395
Accrued salaries and benefits 1,226,666 1,080,382
Accrued sales and other taxes 267,920 324,274
Deferred membership fees 692,176 583,946
Current portion of long-term debt 59,905 308,523
Other current liabilities 1,156,264 899,286

Total current liabilities 8,581,753 7,819,191
Long-term debt, excluding current portion 2,107,978 215,369

Deferred income taxes and other liabilities 224,197 253,713

Total liabilities 10,913,928 8,288,273

Commitments and contingencies

Minority interest 69,317 63,358

Stockholders’ Equity

Preferred stock $.005 par value; 100,000,000 shares authorized; no 
shares issued and outstanding

— —

Common stock $.005 par value; 900,000,000 shares authorized; 
437,013,000 and 462,279,000 shares issued and outstanding

2,185 2,312

Additional paid-in capital 3,118,224 2,882,652

Accumulated other comprehensive income 370,589 277,263

Retained earnings 5,132,343 6,041,212

Total stockholders’ equity 8,623,341 9,143,439

$19,606,586 $17,495,070

Exhibit 5   Costco Comparative Balance Sheet, Fiscal Year 2007

Source: Costco 2007 Annual Report
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52 Weeks  
ended  

September 2,  
2007

53 Weeks  
ended  

September 3,  
2006

52 Weeks  
ended  

August 28,  
2005

Cash flows from operating activites

Net income $1,082,772 $1,103,215 $1,063,092
Adjustments reconcile net income to net cash provided by 

operating activities:
Depreciation and amortization 566,385 515,285 481,838
Stock-based compensation 134,582 107,397 67,937
Undistributed equity earnings in joint ventures (34,080) (28,180) (26,459)
Net (gain) / loss on sale of property and equipment and 
other

(105) 5,867 5,139

Accretion of discount on long-term debt 3,074 4,828 11,855
Excess tax benefit on share based awards (25,141) (31,296) —
Other non-cash items, net (5,055) (5,888) (11,186)
Change in deferred income taxes (92,739) (38,311) (64,690)
Provision for impaired assets — — 3,893
Change in receivables, other current assets, deferred 
income, accrued and other current liabilities

284,306 414,704 78,118

Increase in merchandise inventories (272,513) (499,194) (315,793)
Increase in accounts payable 434,918 282,797 479,067

Total adjustments 993,632 782,009 709,719

Net cash provided by operating activities 2,076,404 1,831,224 1,772,811

Cash flows from investing activities

Additions to property and equipment, net of $41,519, 
$3,934 and $(3,150) of accrued capital expenditures for 
fiscal 2007, 2006 and 2005, respectively

(1,385,699) (1,216,501) (992,281)

Proceeds from the sale of property and equipment 14,054 15,740 19,432

Investment in unconsolidated joint venture — (15,000) (15,000)

Purchase of minority interests — — (3,961)

Purchases of short-term investments (1,160,663) (2,598,355) (3,741,429)

Maturities of short-term investments 1,417,731 2,424,503 2,401,248

Sales of short-term investments 496,192 263,288 267,640

Change in other assets and other, net (36,925) (31,169) 15,988

Net cash used in investing activities (655,310) (1,157,494) (2,048,363)

Costco Wholesale Corporation

Consolidated Statement of Cash Flows

(amounts in thousands)
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52 Weeks  
ended  

September 2,  
2007

53 Weeks  
ended  

September 3,  
2006

52 Weeks  
ended  

August 28,  
2005

Cash flows from financing activities

Change in bank checks outstanding 23,375 33,559 85,829

Proceeds from/(repayments of) short-term borrowings, net 9,961 (12,929) 33,433

Proceeds from issuance of long-term debt, net 1,994,187 18,375 5,660

Repayments of long-term debt (307,894) (7,586) (303,877)

Cash dividend payments (245,742) (230,211) (204.567)

Change in minority interests 5,959 4,744 (130)

Excess tax benefit on share based awards 25,141 31,296 —

Exercise of stock options 307,988 372,336 278,253

Repurchases of common stock (1,977,607) (1,442,811) (413,252)

Net cash used in financing activities (164,632) (1,233,277) (518,651)

Effect of exchange rate changes on cash 12,332 7,851 33,653

Net increase/(decrease) in cash and cash equivalents 1,268,794 (551,646) (760,550)

Cash and cash equivalents beginning of year 1,510,939 2,062,585 2,823,135

Cash and cash equivalents end of year $2,779,733 $1,510,939 $2,062,585

Supplements; disclosure of cash flow information:

Cash paid during the year for:

Interest (net of $11,423, $12,681 and $7,226 interest 
capitalized for fiscal 2007, 2006 and 2005, respectively) $9,369 $4,147 $21,374

Income taxes $786,283 $546,205 $804,957

Supplemental disclosure of non-cash financing activities:

Common stock issued upon conversion of 3.5% Zero 
coupon Convertible Subordinated Notes $42,697 $190,871 $280,816

Exhibit 6   Costco Comparative Statement of Cash Flows, Fiscal Year 2007

Source: Costco 2007 Annual Report
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Case 3: Dollar General—Today’s  
Neighborhood Store __________________________

Sue Cullers, Buena Vista University
S. Stephen Vitucci, Texas A&M University-Central Texas

Dollar Stores
In 2011, Dollar General was the leader in the dollar store retail sector with sales of more than 
$13 billion. It was the largest discount retailer in the US by number of stores, more than 9,800 
as of December 2011. Dollar stores, including Dollar General, Family Dollar, and Dollar Tree, 
operated in the deep discount segment of US retailing, offering low-priced merchandise in con-
venient small-store formats.

The merchandise sold by dollar stores varied somewhat from one store to another. 
However, consumable merchandise, including snacks, other food, health and beauty prod-
ucts, and cleaning supplies, made up a substantial part of the sales mix for most dollar stores. 
Consumables accounted for an increasing percentage of sales from 2000 through 2011. Other 
merchandise included variety merchandise, seasonal items, and basic apparel. The stores might 
have 5,000 to 10,000 stock keeping units, carefully targeting their customers’ frequent shopping 
needs. The merchandise often included both national brands and private-label brands. Some 
dollar stores priced all their merchandise at $1 or less, while others offered a range of price 
points, often from less than $1 up to $10. Prices generally were comparable to or lower than 
other discount stores, including Wal-Mart.

Dollar stores could be found in rural areas, small towns, suburbs, and large cities, serv-
ing customers living within three to five miles of the store. The stores were in low-rent 
locations, either free standing or in strip shopping centers. Because the chains emphasized 
convenience to their customers, each store generally had plenty of parking available at 
its front door. For ease of shopping, the stores were small, usually in the range of 6,000 to 
10,000 square feet.     

Dollar stores targeted their merchandise assortment and store locations to meet the shop-
ping needs of value-conscious customers. A high percentage of their customers came from 
low or lower-middle income brackets or were on fixed incomes. These customers always had 
to control their spending. They came to dollar stores looking for bargain prices on items they 
needed.

After several months of public fears about the state of the economy, in December 2007 the 
United States entered a recession, widely considered the worst recession since the 1930’s. The 
economy was shaken by record-high prices for gasoline in the first half of 2008 and by weak-
ness in financial markets and real estate prices. The unemployment rate more than doubled, 
from 4.7 percent in November 2007 to 10.1 percent in October 2009. 

Dollar stores often have recorded increased sales and income during recessions. While 
their usual customers suffered from unemployment and lower purchasing power, people 
from higher income brackets found their way to dollar stores, looking for bargains. During 
the recession of 2007-2009, the major dollar store chains adjusted their sales mix in an effort 
to drive increased customer traffic and larger purchases. They sought to keep their traditional 
customers and attract new customers. In June 2009, the recession officially ended. However, 
the economy remained weak through 2011, and the unemployment rate remained near 9 
percent. 
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Dollar General’s Background 
Dollar General was founded in 1939 by J. L. Turner and his son, Cal Turner, Sr., as a whole-
saling business. The first Dollar General Store, which was the first dollar store in the US, was 
opened in Springfield, Kentucky, in 1955. The store sold close-out and discontinued items, all 
priced at $1 or less. The company grew rapidly, operating 255 stores by 1965. Cal Turner, Jr., 
took over leadership from his father, becoming president in 1977 and chairman of the board in 
1988.  He achieved rapid growth of the chain, increasing sales through opening new and larger 
stores and by changing the merchandise mix. Cal Turner, Jr., concluded that customers wanted 
to find a predictable assortment of items at the stores, including brand-name merchandise, so 
Dollar General reduced the amount of close-out and discontinued merchandise and increased 
the amount of consumable merchandise in the stores. It added coolers and refrigerators so that 
its stores could carry perishable food items. At the beginning of 1991, there were 1,461 Dollar 
General stores; by the end of 2002, the chain had 6,113 stores and sales in excess of $6 billion.  

In April 2001, the company announced that it would restate its financial statements for 
the three preceding years due to accounting errors that had increased its reported income. 
This announcement led to an investigation by the Securities and Exchange Commission. 
Shareholders filed lawsuits against Dollar General, which the company eventually settled for 
$162 million. An investigation conducted by the company discovered numerous accounting 
errors. In November 2002, the leadership by the Turner family ended, when Cal Turner, Jr., 
announced his retirement.

David Perdue replaced Cal Turner, Jr., as CEO and board chairman. Perdue had extensive 
experience in manufacturing but none in retailing. Under his leadership, the company continued 
to open new stores and expand its offerings of consumables. However, by 2005, Dollar General 
was experiencing decreasing customer traffic, and same-store sales declined for two quarters. 
Perdue noted that seasonal, home, and apparel categories were not performing well. The com-
pany launched Project Alpha, which was based on comprehensive analyses of the performance 
of each store and the company’s inventory management model. Dollar General decided to move 
away from its inventory pack-away model, by which unsold seasonal, apparel, and home prod-
ucts were stored away and then returned to the sales floor the next year. In 2006, Dollar General 
took markdowns to eliminate most of its out-of-season and outdated merchandise. Project Alpha 
also included changes to the company’s real estate practices for lease renewals, store site selec-
tion, and remodeling decisions. Dollar General identified and began closing approximately 400 
underperforming stores, resulting in slower growth of number of stores for 2006, compared to 
company performance over the previous decade (Exhibit 1). For 2007, Dollar General closed 
more stores than it opened and recorded a loss for the year as a whole (Exhibit 2).

Source: Dollar General 10–K Report for Fiscal Year 2006

Exhibit 1   Dollar General Performance, 2004–2006

2006 2005 2004

Increase in number of stores 300 609 620

Net sales in millions $9,170 $8,582 $7,660

Net income in millions $138 $350 $344
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The Merger
Although David Perdue had initiated a turn-around of Dollar General in 2006, the company 
still was a likely candidate for a take-over. Rumors circulated that the company was about to be 
acquired by private equity investors, who seek to profit by purchasing under-performing busi-
nesses and then streamlining their operations. In 2007, Perdue led a merger, by which existing 
shareholders received $22 in cash per share, a premium of about 30 percent over the market 
price, and approximately $6.9 billion total. As result of the merger, Dollar General became a sub-
sidiary of Buck Holdings, L.P., which was a Delaware limited partnership controlled by Kohlberg 
Kravis Roberts & Co. (KKR) and affiliated investors (GS Capital Partners VI Fund, Goldman, Sachs 
& Co., Citi Private Equity, Wellington Management Company LLP, CPP Investment Board, and 
other equity co-investors). The merger was funded through Dollar General’s available cash, 
investment by KKR and its affiliates, equity contributions from some Dollar General managers, 
and $4.5 billion in debt financing. Following the merger, Dollar General’s common stock was no 
longer registered with SEC and no longer traded on a national securities exchange. One other 
consequence of the merger was recognition of more than $4.3 billion in goodwill and other 
intangible assets, more than doubling the assets on Dollar General’s balance sheet. After the suc-
cessful completion of the merger, Perdue resigned as CEO and board chairman.

Rick Dreiling (Exhibit 3) became CEO of Dollar General early in 2008, when the United 
States was in the worst recession in nearly 80 years. Under Dreiling’s leadership, the company 
managers identified four operating priorities: driving productive sales growth, increasing gross 
margin, improving processes and information technology to reduce costs, and strengthening the 
Dollar General culture of serving others. These priorities provided direction for Dollar General’s 
operations through 2011. (Exhibits 4 and 5 and Appendix I)

Source: Dollar General 10–K Report for Fiscal Year 2009

Exhibit 2   Dollar General Performance, 2007–2009

2009 2008 2007

Increase (decrease) in number of 
stores

466 168 (35)

Net sales in millions $11,796 $10,458 $9,496

Net income (loss) in millions $339 $138 $(12.8)

Exhibit 3   

Mr. Richard W. Dreiling became Dollar General CEO in January 2008 and chairman of the board in December 
2008. With nearly 40 years’ experience in retailing, he had previously served as CEO and board chairman of 
Duane Reade, the largest drugstore chain in New York City, helping to lead a turn-around there. Prior to that, 
Mr. Dreiling had served as Executive Vice President of Longs Drug Stores Corporation and Executive Vice 
President–Marketing, Manufacturing and Distribution at Safeway, a food and drug retailer. When he came to 
Dollar General, his responsibility was to help the company achieve its potential after the buyout by Kohlberg 
Kravis Roberts.

Dreiling described Dollar General, “The culture at Dollar General has always been to serve the underserved. 
The company is built on the principle of everyday low prices at convenient locations—we go where the large-
box retailers won’t.” 
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Exhibit 4   Dollar General Priorities

Source: Dollar General 10–K Report for Fiscal Year 2010

Priorities Steps for achieving the priority

Driving productive sales 
growth

Increase shopper frequency

Increase average transaction amount

Increase sales per square foot

Manage merchandise categories (consumables, apparel, etc.) effectively

Eliminate unproductive items from inventory

Open new stores; expand or remodel existing stores

Increasing gross margin Expand private label offerings

Increase foreign sourcing

Reduce shrink

Improving processes 
and information 
technology

Install energy management systems

Improve preventive maintenance

Recycle cardboard

Make favorable lease renewals

Implement new store staffing model

Strengthening the 
Dollar General culture of 
serving others 

Serve others in 4 primary areas: customers, employees, shareholders, 
and communities

Help customers “Save time. Save money. Every day!”

Respect employees; allow them to work with dignity and earn a decent living

Provide shareholders with a superior return on their investment

Provide a better life for people in the communities it serves

Exhibit 5   Dollar General’s Mission

Source: Dollar General 10–K Report for Fiscal Year 2010

Dollar general’s mission: serving others
For Customers: Convenience, Quality, and Great Prices.

For Employees: Respect and Opportunity.

For Shareholders: A Superior Return.

For Communities: A Better Life.

Who we are
Today’s neighborhood general store, serving the needs of our customers by providing convenience, value, 
and service every day.

Values we believe in:
Demonstrating integrity in everything we do.

Providing the opportunity for growth and development, in a friendly and fun environment.

Delivering results through hard work and shared commitment.

Celebrating success and recognizing the contributions of others.

Owning our actions and decisions and learning from our mistakes.

Respecting the dignity and differences of others.
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Customers
Dollar General did not identify specific income groups as its target customers. However, its 
long-term mission was serving customers who were value-conscious and seeking to make the 
most of their spending dollars. Dollar General managers believed that the small-store format 
and selection of products at everyday low prices (ranging from less than $1 up to $10) had 
generally met its customers’ needs and driven company growth over the years. In an effort to 
achieve its four operating priorities, Dollar General began measuring customer satisfaction to 
identify areas needing improvement. 

Stores 
As of February 25, 2011, Dollar General operated 9,414 retail stores in 35 states, as shown in 
Exhibit 6.  Most of the stores were located in leased space, often with lease terms of 10 to 15 
years. About 58 percent of the stores were in freestanding buildings, with 41 percent in strip 
shopping centers. The company’s store strategy involved low initial capital expenditures, lim-
ited maintenance capital, and low occupancy and operating costs. In 2010, the average cost of 

State Number of Stores State Number of  Stores

Alabama 512 Nebraska   79

Arizona  61 New Jersey   44

Arkansas 268 New Mexico   46

Colorado  27 New York  245

Delaware  29 North Carolina  536

Florida 505 Ohio  510

Georgia 541 Oklahoma  295

Illinois 352 Pennsylvania  421

Indiana 358 South Carolina  375

Iowa 169 South Dakota   12

Kansas 173 Tennessee  489

Kentucky 363 Texas 1,081

Louisiana 369 Utah    8

Maryland  72 Vermont   11

Michigan 270 Virginia  265

Minnesota  16 West Virginia 161

Mississippi 310 Wisconsin  93

Missouri 348   

Exhibit 6   Number of Dollar General Stores By State 

Source: Dollar General 10–K Report for Fiscal Year 2010
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equipment and fixtures in new leased stores was approximately $165,000. Initial net investment 
in inventory was about $75,000. Because of these low costs, Dollar General achieved a rapid 
payback of its investment in new stores and generated strong operating cash flows. In 2010, it 
used part of this money to purchase some of the leased stores, taking advantage of the weak 
real estate market to lower its operating costs for future years.

Growth through Opening New Stores 
Dollar General had slowed its store growth from 2006 through 2008. In 2009, despite the 
recession, it accelerated the rate of opening new stores (Exhibit 7). Although there were 
thousands of dollar stores in the United States, there was considerable opportunity for 
growth in the dollar store sector. AC Nielsen found that dollar stores had increased their 
penetration across all income brackets over a period of several years. However, the sec-
tor as a whole accounted for just 1.2% of consumer products spending—leaving ample 
room for growth. Because customers usually shopped at dollar stores within 3 to 5 miles of 
their homes, Dollar General still had substantial opportunity for opening additional stores 
in existing markets without cannibalizing sales at its older stores. During Dollar General’s 
refocusing initiatives from 2006-2008, it had not expanded to new states. In 2011, it planned 
to expand to Connecticut, New Hampshire, and Nevada. 

Exhibit 7   Growth in Number of Stores

Source: Dollar General 10–K Reports for Fiscal Years 2007, 2009, and 2010

Fiscal Year
Stores at start  

of year Stores opened Stores closed
Net store increase/

decrease
Stores at end 

of year

2005 7320 734 125 609 7929

2006 7929 537 237 300 8229

2007 8229 365 400 (35) 8194

2008 8194 207  39 168 8362

2009 8362 500  34 466 8828

2010 8828 600  56 544 9372

In addition to building new stores, Dollar General had pursued an active program of 
remodeling and renovating existing stores. Many of its stores had been remodeled into 
a new race track format that improved merchandise adjacencies and made the stores easier 
to shop. To increase stores’ sales productivity, the company had raised the height of some 
of its merchandise fixtures over a period of three years. As a result, sales per square foot had 
increased (Exhibit 8 and Appendix IV). The company had also refined its store standards to 
achieve a consistent look and feel across the chain. 
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Exhibit 8   Financial and Operating Data

Source: Dollar General 10–K Report for Fiscal Year 2010

2010 2009 2008

Same-store sales growth 4.9% 9.5% 9.0%

Same-store sales $12,227.1 $11,365.5 $10,118.5

Number of stores included in same-store 
sales

8,712 8,324 8,153

Selling square feet (in thousands) 67,094 62,494 58,803

Net sales per square foot $201 $195 $180

Most of the merchandise was transported to a store from the nearest distribution center by 
third-party trucking companies using Dollar General trailers (Exhibit 9). When the cost of diesel 
fuel increased, as it did in 2008, Dollar General’s distribution costs went up, putting pressure on 
the company’s gross profit rate. In 2010, Dollar General completed the installation of a voice 
pick system in the distribution centers, whereby employees in the distribution centers could 
communicate with warehouse software systems by speech recognition.

Exhibit 9   Distribution Centers

Source: Dollar General 10–K Report for Fiscal Year 2010

Location
Year 

Opened

Approximate 
Square 
Footage

Approximate 
Number of Stores 

Served

Scottsville, KY 1959 720,000 949

Ardmore, OK 1994 1,310,000 1,402

South Boston, VA 1997 1,250,000 895

Indianola, MS 1998 820,000 809

Fulton, MO 1999 1,150,000 1,273

Alachua, FL 2000 980,000 876

Zanesville, OH 2001 1,170,000 1,229

Jonesville, SC 2005 1,120,000 981

Marion, IN 2006 1,110,000 1,000

Merchandise
Dollar General classified its merchandise in four categories: consumables, home products, sea-
sonal, and apparel. Of the four categories, sales in consumables increased most rapidly from 
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2006 through 2010 (Exhibits 10 and 11). Even though consumables generally had a lower gross 
profit rate than the other categories, Dollar General was able to increase its gross profit percent-
age in 2009 and 2010. Because of the impact of sales mix on sales growth and gross profit (two 
of the company’s four operating priorities), Dollar General continually reviewed its merchandise 
mix, adjusting it when appropriate. During the recession, it had expanded its offerings of con-
sumable goods to serve customers’ needs and increase traffic in the stores. Careful management 
of merchandise categories had allowed Dollar General to achieve increases in same-store sales 
for 20 consecutive years. Shrinkage reduction (loss of merchandise due to shoplifting, employee 
theft, damage, and obsolescence) was a key part Dollar General’s effort to increase gross mar-
gin. The company installed new analytical and monitoring tools to assist with inventory shrink-
age reduction efforts.

Exhibit 10   Inventory Categories

Source: Dollar General 10–K Report for Fiscal Year 2010

Inventory category Items included

Consumables Paper and cleaning products, food (including packaged food 
and perishables), health and beauty and pet supplies

Seasonal products Decorations, toys, batteries, small electronics, stationery, 
prepaid cell phones, gardening supplies, hardware, 
automotive and home office supplies.

Apparel Casual everyday apparel for infants, children, women and 
men, as well as socks, underwear, disposable diapers, shoes 
and accessories

Home products Kitchen supplies, cookware, small appliances, light bulbs, 
storage containers, frames, craft supplies and kitchen, bed 
and bath soft goods

Exhibit 11   Pattern of Merchandise Sales

Source: Dollar General 10–K Reports for 2007 and 2010

Consumable Seasonal Home Products Apparel

2005 65.3% 15.7% 10.6% 8.4%

2006 65.7% 16.4% 10.0% 7.9%

2007 66.5% 15.9%  9.2% 8.4%

2008 69.3% 14.6%  8.2% 7.9%

2009 70.8% 14.5%  7.4% 7.3%

2010 71.6% 14.5%  7.4% 7.9%
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Marketing
Marketing at Dollar General had evolved into a very sophisticated operation. Its marketing strat-
egies resulted from manipulation of the four variables, Price, Place, Promotion and Product, to 
allow the company to attract more and new customers. Since 2007, Dollar General had been 
able to capture “trade-down” shoppers. “Trade-down” shoppers came from middle and higher 
income levels. They generally had not shopped at dollar stores but came during the recession to 
find bargains and increase their purchasing power.

A careful examination of the marketing variables revealed significant changes in how 
marketing was approached.  In the area of Promotion, Dollar General began using newspa-
per inserts, and its web site highlighted bargains to bring customers into the stores. The web 
site also allowed customers to place orders online, and some items qualified for free shipping. 
When the first Dollar General store opened, the Price variable was very straightforward: every-
thing in the store was a dollar or less. Over time, the pricing strategy evolved to items being 
priced from $1 and under to no more than $10, in most cases.  

The Place variable saw perhaps the most dramatic changes as Dollar General developed a 
national footprint. The stores appeared in rural, urban, and suburban areas, as stand-alone units 
or in strip malls. Some cities had multiple stores with multiple formats and differing merchandis-
ing mixes.  

The Product variable also experienced significant changes, leading to substantial growth. 
Dollar General managers believed that the company’s ability to attract customers of varying 
economic status depended on offering both national and store brands. The company offered 
products carrying many well-known national brands; a few examples are shown in Exhibit 12.

Exhibit 12   National Brands

Source: Dollar General website, October 2011

Brands Products

Gain and Tide Laundry detergent

Quaker Oats Cereal

Hefty Trash bags

Hanes Underwear and casual apparel

Charmin Paper products

Ritz Crackers

Huggies Disposable diapers

Glade, Shout, Scrubbing Bubbles Cleaning products

Suave, Q-tips Personal hygiene

While many Dollar General customers selected national brand products, store brands 
(private label brands) were also important to the growth of the chain. Especially during the 
recession, increasing numbers of customers chose private label products, perceiving that they 
offered greater value than the national brands. The store brands usually offered higher gross 
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margins than national brands, thus adding more to the company’s bottom line. In 2010, private-
label brands made up 22 percent of consumables sales for Dollar General. There was potential 
for further growth of private labels in consumables, and the company made a major push to 
increase its private-label offerings in non-consumables. By direct sourcing (directly importing, 
rather than buying through agents, importers, or other third parties) merchandise, Dollar 
General controlled costs and increased its gross profit. Direct-sourced merchandise made up 
8 percent of purchases at cost in 2010, and the company believed there was opportunity to 
expand its direct sourcing efforts.

In addition to brands developed by Dollar General, the company held licenses to use 
various trademarks and brands, including the Bobbie Brooks brand for clothing, the Fisher 
Price brand for some items of children’s clothing, and the Rexall brand for vitamins and related 
products. Some of Dollar General’s private label brands and brands that it was licensed to use 
are shown in Exhibit 13.

Brands Items

Clover Valley Foods—sodas, cereals, snacks, coffee

DG Party Decorations, novelties, party favors

Bobbie Brooks Apparel for women and girls

Open Trails Apparel for men and boys

Rexall Vitamins and supplements

DG Health Health care products, such as pain relievers

Exhibit 13   Dollar General Licensed and Private Label Brands

Source: Dollar General website, October 2011

Dollar General Employees
At the end of 2010, Dollar General employed 85,900 full-time and part-time employees. The typ-
ical staffing model for a store was one store manager, one assistant manager, and three or more 
sales clerks. The company had focused on recruiting, training, and retaining qualified employ-
ees, and on improvement of employee performance. At the beginning of 2011, the company 
was ready to roll out a new staff scheduling model to help ensure staffing levels appropriate to 
the level of sales volume at different times during the week.

In 2006, Cynthia Richter filed a lawsuit in Alabama alleging that she and other Dollar 
General store managers were incorrectly classified as exempt executive employees under the 
Fair Labor Standards Act and therefore not entitled to overtime pay. Richter asserted that many 
of the duties performed by store managers were not managerial in nature: unloading trucks, 
stocking shelves, cleaning bathrooms. The suit sought to recover the overtime pay and dam-
ages. The case was certified as a class action, with 3,860 current and former store managers join-
ing the suit. Dollar General argued that its store managers were properly classified as exempt 
and that the action did not qualify for class action status. At the start of 2011, the outcome was 
not yet known; an unfavorable outcome could have a material impact on the company’s finan-
cial position. 
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Also in 2006, Janet Calvert, a former store manager, filed a complaint that she was paid less 
than male store managers because of her sex, in violation of the Equal Pay Act and Title VII of 
the Civil Rights Act of 1964. Other plaintiffs were added to the case. The plaintiffs and Dollar 
General agreed to mediate the matter. Dollar General reached a settlement in principle, by 
which it would pay $15.5 million to the plaintiffs and their legal fees and costs of $3.25 million. If 
these payments were approved by the court, Dollar General expected to receive reimbursement 
of $15.9 million from its Employment Practices Liability Insurance. Dollar General also agreed to 
make changes to its pay setting policies and procedures for new store managers.

Stockholders: IPO and a Special Dividend
In November 2009, more than two years after being taken private, Dollar General went public 
again, through an initial public offering (IPO) of common stock. In the IPO, 22,700,000 new 
shares of stock were sold to the public, and existing shareholders sold 16,515,000 outstanding 
shares. The cash proceeds to Dollar General, $446 million, were used to pay down outstand-
ing debt from the merger. The company paid a $4.8 million transaction fee to Kohlberg Kravis 
Roberts & Co., L.P. and Goldman, Sachs & Co. in connection with the offering. Upon completion 
of the IPO, the company incurred additional charges of $58.8 million for fees paid to terminate 
advisory agreement with KKR and Goldman, Sachs & Co. During 2010, there were secondary 
offerings of 59 million shares of Dollar General stock, all sold by existing stockholders, with no 
cash proceeds to the company. After the IPO and these transactions, KKR and its affiliates still 
held about 71 percent of Dollar General’s stock, with the remainder publicly traded. Exhibit 14 
shows the prices for Dollar General stock throughout 2010.

The company had not paid any dividends since being taken private. In September 2009, as 
part of the preparation for the IPO, the board of directors declared a special dividend of $0.7525 
per share, approximately $239.3 million total. After the IPO, the company had no plans to pay 
cash dividends; it retained earnings for expansion and debt repayment.

Exhibit 14   Price for Dollar General Stock in 2010

Source: Dollar General 10–K Report for Fiscal Year 2010

Stock price at March 16, 2011, was $29.78

First Quarter Second Quarter Third Quarter Fourth Quarter

High $21.30 $31.41 $30.20 $33.73

Low $19.91 $26.61 $26.64 $27.29

Dollar General’s Competitors: Family Dollar
In 2011, Family Dollar was the second largest dollar store chain in the United States, operating 
7,000 general merchandise discount stores in 44 states and generating sales revenue of $8.5 billion. 
Family Dollar focused on four main priorities: increasing the chain’s relevancy to its customers; 
driving increased profitability; managing risk; and building its employee teams (Exhibit 15). 

Family Dollar customers were mostly in low and middle-income brackets. In 2010, 55 per-
cent of customers had annual gross income of less than $40,000, and 24 percent had annual 
gross income of less than $20,000. About 34 percent of customers were African American or 
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Hispanic, and 68 percent were age 45 or older. Although the overall economy showed signs of 
stabilizing, Family Dollar managers believed that its customers would continue to experience 
significant economic pressures. 

Family Dollar Stores
Family Dollar stores typically had between 7500 and 9500 square feet of selling space and served 
customers living within 5 miles of the store. The stores were successful in urban, suburban, small 
town, and rural markets. The company grew from 3,777 stores in 2000 to 7,000 stores in 2011 
(Exhibit 16). From 2007 through 2010, the company had slowed the rate of opening new stores 
to focus on improving returns in existing stores. During this time, Family Dollar re-engineered its 
merchandise and supply chain processes and store technology platform. It also created a new store 
layout designed to support a wider assortment of consumable merchandise (key traffic-driving cat-
egories) and improve merchandise complementarity. By 2011, the company was ready to re-acceler-
ate new store growth, planning to open 300 new stores and renovate 600 to 800 stores. The soft real 
estate markets had created additional opportunities for new store growth by reducing lease costs.

Merchandise at Family Dollar 
Family Dollar (Appendix II) sold consumable merchandise, home products, apparel and 
accessories, and seasonal and electronics, at prices generally ranging from less than $1 to $10 
(Exhibit 17). The company offered a focused assortment of merchandise in core categories—
health and beauty aids, packaged food and refrigerated products, home cleaning supplies, 
housewares, seasonal goods, apparel, and home fashions. To sell merchandise at low price 
points, Family Dollar had to achieve low overhead and low cost of goods sold. In 2011, the 
average customer transaction was $9.94.

At the same time that Family Dollar was redesigning its stores, it focused on inventory pro-
ductivity, reducing inventory levels for discretionary merchandise categories. As a result, the 
company reduced the amount of seasonal markdowns and experienced less inventory shrink-
age. Family Dollar continued to expand its private brand programs and global sourcing capa-
bilities. In 2010, the company launched or refreshed several private-label brands, increasing 
the sale of private-label merchandise from 19 percent of net sales to 22 percent. National brand 
name merchandise constituted 51 percent of 2010 sales, while other brand names made up 
most of the remainder. Family Dollar purchased merchandise from a wide variety of suppliers; 
approximately 9 percent of the merchandise purchased in 2010 was imported.

Family Dollar CEO Howard Levine believed that the company was in a good position to 
increase market share, based on its strategy of providing value and convenience. During 2010, 
increasing customer traffic supported an increase in comparable store sales of 4.8 percent. Basic 
consumable needs were the primary driver of recurring shopping trips, but Family Dollar was 
also seeing improvements in some certain discretionary categories. 

Exhibit 15   Family Dollar Mission

Source: Family Dollar 10–K Report for Fiscal Year 2011

Family Dollar Mission: “to provide customers with a compelling place to shop, our 
team members with a compelling place to work, and investors with a compelling 
place to invest. Our vision is to be the best small-format convenience and value 
retailer serving the needs of families in our neighborhoods.”
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Texas 862 Arkansas 100

Ohio 424 New Mexico 100

Florida 419 Missouri  95

North Carolina 376 Maryland  92

Michigan 365 New Jersey  85

Georgia 321 Minnesota  69

New York 290 Utah  61

Pennsylvania 275 Maine  51

Louisiana 242 Connecticut  50

Illinois 227 Kansas  33

Virginia 218 Idaho  32

South Carolina 206 Iowa  32

Tennessee 206 Nebraska  32

Indiana 200 Nevada  27

Kentucky 189 New Hampshire  26

Alabama 146 South Dakota  25

Arizona 138 Rhode Island  24

Wisconsin 131 Delaware  22

Oklahoma 129 Wyoming  21

Mississippi 120 North Dakota  13

West Virginia 117 Vermont  11

Colorado 109 District of Columbia   3

Massachusetts 103

Exhibit 16   Family Dollar Stores by State

Source: Family Dollar 10–K Report for Fiscal Year 2011

Exhibit 17   Merchandise Categories

Source: Family Dollar 10–K Report for Fiscal Year 2010

2010 2009 2008

Consumables 65.1% 64.4% 61.0%

Home products 13.2% 13.4% 14.4%

Apparel and accessories 10.7% 11.2% 13/1%

Seasonal and electronics 11.0% 11.0% 11.5%
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State or Province Stores State or Province Stores

Alabama  88 Nevada  32

Arizona  76 New Hampshire  26

Arkansas  45 New Jersey  89

California 323 New Mexico  30

Colorado  66 New York 178

Connecticut  43 North Carolina 162

Delaware  23 North Dakota   6

District of Columbia   1 Ohio 167

Florida 276 Oklahoma  52

Georgia 146 Oregon  77

Idaho  23 Pennsylvania 216

Illinois 168 Rhode Island  17

Indiana  98 South Carolina  80

Iowa  33 South Dakota   9

Kansas  30 Tennessee 101

Kentucky  70 Texas 250

Louisiana  65 Utah  39

Maine  21 Vermont   5

Maryland  91 Virginia 140

Massachusetts  73 Washington  79

Michigan 150 West Virginia  33

Minnesota  78 Wisconsin  76

Mississippi  53 Wyoming  11

Missouri  85 Alberta  16

Montana  9 British Columbia  36

Nebraska  16 Ontario  31

Saskatchewan   3

Exhibit 18   Dollar Tree Stores by State or Province

Source: Dollar Tree 10–K Report for Fiscal Year 2010

Dollar Tree
Dollar Tree (Appendix III) operated a chain of discount variety stores (Exhibit 18: 4,011 stores 
as of January 2011) offering merchandise at a fixed price of $1. The stores had names of Dollar 
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Tree, Deal$, Dollar Giant, and Dollar Bills. At the end of 2010, approximately 3,935 of the stores 
sold almost all items for $1 or less in the United States ($1.25 or less in Canada). Most of the 
remaining stores operated as Deal$, selling some items at prices in excess of $1.

Merchandise 
Dollar Tree sought to exceed customers’ expectations of the variety and quality of products they 
can purchase for $1. Between 55 and 60 percent of the merchandise was purchased domesti-
cally, and the remainder was imported.  The domestic purchases included closeouts and pro-
motional merchandise (about 10 percent of purchases). The company’s direct relationships with 
manufacturers allowed it to select from a broad range of products, packaging, and product sizes 
that met its customers’ needs.

Dollar Tree offered a selection of consumable merchandise (candy, other foods, health and 
beauty products, plastics and cleaning supplies, and in almost half the chain’s stores, frozen 
and refrigerated food), variety merchandise (toys, housewares, gifts, party goods), and seasonal 
goods (Easter, Halloween, and Christmas merchandise) (Exhibit 19). On average, each store 
carried approximately 6,100 items, of which 2,700 basic everyday items were automatically 
replenished. Dollar Tree attempted to keep basic consumable merchandise stocked in the stores 
continuously and had slightly increased the mix of consumable merchandise to increase the 
store traffic. 

Exhibit 19  Merchandise Categories for Dollar Tree

Source: Dollar Tree 10–K Report for Fiscal Year 2010

Merchandise category as a percentage of sales 2010 2009

Consumable 49.5% 48.0%

Variety categories 45.8% 46.9%

Seasonal  4.7%  5.2%

Stores and Growth Strategy
From 2005 through 2010, Dollar Tree net sales increased at a compound annual growth rate of 
10.3 percent. The company grew its sales through opening new stores, remodeling and expand-
ing existing stores, and selective mergers and acquisitions. Dollar Tree opened new stores in 
strip shopping centers anchored by mass merchandisers or grocers whose target customers 
were similar to Dollar Tree’s. The stores were successful in metropolitan areas, mid-sized cities, 
and small towns. 

Since 1995, Dollar Tree had added 695 stores through mergers and acquisitions, targeting 
companies with a similar single-price point concept. In 2006, Dollar Tree acquired 138 Deal$ 
stores, which offered an expanded assortment of merchandise, including items that sold for 
more than $1. The merger gave Dollar Tree an opportunity to test a new merchandise concept 
without disrupting the operation of the Dollar Tree stores. In subsequent years, the company 
opened new Deal$ stores, operating 164 of the stores by the end of 2010. In 2010, the com-
pany acquired 86 Dollar Giant stores based in Vancouver, British Columbia. These stores offered 
a merchandise assortment similar to Dollar Tree stores, all priced at $1.25 Canadian or less. 
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The stores operated in British Columbia, Ontario, Alberta, and Saskatchewan provinces, Dollar 
Tree’s first expansion outside the United States.

Conclusion
At the start of 2011, Dollar General and its competitors had not only survived the recession, 
but had thrived and expanded. While the recession had officially ended, substantial economic 
uncertainty and high unemployment continued. Dollar General had completed a turnaround 
that included being taken private, the closing of several hundred under-performing stores, and 
then re-emerging as a publicly-traded company. Rick Dreiling faced the challenge of evaluating 
the strategies and performance of Dollar General and its competitors (Appendix IV) and setting 
the path for the company’s future.



STRATEGIC MANAGEMENT438

Jan 28, 2011 Jan 29, 2010 Jan 30, 2009

Net sales $ 13,035,000 $ 11,796,380 $ 10,457,668 

Cost of goods sold 8,858,444 8,106,509 7,396,571 

Gross profit 4,176,556 3,689,871 3,061,097 
Selling, general and administrative expenses 2,902,491 2,736,613 2,448,611 
Litigation settlement and related costs, net – – 32,000 

Operating profit 1,274,065 953,258 580,486 
Interest income (220) (144) (3,061)
Interest expense 274,212 345,744 391,932 
Other (income) expense 15,101 55,542 (2,788)

Income before income taxes 984,972 552,116 194,403 
Income tax expense 357,115 212,674 86,221 

Net income $ 627,857 $ 339,442 $ 108,182 

Earnings per share:    

Basic $ 1.84 $ 1.05 $ 0.34 
Diluted $ 1.82 $ 1.04 $ 0.34 

Weighted average shares:    

Basic 341,047 322,778 317,024  
Diluted 344,800 324,836 317,503 

Appendix I

DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

(In thousands, except per share amounts)
Year Ended

 Jan 28, 2011 Jan 29, 2010

Assets   

Current assets:   

Cash and cash equivalents $ 497,446 $ 222,076 

Merchandise inventories 1,765,433 1,519,578 

DOLLAR GENERAL CORPORATION AND SUBSIDIARIES CONSOLIDATED BALANCE SHEETS

(In thousands, except per share amounts)
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Income taxes receivable – 7,543 

Prepaid expenses and other current assets 104,946 96,252 

Total current assets 2,367,825 1,845,449 

Net property and equipment 1,524,575 1,328,386 

Goodwill 4,338,589 4,338,589 

Intangible assets, net 1,256,922 1,284,283 

Other assets, net 58,311 66,812 

Total assets $ 9,546,222 $ 8,863,519 

Liabilities and Shareholders’ Equity   

Current liabilities:   

Current portion of long-term obligations $ 1,157 $ 3,671 

Accounts payable 953,641 830,953 

Accrued expenses and other 347,741 342,290 

Income taxes payable 25,980 4,525 

Deferred income taxes payable 36,854 25,061 

Total current liabilities 1,365,373 1,206,500 

Long-term obligations 3,287,070 3,399,715 

Deferred income taxes payable 598,565 546,172 

Other liabilities 231,582 302,348 

Commitments and contingencies   

Redeemable common stock 9,153 18,486 

Shareholders’ equity:   

Preferred stock, 1,000 shares authorized – –

Common stock; $0.875 par value, 1,000,000 shares 
authorized, 341,507 and 340,586 shares issued and 
outstanding at January 28, 2011 and January 29, 2010, 
respectively 298,819 298,013 

Additional paid-in capital 2,945,024 2,923,377 

Retained earnings 830,932 203,075 

Accumulated other comprehensive loss (20,296) (34,167)

Total shareholders’ equity 4,054,479 3,390,298 

Total liabilities and shareholders’ equity $ 9,546,222 $ 8,863,519 
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Jan 28, 
2011

Jan 29, 
2010

Jan 30, 
2009

Cash flows from operating activities:    

Net income $627,857 $339,442 $108,182 
Adjustments to reconcile net income to net cash provided by 
operating activities:    
Depreciation and amortization 254,927 256,771 247,899 
Deferred income taxes 50,985 14,860 73,434 
Tax benefit of stock options (13,905) (5,390) (950)
Loss (gain) on debt retirement 14,576 55,265 (3,818)
Noncash share-based compensation 15,956 17,295 9,958 
Noncash inventory adjustments 7,607 647 50,671 
Other noncash gains and losses 5,942 7,920 6,252 
Change in operating assets and liabilities:    
Merchandise inventories (251,809) (100,248) (173,014)
Prepaid expenses and other current assets (10,157) (7,298) (598)
Accounts payable 123,424 106,049 140,356 
Accrued expenses and other liabilities (42,428) (12,643) 68,736 
Income taxes 42,903 1,153 33,986 
Other (1,194) (1,000) 14,084 

Net cash provided by operating activities 824,684 672,823 575,178 

Cash flows from investing activities:    

Purchases of property and equipment (420,395) (250,747) (205,546)
Purchases of short-term investments – – (9,903)
Sales of short-term investments – – 61,547 
Sales of property and equipment 1,448 2,701 1,266 

Net cash used in investing activities (418,947) (248,046) (152,636)

Cash flows from financing activities:    

Issurance of common stock 631 443,753 4,228 
Prepayments under credit facility – – (102,500)
Issurance of long-term obligations – 1,080 –
Prepayments of long-term obligations (131,180) (785,260) (44,425)
Payment of cash dividends – (239,731) –
Repurchases of common stock and settlement of equity awards (13,723) (5,928) (3,009)

Tax benefit of stock options 13,905 5,390 950 

Net cash used in financing activities (130,367) (580,696) (144,756)

Cash and cash equivalents, beginning of year 222,076 377,995 100,209 

Cash and cash equivalents, end of year $497,446 $222,076 $377,995 

DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
Year Ended
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Appendix II

(in thousands, except per share amounts) August 27, 2011 August 28, 2010 August 29, 2009

Net sales $ 8,547,835 $ 7,866,971 $ 7,400,606

Cost and expenses:

Cost of sales 5,515,540 5,058,971 4,822,401
Selling, general and administrative 2,394,223 2,232,402 2,120,936

Cost of sales and operating expenses 7,909,763 7,291,373 6,943,337

Operating profit 638,072 575,598 457,269

Investment income 1,532 1,597 6,595
Interest expense 22,446 13,337 12,939

Income before income taxes 617,158 563,858 450,925
Income taxes 228,713 205,723 159,659

Net income $ 388,445 $ 358,135 $ 291,266

Net income per common share—basic $ 3.15 $ 2.64 $ 2.08
Weighted average shares—basic $ 123,360 135,745 139,894
Net income per common share—diluted $ 3.12 $ 2.62 $ 2.07
Weighted average shares—diluted 124,486 136,596 140,522

FAMILY DOLLAR STORES, INC., AND SUBSIDIARIES 

CONSOLIDATED STATEMENTS OF INCOME 
Years Ended

Market price per share $47.55 $43.34 $30.68

(in thousands, except per share and share amounts) August 27, 2011  August 28,2010

Assets

Current assets:

Cash and cash equivalents $141,405 $382,754

Short-term investment securities 96,006 120,325

(Continued)

FAMILY DOLLAR STORES, INC., AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS  
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(in thousands, except per share and share amounts) August 27, 2011  August 28,2010

Merchandise inventories 1,154,660 1,028,022

Deferred income taxes 60,011 52,190

Income tax refund receivable 10,326 —

Prepayments and other current  
assets 71,436 63,005

Total current assets 1,533,844 1,646,296

Property and equipment, net 1,280,589 1,111,966

Investment securities 107,458 147,108

Other assets 74,314 62,775

Total assets $ 2,996,205 $ 2,968,145

Liabilities and shareholders’ equity

Current liabilities:

Current portion of long-term debt $ 16,200 $—

Accounts payable 685,063 676,975

Accrued liabilities 310,818 309,347

Income taxes 4,974 18,447

Total current liabilities 1,017,055 1,004,769

Long-term debt 532,370 250,000

Other liabilities 270,466 253,576

Deferred income taxes 89,240 38,246

Commitments and contingencies (Note 10)

Shareholders’ equity:

Common stock, $.10 par; authorized 600,000,000 shares; 
issued 147,316,232 shares at August 27, 2011, and 
146,496,237 shares at August 28, 2010, and outstanding 
117,353,341 shares at August 27, 2011, and 130,452,959 
shares at August 28, 2010 14,732 14,650

Capital in excess of par 274,445 243,831

Retained earnings 1,969,749 1,665,646

Accumulated other comprehensive loss (6,403 (7,046

Common stock held in treasury, at cost (29,962,891 shares 
at August 27, 2011, and 16,043,278 shares at August 28, 
2010) (1,165,449 (495,527

Total shareholders’ equity 1,087,074 1,421,554

Total liabilities and shareholders’ equity     2,996,205     2,968,145

(Continued)
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Appendix III

Year Ended

(in millions, except per share data) Jan 29, 2011 Jan 30, 2010 Jan 31, 2009

Net sales $ 5,882.4 $ 5,231.2 $ 4,644.9

Cost of sales, excluding non-cash    

beginning inventory adjustment 3,768.5 3,374.4 3,052.7

Non-cash beginning inventory adjustment 26.3 – –

Gross profit 2,087.6 1,856.8 1,592.2

Selling, general and administrative    

Expenses 1,457.6 1,344.0 1,226.4

Operating income 630.0 512.8 365.8

Interest expense, net 5.6 5.2 6.7

Other income, net (5.5) – –

Income before income taxes 629.9 507.6 359.1

Provision for income taxes 232.6 187.1 129.6

Net income $ 397.3 $ 320.5 $ 229.5

Basic net income per share $ 3.13 $ 2.39 $ 1.69

Diluted net income per share $ 3.10 $ 2.37 $ 1.69

DOLLAR TREE, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
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(in millions, except share and per share data) Jan 29, 2011 Jan 30, 2010

Assets

Current assets:

Cash and cash equivalents $ 311.2 $ 571.6

Short-term investments 174.8 27.8

Merchandise inventories 803.1 679.8

Deferred tax assets 16.3 6.2

Prepaid expenses and other current assets 27.9 20.2

Total current assets 1,333.3 1,305.6

Property, plant and equipment, net 741.1 714.3

Goodwill 173.1 133.3

Deferred tax assets 38.0 35.0

Other assets, net 95.0 101.5

Total assets $ 2,380.5 $ 2,289.7

Liabilities and shareholders’ equity   

Current liabilities:   

Current portion of long-term debt $ 16.5 $ 17.5

Accounts payable 261.4 219.9

Other current liabilities 190.5 189.9

Income taxes payable 64.4 48.6

Total current liabilities 532.8 475.9

Long-term debt, excluding current portion 250.0 250.0

Income taxes payable, long-term 15.2 14.4

Other liabilities 123.5 120.2

Total liabilities 921.5 860.5

DOLLAR TREE, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
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(in millions, except share and per share data) Jan 29, 2011 Jan 30, 2010

Commitments and contingencies   

Shareholders’ equity:   

Common stock, par value  $0.01.  400,000,000 shares
authorized, 123,393,816 and 131,284,455 shares.   

Issued and outstanding at January 29, 2011 and 
January 30, 2010, respectively 1.2 0.9

Additional paid-in capital – –

Accumulated other comprehensive loss (0.4) (2.4)

Retained earnings 1,458.2 1,430.7

Total shareholders’ equity 1,459.0 1,429.2

Total liabilities and shareholders’ equity $ 2,380.5 $ 2,289.7
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Appendix IV

Summary Data for Dollar General and Its Competitors

Same-Store Sales Increase (Decrease)

2010 2009 2008

Dollar General    4.9%  9.5% 9.0%

Family Dollar    4.8%  4.0% 1.2%

Dollar Tree   6.3%  7.2% 4.1%

Wal-Mart (US) (0.6)% (0.8)% 3.5%

Note: Same-store sales increase indicates the percentage increase in sales for stores that have been open for a year or more. A positive value for 
the change in same-store sales is an important sign of growth for a company, indicating that overall growth of sales is not just from opening new 
stores. Different retailers may calculate same-store sales growth in slightly different ways. Note that the three dollar chains all achieved positive 
same-store sales growth for all three years, but Wal-Mart stores in the US had same-store sales decreases for fiscal years 2009 and 2010.

Number of Stores at Year End

2010 2009 2008

Dollar General 9,372 8,828 8,362

Family Dollar 6,785 6,655 6,571

Dollar Tree 4,101 3,806 3,703

Wal-Mart (US) 3,804 3,755 3,703

Wal-Mart (International) 4,557 4,099 3,595

Sam’s Club   609   605  611

Net Sales per Selling Square Foot

2010 2009 2008

Dollar General $201 $195 $180

Family Dollar  163  157  151

Dollar Tree  167  162  153

Wal-Mart Not included because of variety of store formats
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2010 2009 2008

Dollar General $13,035 $11,796 $10,458

Family Dollar 7,867 7,401 6,983

Dollar Tree 5,882 5,231 4,645

Wal-Mart (US and international) 418,952 405,132 401,087

Net Sales (in millions of dollars)

Gross Profit (in millions of dollars)

2010 2009 2008

Dollar General $4,177  $3,690 $3,061

Family Dollar 2,808 2,579 2,346

Dollar Tree 2,088 1,857 1,592

Wal-Mart (US and international) 103,841 100,878 97,063

Operating Profit (in millions of dollars)

2010 2009 2008

Dollar General $1,274 $953 $586

Family Dollar 576 457 365

Dollar Tree 630 513 366

Wal-Mart (US and international) 25,542 24,002 22,767

Net Income (in millions of dollars)

2010 2009 2008

Dollar General $628 $339 $108

Family Dollar 358 291 233

Dollar Tree 397 321 230

Wal-Mart (US and international) 15,355 14,449 13,235
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Case 4: Family Dollar Stores ____________________

Sue Cullers, Buena Vista University
Judy Lewis, Texas A&M University-San Antonio

Dollar Stores—Small-Box Discounters
Dollar stores operated in the deep discount segment of retailing. The three national dollar store 
chains were Dollar General, Family Dollar, and Dollar Tree. By the end of 2011, these chains 
together operated more than 21,000 stores and were generating more than $27 billion in annual 
sales revenue. Each store was small, typically having 7,500 to 10,000 square feet of selling space 
and serving customers living within three to five miles of the store. Most dollar store customers 
came from low and lower-middle income groups and people living on fixed incomes. By neces-
sity, these customers were the most value-conscious shoppers in the US. Dollar stores tailored 
their merchandise and store operations to fit the needs of their economically hard-pressed cus-
tomers. The merchandise often included food (milk, bread, frozen and packaged convenience 
foods, and snacks), household products (paper products and cleaning supplies), seasonal items, 
home décor items, and a small selection of basic apparel. Some dollar stores priced all their mer-
chandise at $1 or less; others sold goods at low price points ranging up to $10. The dollar stores 
operated in a highly competitive environment, with competitive factors including store loca-
tions, convenience, price, quality, and assortment of merchandise.

Dollar Stores and the Recession
According to the National Bureau of Economic Research, the United States slipped into 
recession in December 2007. During the first half of 2008, a rise in commodity prices, most 
notably prices for oil and gasoline, contributed to the economic slowdown. The unem-
ployment rate, which was 4.8 percent in February 2008, rose to 7.4 percent by December 
of 2008 and topped out at 10.1 percent in October 2009 (Exhibit 1). Stock prices fell, with 
the S&P 500 dropping from 1412 in early January 2008 to 903 by the end of the year. The 
value of homes and other real estate plummeted, along with consumer confidence ratings. 
Consumer spending dropped for many retailers; for example, see the data for Home Depot 
and Macy’s in Exhibit 2, below.

US unemployment rate February 2008 4.8 percent

December 2008 7.4 percent

October 2009 10.1 percent

June 2010 9.5 percent

December 2010 9.4 percent

Average national price for regular gasoline July 2007 $3.005

January 2008 $3.159

July 2008 $4.165

December 2008 $1.710
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As consumers experienced reduced purchasing power, they changed their shopping pat-
terns and limited their discretionary spending. Many shoppers, looking for the lowest prices 
on necessities, began doing more of their shopping at discount stores, including dollar stores. 
Higher gas prices led consumers to forgo the drives to big box stores and shop neighborhood 
stores that were closer to home. Middle income shoppers who had not shopped dollar stores 
before contributed to the increase in sales for the dollar store chains. Regular shoppers at the 
dollar stores began purchasing more consumables there, and less discretionary merchandise. 
Exhibit 3 demonstrates the growth in quarterly revenues and profit experienced by Family 
Dollar during the recession. 

The National Bureau of Economic Research concluded that the recession ended in June 
2009. By late 2009, there was some evidence of economic recovery, although unemployment 
rates remained high. Discount stores had always done well during recessions, including the 
recession of 2008-2009; the question began to be asked, what would happen to shopping pat-
terns once the recession clearly was over? Some analysts argued that consumer tastes might 
have been permanently changed by the recession. Customers who had, perhaps, learned to 
value frugality might create a “new normal” in retailing. 

Family Dollar
Leon Levine opened the first Family Dollar in 1959, in Charlotte, NC. The store sold 

closeout merchandise from nearby apparel factories, with all items priced under $2. As 
a child, Howard Levine (who was born the same year that the first Family Dollar store 
opened) often traveled around with his father to look at commercial real estate. Howard 
graduated from the University of North Carolina and then worked at Family Dollar as a 

Exhibit 1   Economic Data

December 2009 $2.739

December 2010 $3.179

June 2011 $3.789

S&P 500 January 2, 2008 1411.63

December 29, 2008 903.25

December 31, 2009 1115.10

December 31, 2010 1257.64

Exhibit 2   Sales (in millions of dollars) for fiscal year

2009 2008 2007 2006

Home Depot $66,176 $71,288 $77,349 $79,022

Macy’s $23,489 $24,892 $26,313 $26,970
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trainee. In 1987, he left the company for several years, due to disagreements with his father 
over how the company should be managed. During the next nine years, Howard started a 
chain of discount clothing stores and then worked as an investment consultant. In 1996, he 
returned to Family Dollar, becoming chief executive officer in 1998 and executive chairman 
in 2003. 

Soon after Howard Levine returned to Family Dollar, the company adopted an everyday 
low pricing (EDLP) strategy. With EDLP, the company set lower prices for its merchandise, 
ran fewer sales, carried less closeout merchandise, and advertised less. Customers could 
go to the store knowing what merchandise they could expect to find and what the prices 
would be.

By the end of 2011, Family Dollar operated more than 7,000 stores and was the second 
largest chain of general merchandise retail discount stores (dollar stores) in the United States 
(Exhibit 4). The stores catered to low to lower-middle income customers in 44 states and the 
District of Columbia. The company employed 52,000 people and earned revenues of $8.5 bil-
lion for its fiscal year ended in August 2011, an increase of 9 percent over 2010. Its net profit of 
$388.4 million represented an 8 percent increase over 2010, and comp-store sales (for stores 
open more than 13 months) increased by 5.5 percent over 2010 (Exhibit 5 and Appendix 1). 
Family Dollar had become a Fortune 400 company and part of the S&P 500, and it had been 
identified as one of the top 50 brands in retailing. (Wal-Mart was #1.)

Exhibit 3   Family Dollar Quarterly Sales Data (in millions of dollars)

1st quarter 2nd quarter 3rd quarter 4th quarter

2009

Net sales $1,753.8 $1,992.3 $1,843.1 $1,811.4

Gross profit 614.5 671.3 667.2 625.3

Net income 59.3 84.1 87.7 60.2

2008

Net sales $1,683.0 $1,832.6 $1,702.2 $1,765.8

Gross profit 576.0 599.1 589.4 581.3

Net income 51.9 63.3 64.7 53.2

2007

Net sales $1,600.3 $1,947.4 $1,654.8 $1,631.9

Gross profit 552.9 652.5 577.0 539.7

Net income 54.1 90.5 60.3 37.8

Source: Family Dollar 10–K Reports for 2007 and 2009
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Exhibit 4   Family Dollar Stores in 2011

Source: Family Dollar 10–K Report for 2011

Texas 900 Massachusetts 105

Florida 459 Arkansas 103

Ohio 432 Maryland  97

North Carolina 384 Missouri  95

Michigan 376 New Jersey  90

Georgia 337 Minnesota  69

New York 296 Utah  61

Pennsylvania 284 Maine  54

Louisiana 256 Connecticut  54

Illinois 231 Kansas  41

Virginia 224 Idaho  34

Tennessee 214 Iowa  33

South Carolina 208 Nebraska  32

Indiana 200 Nevada  28

Kentucky 195 New Hampshire  28

Alabama 148 Rhode Island  25

Arizona 139 South Dakota  25

Oklahoma 132 Wyoming  24

Wisconsin 132 Delaware  22

Mississippi 129 North Dakota  15

West Virginia 118 Vermont  10

Colorado 111 District of Columbia   3

New Mexico 106

Exhibit 5  Selected Financial Data

Source: Family Dollar 10–K Reports for Fiscal Years 2011 and 2009

2011 2010 2009 2008 2007

Comp store sales growth 5.5% 4.8% 4.0% 1.2% 0.9%

Selling square feet (000) 49,996 48,225 47,120 46,324 45,251

Net sales per square foot $174 $165 $158 $152 $154
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Family Dollar Mission and Goals
Family Dollar’s mission was to provide a compelling place for customers to shop, a compel-
ling place for employees to work, and a compelling place to invest. (See Exhibit 6.) The com-
pany had identified four corporate goals that would drive growth and financial results: (1) build 
customer loyalty and improve the customer’s shopping experience; (2) deliver profitable sales 
growth; (3) drive continuous improvement; and (4) build high-performing employee teams.

Exhibit 6   Family Dollar Mission

Source: Family Dollar 10–K Report for 2011

Family Dollar

“Our Mission:
For our customers:

A compelling place to shop . . . by providing convenience and low prices
For our team members:

A compelling place to work . . . by providing career opportunities and 
rewards for achievement

For our investors
A compelling place to invest . . . by providing strong financial returns.

Our Vision:
To be the best small-format convenience and value retailer serving the needs of 
families in our neighborhoods.”

Building Customer Loyalty
Family Dollar’s typical customer was a female head of household. Approximately 54 percent 
of customers had annual gross incomes below $40,000, and 24 percent had incomes below 
$20,000. About 33 percent of customers were African American or Hispanic, and 68 percent 
were 45 or older.

In 2008, most of Family Dollar’s sales growth came from its core customers. However, by 
2009, about a third of Family Dollar’s customers were from a different demographic: customers 
earning up to $70,000 per year, and who traditionally had not shopped at dollar stores, were 
increasing as a percentage of sales. These trade-down customers were likely to have school-
aged children and to prefer national brands. Because of the recession, they were shopping for 
value and were attracted by Family Dollar’s everyday low pricing strategy. 

By 2011, the recession had ended, but economic uncertainty continued. Family Dollar man-
agers believed that value and convenience continued to resonate with its customers. To increase 
the shopping frequency of its core low-income customers and middle-income families, Family 
Dollar launched a comprehensive store renovation program. It expanded consumable catego-
ries and improved in-store signage, fixtures, and merchandise adjacencies (locating related 
items close together in stores to make them easier for customers to find). The renovations were 
intended to enhance customer sightlines, increase store capacity, and simplify the restocking 
process. By the end of 2011, more than 1,300 stores had the new format, and Family Dollar 
expected to renovate or expand at least 1,000 stores in 2012. 
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Delivering Profitable Sales Growth
Family Dollar stores typically had between 7,500 and 9,500 square feet of selling space and 
served customers living within five miles of the store. The small size of the stores allowed the 
company to find locations convenient to its customers, locations that were either free standing 
or in shopping centers. Stores were located in urban, suburban, small town, and rural markets; 
Howard Levine had been the first to believe that dollar stores could succeed in urban environ-
ments. At end of 2011, approximately 23 percent of stores were in large urban markets and 20 
percent in small urban or suburban markets. 

For many years, Family Dollar had grown by opening new stores in existing markets and by 
expanding into new states. By 2008, the company slowed the rate of new store growth to focus 
on improving the profitability of existing stores. It engaged in a re-engineering of merchandis-
ing and supply chain processes and store layouts. These investments increased productivity and 
expanded financial returns, providing a foundation for renewed growth. In 2010, Family Dollar 
managers announced an intention to increase selling-space at an annual rate of 5 to 7 percent by 
2013. During fiscal 2011, the company opened 300 new stores, including its 7000th store, located 
in Memphis. (See Exhibit 7.) By October 2011, the chain had 7,059 stores, including its first four 
stores in California. Managers anticipated that the company might open 450 to 500 new stores in 
2012, an increase of more than 50 percent over the growth rate for 2011.   

Family Dollar’s goal was to sell quality merchandise at everyday low prices. The merchan-
dise assortment included consumables, home products, apparel and accessories, and seasonal 
and electronics, with prices generally ranging from less than $1 to $10. (See Exhibit 8.) Howard 
Levine commented that, “We want our customers to know they can afford anything in our stores.”

Exhibit 7   Number of Family Dollar Stores

Source: Family Dollar 10–K Reports for 2011 and 2009

2011 2010 2009 2008 2007

Number of new stores opened  300  200  180  205  300

Number of stores closed   62   70   96   64   43

Net increase in number of stores  238  130   84  141  257

Number of stores at year end 7023 6785 6655 6571 6430

Product Category 2011 2010 2009

Consumables 66.5% 65.1% 64.4%

Home Products 12.7% 13.2% 13.4%

Apparel and Accessories 10.0% 10.7% 11.2%

Seasonal and Electronics 10.8% 11.0% 11.0%

(Continued)
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Exhibit 8   Family Dollar Merchandise Categories

Source: Family Dollar 10–K Report for 2011

Consumables Household chemicals and paper products

Candy, snacks, and other food

Health and beauty aids

Hardware and automotive supplies

Pet food and supplies

Home products Domestics, including blankets, sheets, towels

Housewares and home décor 

Giftware

Apparel and accessories Men’s clothing

Women’s clothing

Clothing for boys, girls, and infants

Shoes

Fashion accessories

Seasonal and electronics Toys

Stationery and school supplies

Seasonal goods

Personal electronics, including pre-paid cellular 
phones and services

(Continued)

In 2009, the average customer purchase per visit was $9.84. Market research had shown 
that customers spent an average of about $10 per shopping trip to Family Dollar, whether they 
came once a week or once a month. To increase its sales, Family Dollar needed to increase 
the frequency of customer trips. Howard Levine determined that the answer was to carry milk, 
eggs, frozen pizza, and other food that customers needed to purchase frequently. Family Dollar 
wanted to be the place its customers came to for their “ran out of” trips. Therefore, the company 
installed refrigerators and coolers in its stores. By 2009, almost all Family Dollar stores carried 
frozen and refrigerated foods that helped to drive sales, and most shoppers purchased at least 
one food item on each trip to Family Dollar. Customers’ increased purchases of consumables 
helped drive overall revenue growth. However, the markup percentage that could be applied 
to consumable merchandise generally was lower than for discretionary items, placing pressure 
on the company’s margin and income. In 2011, Family Dollar also experienced significant infla-
tionary pressures across numerous categories, as costs for various raw materials and food items 
went up. Family Dollar had limited ability to pass these cost increases on to its customers, due to 
its everyday low pricing strategy.
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One method for preserving margin and profitability despite inflationary pressures and 
increasing sales of consumables was to sell more private-label merchandise, which the com-
pany marked up by a higher percentage than it could nationally branded merchandise. In 2011, 
nationally advertised brand name merchandise accounted for about 53 percent of sales; mer-
chandise sold under Family Dollar’s private labels amounted to 25 percent of sales. The com-
pany had made significant progress in increasing the penetration of its private-label brands: 
private-label sales were 22 percent higher than in 2010, with sales of private brands of consum-
ables being 26 percent higher than the year before. 

In 2011, 31 percent of Family Dollar’s purchased merchandise was manufactured overseas. 
Much of this merchandise was purchased using domestic importers, agents, or other third par-
ties. To improve gross margin, Family Dollar began to purchase an increasing amount of mer-
chandise directly from overseas manufacturers, rather than through third parties. In 2011, Family 
Dollar opened offices in Hong Kong and Shenzhen, China, to expand its supplier network. As a 
result of these efforts, it increased direct imports by 24 percent in 2011. This operational change 
offered better value to customers and also improved overall markup percentages.

Driving Continuous Improvement
In 2008 and 2009, Family Dollar worked at upgrading register and point-of-sale technology. 
The changes allowed more stores to accept additional payment types—credit cards and elec-
tronic benefit transfers, such as food stamps. Accepting food stamp payments had become more 
important as the economy weakened and more Family Dollar customers began receiving food 
stamps. The changes in technology also enabled use of computer-based tools to provide man-
agers with better training, analytics, and workflow management. To help control costs, Family 
Dollar developed a centralized procurement organization that used an online system for pur-
chase of non-merchandise items, such as store supplies. 

In 2011, the company re-engineered many of its core store processes, including restock-
ing and in-store merchandising. About 90 percent of merchandise was delivered to stores 
from Family Dollar’s nine distribution centers. Family Dollar maintained substantial depth of 
merchandise inventory at stores and in the distribution centers, to allow weekly store replen-
ishment. Having adequate merchandise in stock at the stores was a key competitive factor in 
the dollar store industry. However, the company had to balance having a high in-stock inven-
tory position with the potential costs of having too much inventory, such as needing to take 
price mark-downs to sell goods at the end of a season. Use of a demand forecasting system for 
replenishment of merchandise in stores and a centralized system for assortment optimization 
and space management helped the company to control the levels of its inventory. To reduce the 
costs associated with holding inventory, Family Dollar negotiated vendor payment terms to help 
offset these costs.

Most Family Dollar stores were leased: as of October 2011, 6,510 of the company’s 7,059 
stores were leased. The company used an electronic lease management system to keep track 
of the terms and conditions of its store leases and to help it negotiate favorable terms on new 
leases.

Building High-Performing Employee Teams
Family Dollar believed that its long-term success depended on the quality of its employees, 
especially those who work in the stores. Each store had a store manager, who was responsible 
for hiring and training employees and providing customer service. Each store manager reported 
to a district manager or area operations manager, who usually was responsible for 15 to 25 
stores. In 2011, the company used an online hiring system to improve the consistency of pre-
employment assessments. It had expanded the use of computer-based training applications for 
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store managers and clerks and created better-defined career paths for employees. As a result of 
the focus on reducing employee turnover, retention of store managers, assistant managers and 
cashiers reached historically high levels, and the rate of internal promotions was at almost 80 
percent. 

Legal Issues
Family Dollar and its main competitors, Dollar General and Dollar Tree, had all been sued by 
store managers and former store managers. The store managers brought action under the terms 
of the Fair Labor Standards Act and similar state laws, claiming that they should have been 
classified as non-exempt and thus entitled to overtime pay. The three chains argued that store 
managers were executives and not entitled to overtime. In some cases, courts had allowed the 
lawsuits to proceed as class-action suits representing large numbers of plaintiffs.

In one of the lawsuits against Family Dollar, the courts found that many of its store managers 
had no power to hire or fire staff and spent most of their time operating cash registers, stocking 
shelves, and helping to unload trucks. Because these managers did not have typical decision-
making responsibilities, the court ruled they were entitled to back overtime pay. Family Dollar, 
still asserting that its store managers were executives, appealed the decision. In December 2009, 
the 11th Circuit Court upheld the $35.6 million class action judgment on behalf of 1,424 manag-
ers. Other lawsuits related to the same issue continued: at the end of 2011, 22 such cases were 
still pending. If Family Dollar were to be forced to reclassify store managers as non-exempt, the 
impact on its financial position and operating results would be material.

The dollar stores, including Family Dollar, were also involved in lawsuits with former 
employees who argued that the companies provided better pay and treatment to store manag-
ers who were male than they did to women store managers. In 2011, the United States Supreme 
Court ruled that a similar case filed against Wal-Mart could not proceed as a class action. 
Following this Supreme Court ruling, Family Dollar filed a motion to dismiss the lawsuit its for-
mer employees had filed.

A Takeover Bid
Hedge funds and other equity investors sometimes seek to acquire existing businesses. These 
investors expect to profit by increasing the value of the acquired company, through changing 
its strategy or management or by spinning off some of the target’s assets. Dollar General, Family 
Dollar’s biggest competitor, had been acquired and taken private in 2007. 

In March 2011, Nelson Peltz and the activist hedge fund Trian Group Management made a 
bid to acquire Family Dollar. Peltz asserted that the performance of Family Dollar lagged sig-
nificantly behind the performance of its rival, Dollar General. He informally offered to pay a 
total of about $7 billion to acquire Family Dollar, or $55 to $60 per share, at a time when Family 
Dollar stock was trading at about $44 per share. Family Dollar management rejected Peltz’s 
offer, saying that it substantially undervalued the company. The Family Dollar board of direc-
tors argued that implementing the company’s existing strategy was the best way to deliver value 
to its shareholders. The board then enacted a shareholder rights plan, or so-called poison pill, 
that would go into effect if an investor acquired 10 percent or more of the company’s stock. The 
shareholder rights plan would not necessarily have prevented a hostile takeover, but it would 
have made the process more time-consuming and was described as ensuring that all sharehold-
ers would be treated fairly in the acquisition process. About six months later, Peltz withdrew the 
possibility of a hostile takeover, saying that the company’s existing strategy would be effective in 
increasing the value of the company. At the same time, his son-in-law was added to the Family 
Dollar board of directors.
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Family Dollar’s Competition: Dollar General
Dollar General, the largest of the dollar store chains (Exhibit 9 and Appendix 2), traced its roots 
to a store opened by J.L. Turner and Cal Turner, Sr., in 1939. The Turners opened the first Dollar 
General store in Springfield, Kentucky, in 1955. By the end of 2011, Dollar General had more 
than 9,800 stores in 38 states, primarily in the southern, southwestern, midwestern, and eastern 
states (Exhibit 10). It was the largest discount retailer in the United States based on number of 
stores. Dollar General stores sold consumables and home, apparel, and seasonal merchandise 
under the tag line, “Save time, Save money. Every day!” (See Exhibit 11 for amounts of the 
different categories of merchandise sold by Dollar General.) The company sold its merchandise 
at everyday low prices, usually $10 or less, through small (approximately 7,500 square feet) 
stores.

Beginning in the 1990’s, Dollar General grew rapidly by opening new stores and expanding into 
more states. By 2005, Dollar General stores experienced decreases in customer traffic and declines 
in same-store sales for two quarters. The company launched a turnaround strategy to improve the 

Exhibit 9   Number of Dollar General Stores

Source: Dollar General 10–K Reports for Fiscal Years 2007, 2009, and 2010

Fiscal Year

Stores at 
beginning 

of year
Stores 
opened

Stores 
closed

Net store 
increase/
decrease

Stores at 
end of year

2005 7320 734 125 609 7929

2006 7929 537 237 300 8229

2007 8229 365 400 (35) 8194

2008 8194 207  39 168 8362

2009 8362 500  34 466 8828

2010 8828 600  56 544 9372

State Number of Stores State Number of Stores

Alabama 512 Nebraska 79

Arizona  61 New Jersey 44

Arkansas 268 New Mexico 46

Colorado  27 New York 245

Delaware  29 North Carolina 536

(Continued)
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Exhibit 10   Number of Dollar General Stores by State 

Source: Dollar General 10–K Report for Fiscal Year 2010

State Number of Stores State Number of Stores

Florida 505 Ohio 510

Georgia 541 Oklahoma 295

Illinois 352 Pennsylvania 421

Indiana 358 South Carolina 375

Iowa 169 South Dakota 12

Kansas 173 Tennessee 489

Kentucky 363 Texas 1,081

Louisiana 369 Utah 8

Maryland  72 Vermont 11

Michigan 270 Virginia 265

Minnesota  16 West Virginia 161

Mississippi 310 Wisconsin 93

Missouri 348   

(Continued)

Consumable Seasonal Home Products Apparel

2005 65.3% 15.7% 10.6% 8.4%

2006 65.7% 16.4% 10.0% 7.9%

2007 66.5% 15.9%  9.2% 8.4%

2008 69.3% 14.6%  8.2% 7.9%

2009 70.8% 14.5%  7.4% 7.3%

2010 71.6% 14.5%  7.4% 7.9%

Exhibit 11   Pattern of Merchandise Sales for Dollar General

Source: Dollar General 10–K Reports for Fiscal Years 2007, 2009, and 2010

performance of each store and the management of inventory. It took markdowns to eliminate most 
of its out-of-season and outdated merchandise. It also identified and began closing 400 under-per-
forming stores. In 2007, Dollar General closed more stores than it opened and recorded a loss for the 
year. 

Despite the progress Dollar General had made in implementing a turnaround, it remained 
a target for a takeover. In 2007, it became a subsidiary of Buck Holdings, which was controlled 
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by equity investor Kohlberg Kravis Roberts (KKR) and affiliated investors. Following this 
merger, the company’s stock was not publicly traded. The new owners made changes in Dollar 
General’s top management. The company identified four new operating priorities: driving pro-
ductive sales growth, increasing gross margin, improving processes and information technology 
to reduce costs, and strengthening the Dollar General culture of serving others. In November 
2009, Dollar General went public again through an initial public offering (IPO). In the IPO, new 
shares of stock were issued, and KKR and the affiliated investors recovered part of their invest-
ment by selling some of their shares of stock. After the IPO and other stock sales, KKR and the 
affiliated investors still controlled more than 70 percent of Dollar General stock.  

Dollar General’s managers described its business model as providing a broad base of 
value-conscious customers with everyday and household needs, supplemented with general 
merchandise at everyday low prices in conveniently located small-box stores. The small-store 
format and selection of merchandise had met customers’ needs and driven company growth 
over the years. After slowing the growth of new stores from 2006 through 2008, in 2009, Dollar 
General accelerated its rate of opening new stores. The company’s store strategy involved low 
initial expenditures and low operating costs. The average cost of equipment and fixtures for 
new stores was about $165,000, and the initial investment in inventory usually was $75,000. 
Because of these low costs, Dollar General achieved rapid payback of its investment in new 
stores and strong operating cash flows.

Some of Dollar General’s product offerings are described in Exhibit 12. Home products and sea-
sonal categories usually had the highest gross profit margins, and consumables, generally the lowest. 
Dollar General managers believed that it offered a price advantage over most food and drug retailers. 
Each store offered 10,000 to 12,000 stock keeping units (SKUs) with a limited number of SKUs per 
category, which helped the company maintain strong purchasing power and bargaining power with 
its suppliers. Most items were priced below $10 and about 25 percent at $1 or less. 

Exhibit 12  Dollar General Product Offerings

Source: Dollar General website, January 2012

Merchandise 
Category

 
Example Items

 
Brand Names

Consumables Paper and cleaning products

Food, beverages and snacks

Health and beauty supplies

Pet food

Procter & Gamble

Campbell’s, Coca Cola, 
Hershey

Tylenol, Suave, Rexall

Purina

Seasonal Decorations, greeting cards

Toys

Gardening supplies

Hardware

Mead Stationery

Crayola

Miracle Gro

Home Products Kitchen supplies

Cookware, small appliances

Craft supplies

Sterilite

General Electric

Apparel Casual everyday apparel Exclusive license to sell 
Bobbie Brooks clothing



STRATEGIC MANAGEMENT460

Dollar General offered a wide selection of national brand products, as well as store brands 
(private label brands). Many of the company’s customers preferred private label products, per-
ceiving that they offered greater value than national brands. In addition, store brands usually 
provided higher gross margin percentages than did national brands. In 2010, private label goods 
made up 22 percent of consumable sales, and Dollar General made a major push to increase its 
private-label offerings in other merchandise categories. The company also was increasing the 
amount of merchandise that it imported directly, to help control costs and increase gross margin.

Family Dollar’s Competition: Dollar Tree 
The Dollar Tree chain of discount stores began with a Ben Franklin store founded in 1953 by 
K. R. Perry and located in Norfolk, Virginia. Dollar Tree managers described the chain as the 
leading operator of discount variety stores in the United States (Exhibit 13 and Appendix 3). As 
of November 2011, Dollar Tree operated 4,335 stores (Exhibit 14). Approximately 90 percent 
of these stores sold nearly all items for a dollar or less. The remaining stores were mostly Deal$ 
stores, a chain that Dollar Tree had acquired, that had some items selling for more than $1. 
Dollar Tree stores had been successful in metropolitan areas, mid-sized cities, and small towns. 

Exhibit 13  Dollar Tree Mission and Vision

Source: Dollar Tree 10–K Report for Fiscal Year 2010

Mission:

Dollar Tree, Inc. is a customer-oriented, value-driven variety store operating at a 
one dollar price point. We will operate profitably, empower our associates to share 
in its opportunities, rewards and successes, and deal with others in an honest 
and considerate way. The company’s mission will be consistent with measured 
and profitable growth.

Vision:

Attitude: Responsibility, Integrity, Courtesy

Judgment: Do the Right Thing for the Right Reason

Commitment: Honor and Respect for Self & Company

Year Number of Stores
Average Selling Square 
Footage Per Store

Average Selling Square 
Footage Per New Store 
Opened

2005 2,914 7,900 9,756

2006 3,219 8,160 8,780

2007 3,411 8,300 8,480

2008 3,591 8,440 8,100

2009 3,806 8,480 8,150

2010 4,101 8,570 8,400
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Exhibit 14   Dollar Tree Stores

Source: Dollar Tree 10–K Reports for Fiscal Years 2007 and 2010

State or Province Stores State or Province Stores

Alabama  88 Nevada  32

Arizona  76 New Hampshire  26

Arkansas  45 New Jersey  89

California  323 New Mexico  30

Colorado  66 New York 178

Connecticut  43 North Carolina 162

Delaware  23 North Dakota   6

District of Columbia   1 Ohio 167

Florida 276 Oklahoma  52

Georgia 146 Oregon  77

Idaho  23 Pennsylvania 216

Illinois 168 Rhode Island  17

Indiana  98 South Carolina  80

Iowa  33 South Dakota   9

Kansas  30 Tennessee 101

Kentucky  70 Texas 250

Louisiana  65 Utah  39

Maine  21 Vermont  5

Maryland  91 Virginia 140

Massachusetts  73 Washington  79

Michigan 150 West Virginia  33

Minnesota 78 Wisconsin  76

Mississippi 53 Wyoming  11

Missouri 85 Alberta  16

Montana 9 British Columbia  36

Nebraska 16 Ontario  31

Saskatchewan   3

Dollar Tree Stores by State and Province
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Merchandise
Dollar Tree offered a selection of consumable merchandise (food, health and beauty products, 
cleaning supplies), and in about half the chain’s stores, frozen and refrigerated foods. It also 
sold variety merchandise (toys, housewares, party goods) and seasonal goods (merchandise 
for Halloween and Christmas, for example). The company had expanded its selection of con-
sumable merchandise over the period 2007 through 2010, as a means of bringing more traffic 
to its stores and to appeal to a broader demographic mix.  Most Dollar Tree stores carried 6,100 
stock keeping units, about 2,200 of which were basic, everyday items automatically replenished 
through the company’s inventory management system (Exhibit 15). 

Exhibit 15  Dollar Tree Merchandise

Source: Dollar Tree 10–K Report for Fiscal Year 2010

Merchandise category as 
percentage of sales

 
2010

 
2009

Consumable 49.5% 48.0%

Variety categories 45.8% 46.9%

Seasonal  4.7%  5.2%

Dollar Tree’s growth strategy involved opening new stores, expanding and remodeling 
existing stores, and acquiring stores through mergers and acquisitions. From 2005 through 2011, 
the number of stores grew from 2,914 to 4,335 and the average selling square footage per store 
from 7,900 to 8,480. The company’s operating cash flows allowed it to self-fund infrastructure 
improvements, acquisitions, and the construction of new stores. Many of the new stores were 
opened in strip shopping centers anchored by mass merchandising companies whose target 
customers were similar to Dollar Tree’s.

Since 1995, Dollar Tree had added 695 stores through mergers and acquisitions. In 2008, it had 
acquired 138 Deal$ stores, which offered a broader range of merchandise, including items sold for 
more than $1. The merger allowed Dollar Tree to test a new merchandising concept without dis-
turbing the operation of the Dollar Tree stores. In 2010, Dollar Tree acquired 86 Dollar Giant stores 
located in four provinces of Canada, the company’s first expansion outside the United States. 
These stores sold merchandise similar to Dollar Tree stores, all priced at $1.25 Canadian or less.

Family Dollar’s Challenges in 2012
Howard Levine and the rest of the Family Dollar management team were well pleased with 
how the company had weathered the recession. Sales were higher than ever before. During the 
recession and the slow recovery in 2010 and 2011, Family Dollar had attracted increasing num-
bers of middle-income shoppers, and it had sought to balance their needs with the needs of its 
traditional customer group. 

Family Dollar had reduced its rate of opening new stores for about three years, while it 
improved its store formats and implemented new technologies and procedures. During 2011, 
Family Dollar had again accelerated its new store program, expanding for the first time into 
California, and it had survived a hostile takeover bid. The renewed growth and store renovation 
program had been driven by four goals identified by Family Dollar managers: building cus-
tomer loyalty, delivering profitable sales growth, driving continuous improvement, and building 
high-performing employee teams. Howard Levine and the other Family Dollar managers had to 
decide where to lead the company now to achieve its goals.
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Appendix 1

Years Ended

(in thousands, except per share 
amounts) August 27, 2011 August 28, 2010 August 29, 2009

Net sales $ 8,547,835 $ 7,866,971 $ 7,400,606

Cost and expenses:

Cost of sales 5,515,540 5,058,971 4,822,401

Selling, general and administrative 2,394,223 2,232,402 2,120,936

Cost of sales and operating expenses 7,909,763 7,291,373 6,943,337

Operating profit 638,072 575,598 457,269

Investment income 1,532 1,597 6,595

Interest expense 22,446 13,337 12,939

Income before income taxes 617,158 563,858 450,925

Income taxes 228,713 205,723 159,659

Net income $ 388,445 $ 358,135 $ 291,266

Net income per common share—
basic             $ 3.15 $ 2.64           $ 2.08

Weighted average shares—basic 123,360 135,745 139,894

Net income per common share—
diluted             $ 3.12 $ 2.62 $ 2.07

Weighted average shares—diluted 124,486 136,596 140,522

Market price per share $47.55 $43.34 $30.68

FAMILY DOLLAR STORES, INC., AND SUBSIDIARIES 

CONSOLIDATED STATEMENTS OF INCOME 
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(in thousands, except per share and share amounts) August 27, 2011 August 28, 2010

Assets

Current assets:

Cash and cash equivalents $ 141,405 $ 382,754

Short-term investment securities 96,006 120,325

Merchandise inventories 1,154,660 1,028,022

Deferred income taxes 60,011 52,190

Income tax refund receivable 10,326 —

Prepayments and other current assets 71,436 63,005

Total current assets 1,533,844 1,646,296

Property and equipment, net 1,280,589 1,111,966

Investment securities 107,458 147,108

Other assets 74,314 62,775

Total assets $ 2,996,205 $ 2,968,145

Liabilities and shareholders’ equity

Current liabilities:

Current portion of long-term debt $ 16,200 $—

Accounts payable 685,063 676,975

Accrued liabilities 310,818 309,347

Income taxes 4,974 18,447

Total current liabilities 1,017,055 1,004,769

Long-term debt 532,370 250,000

Other liabilities 270,466 253,576

Deferred income taxes 89,240 38,246

Commitments and contingencies (Note 10)

Shareholders’ equity:

Preferred stock, $1 par; authorized 500,000 shares; no 
shares issued and outstanding — —

FAMILY DOLLAR STORES, INC., AND SUBSIDIARIES 

CONSOLIDATED BALANCE SHEETS 



465Traditional Cases

(in thousands, except per share and share amounts) August 27, 2011 August 28, 2010

Common stock, $.10 par; authorized 600,000,000 
shares; issued 147,316,232 shares at August 27, 2011, 
and 146,496,237 shares at August 28, 2010, and 
outstanding 117,353,341 shares at August 27, 2011, 
and 130,452,959 shares at August 28, 2010 14,732 14,650

Capital in excess of par 274,445 243,831

Retained earnings 1,969,749 1,665,646

Accumulated other comprehensive loss (6,403) (7,046)

Common stock held in treasury, at cost (29,962,891 
shares at August 27, 2011, and 16,043,278 shares at 
August 28, 2010) (1,165,449) (495,527)

Total shareholders’ equity 1,087,074 1,421,554

Total liabilities and shareholders’ equity $ 2,996,205 $ 968,145

(in thousands)
August 27, 
2011

August 28, 
2010

August 29, 
2009

Cash flows from operating activities:

Net income $ 388,445 $ 358,135 $ 291,266

Adjustments to reconcile net income to net cash 
provided by operating activities:

Depreciation and amortization 182,455 172,037 159,808

Deferred income taxes 46,805 8,123 4,426

Excess tax benefits from stock-based compensation (4,745) (1,676) (704) 

Stock-based compensation 14,728 13,163 11,538

Loss on disposition of property and equipment, 
including impairment 9,461 7,244 9,924

Other gains and losses — — 1,228

FAMILY DOLLAR STORES, INC., AND SUBSIDIARIES 

CONSOLIDATED STATEMENTS OF CASH FLOWS 
Years Ended

(Continued)
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(in thousands)
August 27, 
2011

August 28, 
2010

August 29, 
2009

Changes in operating assets and liabilities:

Merchandise inventories (126,638) (34,225) 38,888

Prepayments and other current assets (8,409) 200 238

Other assets (4,888) 2,666 6,027

Accounts payable and accrued liabilities 37,057 61,646 12,373

Income taxes (23,799) 25,389 (1,401) 

Other liabilities 17,592 (21,163) (4,412) 

528,064 591,539 529,199

Cash flows from investing activities:

Purchases of investment securities (352,082) (142,730) —

Sales of investment securities 415,877 46,888 44,943

Capital expenditures (345,268) (212,435) (155,401) 

Proceeds from dispositions of property and equipment 1,055 1,329 1,103

(280,418) (306,948 ) (109,355 )

Cash flows from financing activities:

Revolving credit facility borrowings 46,000 — —

Repayment of revolving credit facility borrowings (46,000) — —

Issuance of long-term debt 298,482 — —

Payment of debt issuance costs (7,811) (651) (624 )

Repurchases of common stock (670,466) (332,189) (71,067 )

Change in cash overdrafts (47,722) 49,687 (27,256 )

Proceeds from exercise of employee stock options 17,216 19,663 31,525

Excess tax benefits from stock-based compensation 4,745 1,676 704

Payment of dividends (83,439) (78,913) (72,738 )

(488,995) (340,727) (139,456 )

(Continued)
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(in thousands)
August 27, 
2011

August 28, 
2010

August 29, 
2009

Net change in cash and cash equivalents (241,349) (56,136) 280,388

Cash and cash equivalents at beginning of year 382,754 438,890 158,502

Cash and cash equivalents at end of year $ 141,405 $ 382,754 $ 438,890

Supplemental disclosures of cash flow information:

Purchases of property and equipment awaiting 
processing for payment, included in accounts payable $ 36,220 $ 22,848 $ 4,575

Cash paid during the period for:

Interest, net of amounts capitalized 20,395 12,568 12,192

Income taxes, net of refunds 201,843 175,915 158,486
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Appendix 2

DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
(In thousands, except per share amounts)

Year Ended

Jan 28, 2011 Jan 29, 2010 Jan 30, 2009

Net sales $ 13,035,000 $ 11,796,380 $ 10,457,668 

Cost of goods sold 8,858,444 8,106,509 7,396,571 

Gross profit 4,176,556 3,689,871 3,061,097 

Selling, general and administrative expenses 2,902,491 2,736,613 2,448,611 

Litigation settlement and related costs, net – – 32,000 

Operating profit 1,274,065 953,258 580,486 

Interest income (220) (144) (3,061)

Interest expense 274,212 345,744 391,932 

Other (income) expense 15,101 55,542 (2,788)

Income before income taxes 984,972 552,116 194,403 

Income tax expense 357,115 212,674 86,221 

Net income $ 627,857 $ 339,442 $ 108,182 

Earnings per share:    

Basic      $ 1.84      $ 1.05      $ 0.34 

Diluted      $ 1.82      $ 1.04      $ 0.34 

Weighted average shares:    

Basic 341,047 322,778 317,024  

Diluted 344,800 324,836 317,503 

Market price per share    $28.40       $23.49 N/A

Source: Dollar General’s 10-K Report for Fiscal Year 2010

Note: Dollar General’s stock was not publicly traded in January 2009.

Financial Information for Dollar General
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DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(In thousands, except per share amounts)

Jan 28, 2011 Jan 29, 2010

Assets   

Current assets:   

Cash and cash equivalents $ 497,446 $ 222,076 

Merchandise inventories 1,765,433 1,519,578 

Income taxes receivable – 7,543 

Prepaid expenses and other current assets 104,946 96,252 

Total current assets 2,367,825 1,845,449 

Net property and equipment 1,524,575 1,328,386 

Goodwill 4,338,589 4,338,589 

Intangible assets, net 1,256,922 1,284,283 

Other assets, net 58,311 66,812 

Total assets $ 9,546,222 $ 8,863,519 

Liabilities and shareholders’ equity   

Current liabilities:   

Current portion of long-term obligations $ 1,157 $ 3,671 

Accounts payable 953,641 830,953 

Accrued expenses and other 347,741 342,290 

Income taxes payable 25,980 4,525 

Deferred income taxes payable 36,854 25,061 

Total current liabilities 1,365,373 1,206,500 

Long-term obligations 3,287,070 3,399,715 

Deferred income taxes payable 598,565 546,172 

Other liabilities 231,582 302,348 

Commitments and contingencies   

Redeemable common stock 9,153 18,486 

(Continued)
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Jan 28, 2011 Jan 29, 2010

Shareholders’ equity:   

Preferred stock, 1,000 shares authorized – – 

Common stock; $0.875 par value, 1,000,000 shares 
authorized, 341,507 and 340,586 shares issued and 
outstanding at January 28, 2011 and January 29, 2010, 
respectively 298,819 298,013 

Additional paid-in capital 2,945,024 2,923,377 

Retained earnings 830,932 203,075 

Accumulated other comprehensive loss (20,296) (34,167)

Total shareholders’ equity 4,054,479 3,390,298 

Total liabilities and shareholders’ equity $ 9,546,222 $ 8,863,519 

(Continued)

 DOLLAR GENERAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

Year Ended

Jan 28, 2011 Jan 29, 2010 Jan 30, 2009

Cash flows from operating activities:    

Net income $ 627,857 $ 339,442 $ 108,182 

Adjustments to reconcile net income to net cash   
provided by operating activities:    

Depreciation and amortization 254,927 256,771 247,899 

Deferred income taxes 50,985 14,860 73,434 

Tax benefit of stock options (13,905) (5,390) (950)

Loss (gain) on debt retirement 14,576 55,265 (3,818)

Noncash share-based compensation 15,956 17,295 9,958 

Noncash inventory adjustments 7,607 647 50,671 

Other noncash gains and losses 5,942 7,920 6,252 

Change in operating assets and liabilities:    
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Merchandise inventories (251,809) (100,248) (173,014)

Prepaid expenses and other current assets (10,157) (7,298) (598)

Accounts payable 123,424 106,049 140,356 

Accrued expenses and other liabilities (42,428) (12,643) 68,736 

Income taxes 42,903 1,153 33,986 

Other (1,194) (1,000) 14,084 

Net cash provided by operating activities 824,684 672,823 575,178 

 
Cash flows from investing activities:    

Purchases of property and equipment (420,395) (250,747) (205,546)

Purchases of short-term investments – – (9,903)

Sales of short-term investments – – 61,547 

Sales of property and equipment 1,448 2,701 1,266 

Net cash used in investing activities (418,947) (248,046) (152,636)

Cash flows from financing activities:    

Issuance of common stock 631 443,753 4,228 

Prepayments under revolving credit facility – – (102,500)

Issuance of long-term obligations – 1,080 –

Prepayments of long-term obligations (131,180) (785,260) (44,425)

Payment of cash dividends and related amounts – (239,731) –

Repurchases of common stock and settlement of 
equity awards, net of employee taxes paid (13,723) (5,928) (3,009)

Tax benefit of stock options 13,905 5,390 950 

Net cash used in financing activities (130,367) (580,696) (144,756)

Cash and cash equivalents, beginning of year 222,076 377,995 100,209 

Cash and cash equivalents, end of year $ 497,446 $ 222,076 $ 377,995 
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Appendix 3

DOLLAR TREE, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS

(in millions, except per share data) Jan 29, 2011 Jan 30, 2010 Jan 31, 2009

Net sales $ 5,882.4 $ 5,231.2 $4,644.9

Cost of sales, excluding non-cash beginning 
inventory adjustment  3,768.5  3,374.4  3,052.7

Non-cash beginning inventory adjustment     26.3 – –

Gross profit  2,087.6  1,856.8  1,592.2

Selling, general and administrative 
expenses  1,457.6  1,344.0  1,226.4

Operating income    630.0    512.8    365.8

Interest expense, net      5.6      5.2      6.7

Other income, net      (5.5) – –

Income before income taxes    629.9    507.6    359.1

Provision for income taxes    232.6    187.1    129.6

Net income    397.3    320.5    229.5

Basic net income per share       3.13        2.39       1.69

Diluted net income per share       3.10        2.37       1.69

Market price per share     $50.99     $33.01     $28.47

Financial Information for Dollar Tree

Source: Dollar Tree 10-K Report for Fiscal Year 2010
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 (in millions, except share and per share data) 2010 2009

Assets

Current assets:

Cash and cash equivalents   $ 311.2   $ 571.6

Short-term investments    174.8     27.8

Merchandise inventories    803.1    679.8

Deferred tax assets     16.3      6.2

Prepaid expenses and other current assets     27.9     20.2

Total current assets  1,333.3   1,305.6

Property, plant and equipment, net    741.1    714.3

Goodwill    173.1    133.3

Deferred tax assets     38.0     35.0

Other assets, net     95.0    101.5

Total Assets $ 2,380.5 $ 2,289.7

Liabilities and shareholders’ equity

Current liabilities:

Current portion of long-term debt    $ 16.5    $ 17.5

Accounts payable    261.4    219.9

Other current liabilities    190.5    189.9

Income taxes payable     64.4     48.6

Total current liabilities    532.8    475.9

Long-term debt, excluding current portion    250.0    250.0

Income taxes payable, long-term     15.2     14.4

Other liabilities    123.5    120.2

Total liabilities    921.5    860.5

Commitments and contingencies

Shareholders’ equity:

Common stock, par value $0.01.400,000,000 shares authorized, 
123,393,816 and 131,284,455 shares. Issued and outstanding at 
January 29, 2011and January 30, 2010, respectively      1.2      0.9

Additional paid-in capital – –

Accumulated other comprehensive income (loss)      (0.4)      (2.4)

Retained earnings  1,458.2  1,430.7

Total shareholders’ equity  1,459.0  1,429.2

Total liabilities and shareholders’ equity $ 2,380.5 $ 2,289.7

DOLLAR TREE, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
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(In millions)
Year Ended 

Jan 29, 2011
Year Ended 

Jan 30, 2010
Year Ended 

Jan 31, 2009
Cash flows from operating activities:

Net income $ 397.3 $ 320.5 $ 229.5

Adjustments to reconcile net income to net  
cash provided by operating activities:

Depreciation and amortization  159.7  157.8  161.7

Provision for deferred income taxes   (14.4)    (0.6)   17.0

Stock based compensation expense   28.3   21.7   16.7

Adjustment to beginning inventory   26.3 – –

Other non-cash adjustments    5.0    6.8    7.9

Changes in assets and liabilities 

increasing (decreasing) cash 

Merchandise inventories  (126.7)    (4.0)   (34.6)

Other assets    2.0    5.8   27.3

Accounts payable   28.1   27.0    (7.5)

Income taxes payable   15.2    2.0   (36.8)

Other current liabilities    (9.2)   30.5    6.1

Other liabilities    7.1   13.5   15.8

Net cash provided by operating activities  518.7  581.0  403.1

Cash flows from investing activities:

Capital expenditures  (178.7) (164.8) (131.3)

Purchase of short-term investments  (157.8)  (27.8)   (34.7)

Proceeds from sale of investments   10.8 –   75.2

Purchase of restricted investments   (50.9)  (37.3)   (29.0)

Proceeds from sale of restricted investments   52.1  17.4   18.2

Acquisition of Dollar Giant, net of cash acquired of $1.9 
million   (49.4) – –

Acquisition of favorable lease rights    (0.2) –    (0.4)

Net cash used in investing activities  (374.1) (212.5)  (102.0)

Cash flows from financing activities:

Principal payments under long-term debt and capital 
lease obligations   (15.1)   (0.4)    (1.2)

Payments for share repurchases  (417.1) (190.7) –

Proceeds from stock issued pursuant to stock-based 
compensation plans   20.1  25.9    21.6

Tax benefit of exercises/vesting of equity based 
compensation    7.8   3.9     2.3

Net cash provided by (used in) financing activities  (404.3) (161.3)    22.7

FAMILY DOLLAR STORES, INC., AND SUBSIDIARIES 

CONSOLIDATED STATEMENTS OF INCOME 
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Year Ended 
Jan 29, 2011

Year Ended 
Jan 30, 2010

Year Ended 
Jan 31, 2009

Effect of exchange rate changes on cash and cash 
equivalents     (0.7) – –

Net increase (decrease) in cash and cash equivalents   (260.4)   207.2   323.8

 

Cash and cash equivalents at end of year   571.6  364.4    40.6

Supplemental disclosure of cash flow information: $ 311.2 $ 571.6 $ 364.4

Cash paid for:

Interest   $ 6.5   $ 7.1    $ 9.7

Income taxes $ 223.7 $ 183.5 $ 140.4
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Case 5: General Electric:  
Ecomagination as a CSR Initiative _______________

Marlene M. Reed, Baylor University 
Mitchell J. Neubert, Baylor University

In 2005, Jeffrey Immelt, CEO of General Electric, Inc., launched a new program called 
“Ecomagination” to utilize the resources and experience of the company in responding to envi-
ronmental concerns of GE’s stakeholders.  The commitment began with an attempt to count 
GE’s global-warming emissions but later spread to other company processes in order to dem-
onstrate that financial and environmental performance could work together.  This new program 
began after several religious groups had complained at its 2002 annual shareholders meeting 
that GE had ignored the environment.

Even after the launch of the Ecomagination initiative, shareholders continued to criticize 
Immelt’s motives. At General Electric’s 2006 annual shareholder meeting, the Free Enterprise 
Action Firm (FEAF) voted to withhold its support for approving Immelt as a director.  Tom 
Borelli, a spokesman for FEAF, suggested after the meeting (Marshall, 2006), “Mr. Immelt’s 
fascination with pandering to fringe advocacy groups is distracting him from focusing on the 
business.  He is acting more like a politician than a CEO.” 

By 2010, it was evident that CEO Jeffrey Immelt and the GE Board of Directors were 
faced with the dilemma of how to respond to outcries from some members of the public and 
shareholders that they were either being overly responsive to the concerns of environmental 
groups or spending too much money on extraneous public relations matters that had little 
impact on the environment. Such responses suggested that the management of GE needed 
to find a way to focus the attention of their detractors on the efficacy of their Ecomagination 
program as a sound path to profitability and environmental responsiveness.

GE’s Past Social Responsibility Efforts
General Electric’s efforts to engage in socially responsible programs in the past had included the 
following high-profile efforts:

Clean-Up of the Hudson River. The history of GE’s problems with the Hudson River began 
on November 12, 1945. On that day, the company announced that it was buying a former fed-
eral plant that had manufactured B-29 bombers during World War II. The facility was near the 
village of Fort Edward, New York, and GE had decided to manufacture capacitors there.  On 
November 13, the New York Times suggested that the plant would bring 500 jobs to the vicinity. 
A few years later, the company bought more land near the village of Hudson Falls to be able to 
expand its capacitor operations.

For the next 30 years, the Environmental Protection Agency calculated that GE dumped more 
than 1.3 million pounds of PCBs into the Hudson River. PCBs are neurotoxic, and they have been 
linked to several different types of cancer and also to immune system problems.  However, at the 
time, the dumping was not illegal. Over time, contaminated sediments built up at the base of a dam 
in Fort Edward and were released and washed downstream when the deteriorating structure was 
removed. Contaminated fish were found in the river extending all the way to New York City. By 
1976, the New York State Department of Health banned all fishing between Fort Edward and Troy 
because of the pollution by PCB. The GE factories did close in 1977, and in 1984 the EPA declared 
the entire 200 miles from Fort Edward to New York City as a Superfund site (Homsy, 2008).

In 2000, the Environmental Protection Agency (EPA) ordered General Electric to clean up the 
company’s PCB contamination of the Hudson River. The actual dredging was begun in 2005 and 
then delayed until the spring of 2007. General Electric was paying for most of the project, although 
the state did share fiscal responsibility because it had permitted some of the harmful discharges. 
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The decision to clean up the river was, interestingly enough, hotly debated in the area.  General 
Electric argued that any cleanup efforts would only worsen the situation by stirring up sediments 
that were buried there. Some of the local government officials and citizens in the area agreed with 
GE, and they believed that the river was safely burying the contamination a little more each year. 
On the other hand, dredging advocates believed that improved technology would safely remove 
the contamination, which was still leaking into the water and showing up in fish (Homsy, 2008). 
Although this was not a CSR effort voluntarily pursued by GE, it was an attempt to deal with the issue 
of retroactive liability, which has been a contentious issue for many companies.

Bringing Good Things to Light. An additional environmental challenge for GE was posed by 
their incandescent light bulbs. Interestingly, this was the very technology that founder Thomas 
Edison made a household name. Although GE did make fluorescent bulbs, they attempted to 
protect their much-larger incandescent business. Meanwhile, lobbyists tried to shift the debate 
to efficiency standards for lighting—rather than a bulb’s technology. Unfortunately for GE, some 
CSR advocates accused GE in 2007 of trying to thwart a move to fluorescents (Kranhold, 2007). 

However, in promoting an advanced incandescent bulb that used half as much energy GE 
argued that at issue was customer choices that should not be restricted by narrow regulations. A 
further consideration forwarded by GE was that improved technology may make incandescent 
bulbs comparable to fluorescents in energy efficiency without the danger of the mercury 
included in fluorescents (Hamilton, 2007).

African Program. GE’s healthcare initiative in Africa is a good example of a company 
shifting from a defensive to an offensive strategy, then using the full capabilities of the entire 
corporate team to carry out the initiative. Even though Africa was one of the primary markets 
for GE’s products, the unrelenting poverty and disease in the region were a concern of the 
company’s 4,000 employees in their African-American Forum. Instead of sending a large check 
to a non-profit aid organization in Africa, CEO Immelt decided to use GE’s core competencies to 
solve these problems. At the heart of the problems of disease and poverty were such factors as 
clean water, reliable energy, and state-of-the-art medical technology. These were all businesses 
in which GE had a substantial investment (Kramer, 2006). 

The action plan that GE chose utilized its well-developed six sigma system in solving the 
problem.  To begin with, GE executives interviewed 100 experts from UNICEF, Africare, the 
European Union, the U.S. Agency for International Development, and the U.S. Department 
of State. At the conclusion of its research, the company selected Ghana as the target for its 
program.  Soon thereafter, the company sent a team of senior executives from its energy, health, 
and water businesses to Ghana in December of 2003.  

The company decided to work in one of Ghana’s 110 districts with a population of 100,000 
but little power, clean water, or access to healthcare other than a single midwife. GE involved 
the state health ministry, several local members of parliament, and tribal leaders as well as some 
non-profit organizations in its work.  Each of the partners contributed something to the effort. The 
government chose to waive import fees on the equipment donated by GE, the health ministry 
assigned a doctor to the region and agreed to complete a half-finished hospital in the region, and 
the non-profit organizations worked with the tribal leaders and residents to dig trenches for water 
pipes. Just nine months after the project was begun, it was completed (Kramer, 2006).

By 2008, GE had eight similar projects in the planning stages or already underway. The 
company made a commitment to open hospitals in all of the country’s 22 districts that did not 
have such a facility. They were also considering extending their work into South Africa, Malawi, 
Tanzania, and Uganda.

Ecomagination

Under Jeff Immelts leadership, GE has become more proactive in its stance and strategic position 
toward the environment. In 2002, several religious groups had submitted a shareholder proposal 
asking GE to count its emissions of global-warming gases. GE opposed the resolution; however, 
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to their surprise, the resolution won 20 percent of shareholder votes. Perhaps in response to such 
concerns of shareholders, CEO Immelt surprised shareholder activists by pledging at the next 
year’s annual meeting to count GE’s global-warming emissions (Kranhold, 2007).

Launching of Ecomagination. In 2005, CEO Immelt launched his Ecomagination campaign.  
In a speech at George Washington University, he suggested that GE would “develop and drive 
the technologies of the future that will protect and clean our environment” (Kranhold, 2007). 
This campaign of GE sought to demonstrate that financial and environmental performance 
could work together to drive company revenue growth while at the same time attempting to 
solve some of the world’s biggest social problems. Immelt suggested, “Things that are good for 
the environment are also good for business.” Immelt further commented that GE launched its 
Ecomagination initiative not because it was trendy or moral, but because it would accelerate 
economic growth (“Unilever washes its hands,” 2007).

Ecomagination was GE’s commitment to developing eco-friendly products and solutions that 
help customers, shareholders, and the public. The company decided that the best way to show its 
strong resolution in this area was to devote an entire division to overseeing the implementation 
of this strategy. Its multiplatform campaign included a website, use of the print media, and 
television advertisements. GE’s advertising campaign for this program was showcased with 399 
other campaigns, focusing on social and environmental issues at the August 2006 expo in Cannes, 
France, by Advertising Community Together (ACT). GE’s ad campaign was selected along with 
Greenpeace’s “Trees” and Microsoft and Nike’s “ninemillion.org” as the three best ads for socially 
responsible programs by organizations that were presented at the meeting.

The thrust of Ecomagination was to create products and services that were as profitable as 
they were ecologically sound. At a time when GE and their competitors were involved in litigation 
and lobbying to avoid liability, the company saw opportunities along with the risks. The program 
sought to unite the company’s green technologies, such as wind turbines and solar panels, under 
a single umbrella. In early signs of success, revenues from this program exceeded $12 billion 
annually by the year 2006 (Bekefi, 2008). This figure improved to an estimated 18 million in 2009 as 
GE has invested in alternative energy products. A recent manifestation of Ecomagination coupling 
with a renewed focus on manufacturing is a partnership with Lake Erie Energy Development 
Corp to manufacture wind turbines for a wind farm in Lake Erie (Katz, 2010). In their push for a 
greener environment, GE established a goal of reducing greenhouse gas emissions through the 
development of more efficient nuclear power reactors and jet engines.  GE’s figures have been 
defined by the company itself, which has led to skepticism by some experts (Harvey, 2008).

Ecomagination’s Use of the Value Chain. GE’s 2010 Annual Report stated the following:

It is the belief and commitment (of our company) that we have been presented with a 
false choice—great economics or great environmental performance—the real answer is 
through innovation we can design and deliver both. And as a result, GE will grow faster 
and win. And it’s working. We believe we can lead in this era. We have deep and practical 
technical knowledge honed by more than a century of experience; expertise across the 
entire energy and water value chain; capital to invest; and strong channels to market.

The company has pinpointed water desalination as a global problem that can be addressed 
through its expertise in the water value chain. One of GE’s goals is to take wastewater 
and purify it—not only for discharge but to recycle back into agriculture and industrial 
processes. Furthermore, the company proposes using the transformed water for producing 
semiconductors, for human consumption, for refining oil, and for making paper.

Steve Fludder, the GE Ecomagination chief, was asked by a journalist, “How does GE 
manage the politics of taking something like water, once seen as a public good, and turning it 
into a commodity?”  His reply was, “I think it was Benjamin Franklin who said nobody thinks 
about the value of water until the well runs dry” (Kamenetz, 2009).  

As an example of their accomplishments in this area in the past:  On February 25, 2008, 
GE’s Water and Process Technologies unit and the Algerian government opened a $250 
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million Hamma Seawater Desalination Plant (SWDP) to combat a continual pervasive shortage 
of potable water in Algiers, Algeria. The Hamma SWDP used GE’s advanced ecomagination-
certified reverse osmosis membranes to purify up to 53 million gallons of seawater a day. This 
system provided as many as two million residents of Algiers with a reliable and drought-proof 
supply of fresh water (“General Electric, Algerian Government,” 2008).

Results of Ecomagination. GE claims that since its launch, Ecomagination has either met or 
exceeded all of the following goals that the company had set:

•	 $5 billion of clean-tech research and development

•	 $85 billion in revenue from Ecomagination products and solutions

•	 22 percent reduction in greenhouse gas emissions

•	 30 percent reduction in water use

•	 $130 million in energy efficiency savings

In GE’s 2011 Annual Report, the company set the following goals for the next five years:

•	 Double clean-tech R&D to $10 billion

•	 Grow Ecomagination revenue at twice the rate of overall GE revenues

•	 Reduce energy intensity by 50 percent and greenhouse gas (GHG) emissions by 25 percent

•	 Reduce water use by 25 percent

In terms of partnerships in their global transformation, the company cites the following as 
examples of their accomplishments in 2010:

•	 Continued to lead in clean-tech innovation by committing nearly $2 billion to research 
and development and by launching the Ecomagination Challenge, a record-breaking 
$200 million partnership with top venture capital firms to drive and fund open innova-
tion for clean tech

•	 Helped drive adoption of electric vehicles by purchasing 25,000 EVs, the largest single 
commitment ever; launching the user-friendly WattStation charging solution; and build-
ing total EV systems for customers, from the battery to the grid

•	 Kept our Ecomagination portfolio focused on only GE’s most innovative technologies, 
such as: the first FAA-approved Required Navigation Performance (RNP) solution, which 
helps reduce fuel costs and emissions for flights, and Nucleus, a smart-meter technology 
that helps homeowners manage energy use

•	 Launched 22 new Ecomagination products and solutions, bringing the total portfolio to 110

•	 Reduced GHG by 24 percent compared to 2004, ahead of our goal, and water use by 22 
percent compared to 2006

Models of CSR
In order to identify the various responsibilities that managers face in attempting to be socially 
responsive, Archie Carroll (1991) developed a model that consisted of economic, legal, ethical 
and philanthropic considerations (see Exhibit 1 entitled “Carroll’s Four-Dimensional CSR 
Pyramid”). Carroll suggested that the foundation on which all other management decisions must 
rest is the responsibility to be profitable. Moving up the hierarchical pyramid, Carroll suggested 
that beyond profitability the management of an organization had a responsibility to conduct the 
affairs of the firm within the legal framework of the geographic area in which it operated, next 
management had a responsibility to lead the firm in an ethical manner, and ultimately there 
was the decision that management might make to pursue strictly philanthropic issues. Carroll 
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suggested that these four CSR dimensions are not mutually exclusive because managers are 
constantly forced to balance these competing obligations.

Shum and Yam (2011) have concluded that even though there has been a movement toward 
discussions concerning such topics as corporate social performance, corporate citizenship, 
stakeholder management, business ethics, and relationship with financial performance, their 
research indicates that Carroll’s pyramid offers a better theoretical basis that addresses the key 
factors that influence management decisions. In the same vein, Pedersen’s (2010) review of CSR 
models suggests that Carroll’s pyramid still stands as one of the most prominent of such models.

Michael Porter and Mark Kramer (2006) later developed a model that brought into 
consideration the competitive environment in which a firm operates. The model illustrated 
the link that exists between competitive advantage and CSR.  Porter and Kramer proposed 
a unique way of looking at the relationship between business and society that no longer 
treated corporate success and social welfare as a zero-sum game. They further believed that 
the prevailing approaches to CSR were so disconnected from the realities of business that they 
obscured many great opportunities that existed for companies to utilize to benefit society. They 
suggested a continuum of social involvement for a company that moved from Responsive 
CSR to Strategic CSR. They suggested that Responsive CSR contains two elements:  acting as a 
good corporate citizen that is aware of the changing social concerns of stakeholders and also 
mitigating existing or anticipated adverse effects from their business activities. On the other 
hand, Strategic CSR goes beyond corporate citizenship and mitigating harmful value chain 
impacts to launch a number of initiatives whose social and business benefits are large and 
distinctive.  This approach involves inside-out and outside-in dimensions working in tandem. 
(For the Porter and Kramer model see Exhibit 2 entitled “Corporate Involvement in Society: A 
Strategic Approach.”)

Criticism of GE and Jeff Immelt
Criticisms of GE and its leadership have come from some expected and, at times, unexpected 
sources. In a surprising development, environmentally related initiatives at GE have been 
publicly targeted by the Free Enterprise Action Fund, a small but very vocal mutual fund group. 
The vocal nature of the challenges came at a time when most social responsibility advocates 
continued to work through already-established channels such as filing ballot resolutions 
for annual proxies and seeking to negotiate on a private basis with companies about those 
initiatives. The anti-green movement received a great deal of attention because it was new and 
also contrarian. At a time when activists made “sustainability” a primary issue, the opposition 
attempted to show that it was able to grow into a sustainable force (Marshall, 2006).

In the early years of the twenty-first century, activists increased pressure on companies 
to address social issues. Because of the rise during that period in anti-American sentiment 
abroad, there was a sense that the problems of the rest of the world could no longer be held 
at a distance. Regarding GE’s expenditures of $800 million on PCB-related matters, Tri-CRI 
suggested that this money would have gone a long way toward cleaning up the problem if 
some of the money had not gone to public relations activities, lobbying, and legal tactics. 
Meanwhile, GE’s Ecomagination has not been without criticism. The program’s critics suggest 
that GE has tried to capitalize on environmental sentiment by supporting government 
regulation and policy that benefits industries in which they operate (Zakaria, 2008). Critics 
accuse GE as being too cozy with government and contributing to policy that will slow 
economic recovery. “Unfortunately, I don’t think a lot of investors are aware of the significant 
political risk that GE is exposing shareholders to because Immelt at this point has put all 
his cards on government, especially with respect to the green, renewable energies. That’s all 
dependent on government subsidies,” argues Tom Borelli, director for the Free Enterprise 
Project (Katz, 2010).
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In addition, critics of corporate social responsibility programs contend that the 
company reports that describe these programs have been misleading, incomplete, and 
self-serving. Their assessment is that the reports are public relations gimmicks that are not 
a true reflection of their business practices. Skeptics have accused corporations of using 
their CSR reports to “green wash” or divert public attention from their business practices 
that endanger the environment and create risks for the communities in which they operate 
(Rondelli, 2007).

Yet, even with an endorsement from Warren Buffet, in the form of an infusion of 3 billion 
dollars in 2008 that might suggest that GE is on the right track, others argue the problems at 
GE run deeper (Glader, 2008). Perhaps the most damning criticism of Immelt and GE has 
come from Jack Welch as the stock price of GE has dropped significantly in 2008. In a CNBC 
interview, Welch ranted that Immelt was “getting his ass kicked” and lacked credibility with the 
markets after the stock price decline (Cane, 2008). In that same interview, Welch added, “I’d get 
a gun out and shoot him if he doesn’t make what he promised now.” 

GE’s Dilemma
CEO Immelt and the Board of Directors faced several perplexing questions related to CSR and 
recovering from their own financial crisis by the fall of 2010. The most prominent question was 
the consideration of the advantages and disadvantages of focusing on Ecomagination as their 
primary CSR initiative in terms of sustainability as opposed to their past CSR programs. A second 
question was how the company might leverage the Ecomagination program to its maximum 
advantage for the company. 

Exhibit 1  Carroll’s Four-Dimensional CSR Pyramid

Carroll, Archie (1991). “The Pyramid of Corporate Social Responsibility:  Toward the Moral  Management of Organizational Stakeholders,” Business 
Horizons, 34, 39–48.
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Case 6: Kapai, New Zealand:  
Eat Your Greens! _____________________________

This case was prepared by Helen Tregidga and Kate Kearins, both from Auckland 
University of Technology and Eva Collins from the University of Waikato. The 
views presented here are those of the case authors and do not necessarily reflect 
the views of the Society for Case Research. The authors’ views are based on their 
own professional judgments. Copyright © 2010 by the Society for Case Research 
and the authors. No part of the work may be reproduced or used in any form or by 
any means without the written permission of the Society for Case Research.

Two energetic young Kiwis1 came home from overseas to start a business. By August 2007, 
the well-traveled 28-year-olds, James Irvine and Justin Lester had opened their second salad store 
in downtown Wellington and had plans for more. They wanted to establish Kapai, New Zealand 
as a “leading nationwide retailer of healthy fast-food” (Kapai New Zealand, 2007a, p. 4). 

The idea of going into business together had been a long-time dream for these soccer-playing 
mates from school. James, a geography graduate, took care of Kapai’s day-to-day operations. Justin, 
a qualified lawyer, retained his day job for a property management company and worked after-hours 
on business development. Proud of their national heritage and having learned from their overseas 
experience, the Kapai boys wanted to grow a strong New Zealand business they could take to the 
world. They had little doubt that the Kapai salad store business concept was good enough—but were 
debating how they should continue to roll it out, with whom, how fast, and where next?

Developing a Distinctly New Zealand Business Concept
James and Justin came up with the Kapai salad store business concept in August 2004. They 
adopted the name Kapai, a term originally used by New Zealand’s indigenous Maori, and now 
in more common use among New Zealanders, meaning “good,” “well done.” The name Kapai 
evoked a relaxed national attitude to things, suggesting everything will be ok. James and Justin’s 
hope was that everything would be ok—if people ate healthy food, presented by a business that 
really did have the customers’ and the country’s interests at heart. 

The Kapai boys had returned to New Zealand, aware of a gap in the market. Their business 
plan pointed to:  

the lack of healthy, reasonably-priced food in the New Zealand market. We recognized 
that while New Zealand culinary restaurant and café trends had changed dramatically 
over the past decade, the fast-food market had largely remained stagnant. At home 
New Zealanders had access to and were making use of some of the freshest, highest 
quality produce in the world. But within our business districts the healthy options were 
restricted, at best. We sought to change this by bringing some hearty greens into the 
mainstream fast-food market (Kapai New Zealand, 2007a, p. 3).

Justin had worked in downtown Wellington and knew what was available, “and it was pretty 
much stodgy. . . . You can get sushi, and outside of sushi there wasn’t a lot on offer.”  James wanted 
to “create a New Zealand iconic food outlet” that was both healthy and unique.  Justin reflected:

We’ve got McDonalds and Subway, and we’ve got what the rest of the world’s got.  
Great—but not that interesting. Whereas with Kapai, rather than mimic what other 
people are doing, we wanted to create something of our own.

Kapai was based on the values of great food which was made in New Zealand for New 
Zealanders (see Figure 1). The Kapai concept involved a New Zealand identity, a social 
consciousness, and an environmental awareness. 
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Kapai’s New Zealand image and cultural identity was evident in the name and logo which 
incorporated the native flora of a ‘koru’ or “unfurling fern frond symbolizing new life, growth, 
strength and peace” (Wikipedia, 2007). The Kiwi version of DIY (do-it-yourself)3 was an 
important attribute of the business. During his travels, Justin had thought about what made up 
New Zealand’s culture: “You think of the Maori, and the All Blacks [the national rugby team], 
the sheep, the clean, green environment, and outdoors-living.” But he felt there was more to 
the culture.  Justin thought that there was “a New Zealand cultural renaissance going on, where 
people are proud of their New Zealand identity.” He and James wanted to do something good 
for New Zealand and New Zealanders.

Social consciousness was inherent in Kapai’s effort to “move away from processed, high-
fat content foods towards freshly made and nutritious products.” Kapai provided healthy and 
delicious food that also met convenience needs. For James, the emphasis was on “providing 
good quality and affordable products that are quick and easy.” Along with offering a healthy 
alternative to “traditional” fast-food at an affordable price, the Kapai boys were keen to support 
the local community through buying locally, being good employers, connecting with their 
customers, and giving to local causes. Kapai’s business plan stated the aim:

to maintain moderate pricing at all times. Kapai wishes to be accessible to all walks of 
life. No single menu item shall cost more than the minimum wage hourly rate4 for an 
adult (Kapai New Zealand, 2007a, p. 11).  

With a lot of Kapai’s prices ending in 95 cents—and New Zealand having phased out its 5 
cent coins—cash transactions were rounded up, with the 5 cent bonus going to the Karori Wildlife 
Sanctuary, one of the Kapai boys’ favorite local places. According to James, “it’s a great spot … we 
wanted to give back and do something that we’re proud of and our friends and employees are 
proud of.” Promotional material for the wildlife sanctuary sat prominently on store counters.

James and Justin also wanted Kapai to be environmentally responsible but Kapai did not 
have any formal systems in place to assess environmental performance. As James stated, “We 
love nature, both of us ... love the outdoors. So we’re trying to be environmentally friendly.”  
They were feeling their way and had not sought outside help on the environmental side.

Also, like many other New Zealand business-owners, James and Justin saw that an 
important element of the Kapai brand, particularly if they were to successfully take the Kapai 
concept to the rest of the world, was New Zealand’s clean, green image.5 Justin noted: 

Basically, we want to make as small an impact on the environment as we possibly can, 
so that by developing Kapai we’re not adversely affecting our wider environment, or 
nature, so whether it be, for example, having biodegradable packaging, recycling, 
having a zero waste policy and other things like using environmentally friendly cleaning 
products to lessen our impact . . . 

Armed with a business concept, a set of values and an enthusiasm for healthy living, James 
and Justin set out to bring “some hearty greens to the mainstream fast-food market” (Kapai New 
Zealand, 2007a, p. 3). 

Store Location, Decor and Layout

Rolling Out the Stores

James and Justin lived with their respective partners in Wellington and had picked that city’s 
central business district as the location for Kapai’s first salad stores. As New Zealand’s political 
capital, and reputedly also its cultural capital (Wellington City Council, 2007a), Wellington 
boasted a regional population of nearly 450,000 in 2006 (Wellington City Council, 2007a). 
The city itself had favorable demographics. Unemployment was considerably lower than 
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the national average of 7.5 percent. A greater percentage of the population than the national 
average was working age, earning, on average, considerably more than the median income. A 
high proportion identified themselves as professionals (Statistics New Zealand, 2001).  

Kapai’s business plan noted “visibility, foot traffic and surrounding population [as] 
key drivers for determining the likely success of a site” (Kapai New Zealand, 2007a, p. 8). 
Considerable thought had been given not only to location, but also to getting the first store 
up-and-running as a model for others to follow. Kapai’s first store opened in October 2006. It 
was centrally located in the basement level of Lambton Square, a small mall with access from 
Wellington’s main shopping street, which boasted the highest pedestrian count in the country 
(Katipo, 2003). The area was dominated by commercial office towers and government offices.

The second downtown Wellington store opened less than a kilometer away in August 2007. The 
location in the Willis/Bond Quarter of the city was the second busiest street in the city, also home to 
a large number of businesses and “somewhat limited in its choice of eateries in comparison to other 
areas of Wellington” (Kapai New Zealand, 2007a, p. 8). There were plans for another downtown 
store, a little further along in the Manners/Cuba quarter, identified as having the highest weekend 
foot traffic in Wellington, and was in fifth place for foot traffic during the week (Kapai New Zealand, 
2007a, p. 8). This area attracted fewer professionals and already had many eateries. James and Justin 
chose their sites carefully, but the reality was that New Zealand city centers had many other cafes and 
restaurants, including fast-food outlets.  They were banking on there being none quite like Kapai.

Figure 1  Kapai Values

Values

Kapai values determine the way our stores are operated. To ensure the ongoing success of Kapai we focus on the 
following:

Great Food 

Our primary concern is the health and the welfare of New Zealanders. We aim to promote healthy living and fitness 
by increasing awareness amongst all New Zealanders of the value of eating real food produced in our own backyard. 
Our definition of real food is pretty basic in that we require it to be sourced from the earth and grown conventionally.2 
We will use our best efforts to supply only local products that are produced without chemical or genetic modification. 

We also consider it fundamental to provide our products at prices that are accessible to all persons. We believe that 
wholesome food is not a commodity to be enjoyed only by a select few; instead it has to be available to everybody.

Made in New Zealand

Kapai recognises the distinct employment, economic, environmental and social benefits of buying locally made 
products and services and will endeavour to do so wherever we can.  

For New Zealanders

We believe there is no greater measure of success than the worth an organisation is able to create within the com-
munity. For this reason we will use our resources to contribute to our immediate living environment.
Kapai adopts socially responsible business practices that recognise the value of community return and will: 

•	 Aim to return a portion of net profits to the local community

•	 Aim to be a socially responsible employer

•	 Promote sustainable environmental practices

(Kapai New Zealand, 2007a, pp. 6–7)
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This idea of something different and the potential to get in early with an exciting new 
business opportunity appealed to one of Kapai’s customers, who approached James and Justin 
about taking on a franchise. Franchising had always been on the Kapai boys’ minds as a good 
way to grow the business fast without the need to take on a lot of debt. The approach had come 
a little early, however. According to Justin:

We said “We’re not ready to franchise yet, we don’t have an ops manual, we haven’t 
necessarily documented everything that we do.” And they said, “We’ll run with what 
you’ve got”—and away they went. And so they’ve been in relatively close contact; 
they’re taking a lot upon themselves to get up and running. And they’ve had retail 
experience in the past, and they’re doing a fantastic job of it so far.

The first franchise store was to be located in Westfield’s Queensgate shopping centre about 
15km from Wellington’s central business district in Lower Hutt City, the largest mall in greater 
Wellington. This shopping center had around 8 million customer visits per annum to its more 
than 140 retailers including major retail anchors. 

With two stores now running, a third planned, plus the first franchise due to open in 
September 2007, the Kapai boys were extremely busy. Justin was writing the operations manual 
at nights. And, they were finding one of the best times to talk about business was before and 
after their soccer training and matches. While franchising involved a lot of up-front work for 
them, they thought that it would ultimately leave James free to undertake more of a general 
management role and Justin to concentrate on more strategic matters.

Styling the Stores
Kapai’s two stores had a distinct décor based on the Kapai boys’ interpretation of a New Zealand 
environmental theme. For James, the subtle greens and browns were inspired by New Zealand’s 
landscape—and linked to the salad product as well, “our fertile pastures where the vegetables are 
grown.” Natural timbers were featured in the decor.  For Justin, there was “quite an earthy feel to the 
store.” The colors, the name Kapai, the logo and slogans on the walls, and the staff’s brown T-shirts 
incorporating the koru design all contributed to this feel. The customers “love the colors, and they 
love the furniture, its smooth and funky lines—they just love seeing something different,” commented 
James. The plan was to use similar décor in Kapai’s future stores, with perhaps a twist here and there.

The stores had a large menu board above the servery counter where all the salad ingredients 
were on view. Cold beverages were available for self-selection from an adjacent fridge. Fairtrade 
coffee was available for pick-up at the end of the salad line. The emphasis was on simple, fresh, 
and largely unprocessed ingredients, served without undue fuss or packaging.

The first store had its own customer seating area for around 20 people. Regular café-style 
tables and chairs, as well as more comfortable lounge style seating, were available. Daily 
newspapers and Kapai newsletters were on hand. The overall ambiance was a cross between a 
fast-food outlet and a regular café. The second store was located in a food-court which had its 
own seating. The majority of customers for both stores were take-away (take-out) customers. 
Store hours were 8 a.m. to 4 p.m. Monday to Friday and 10 a.m. until 2 p.m. on Saturdays for the 
first store, and an hour less each day for the second, during its start-up phase.  

Menu Choices and Prices
James and Justin crafted the Kapai menu with the aim of developing food which was both 
nutritious and fast. Salads were the main fare on the Kapai menu (see Appendix 1). James noted 
the emphasis on “giving the customer control . . . DIY; do-it-yourself salads so the customer can 
choose exactly what goes in, and knows exactly what they’re getting.”
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The salad base was a choice of mesclun, baby spinach, cos lettuce, or rocket (also known 
as arugula) lettuce. There were 22 “regular fillings” (e.g., roasted pumpkin, cucumber, field 
mushrooms, and sundried tomatoes), 8 “gourmet fillings” (e.g., chili chicken, honey ginger beef, 
and grilled bacon), and 11 dressings (e.g., lime, chili and soy, balsamic, and blue cheese and 
chive). Customers could combine these as they liked, with prices starting at $NZ6.506 for a small 
salad. Alternatively, they could choose an advertised salad or a “Kapai Favorite.”  

For larger appetites, Kapai allowed customers to have a choice of salad in toasted Turkish pidé 
bread. Prices for these started at $6.95. Kapai also offered soup served in a freshly-baked hollowed 
bread bowl and breakfast food options to cater to the early pedestrian crowd. The soup choice, 
priced at $6.95, was designed as a salad alternative for the cooler winter periods.  Breakfast included 
honey hotcakes, yoghurt and fruit, and muesli. Also available were juice, coffee, and a range of teas.

Along with DIY, other Kapai values influenced the menu. The salads were served in 
biodegradable potato pack containers, while the bread-casings were entirely edible. For take-aways, 
bread bowl soups were wrapped in paper, and brown paper bags were given on request. Coffee 
was served in cardboard cups, as recyclable cups were not readily available in New Zealand.  

Operations

Management and Staffing

From the beginning, James and Justin took on different roles. As General Manager, James focused 
on getting the first store up-and-running. He had since hired a manager for the first store and 
was busy getting the second store fully operational. He spent time sourcing ingredients, cooking 
and preparing food in the new off-site kitchen, and managing staffing. Justin, as Business 
Development Manager, concentrated on strategic development. He noted sometimes the day-to-
day reality was a bit different, “I do payroll and invoicing and the like as well, but more focusing 
on growing the company as quickly as we can.” James saw this arrangement as working well:

We really liked the idea of working together, and still do. We complement each other 
quite well.  Justin is very much an ideas sort of man; I’m sort of more at-the-coalface, 
getting things done. So we balance each other well.

Having the right number of staff to deal with the increasing customer numbers had been 
tricky at first, until customer numbers settled. But staffing was now “quite stable” and James was 
extremely happy with the Kapai employees.  

I think we attract people who are young and vibrant. They are into healthy food and 
into the outdoors and are well-educated. I think they just sort of like what we’re doing 
and I think they see it as being quite a funky sort of place as well.

Many Kapai staff members were university students wanting part-time work. They suited 
Kapai, which needed flexible staff willing to work short 2- to 4-hour shifts over the busy lunch 
period. Justin felt that “the vibe at Kapai stores often attracts the type of people we want” 
and also noted that “a lot of new staff come via word of mouth—through other satisfied staff 
members.”  

Getting Supplies
In line with the Kapai values, social responsibility and environmental awareness were 
considered when getting supplies. Kapai sourced many of its products from within New 
Zealand.  “Where we can, we try to support local,” James said. However, he did have to balance 
this aim at times with his desire for quality. 
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Like 90 percent of it is local, but then there’s the odd thing, like at the moment, it’s 
very difficult to get decent New Zealand tomatoes, so there’s some tomatoes over from 
Australia, but you just can’t really not do that.

Getting quality produce required James’ constant attention “because of the large amount 
of greens we have.” He considered that Kapai had established a good relationship with a local 
produce supplier, and he recognized that new relationships with other suppliers would likely 
be needed when the business grew into different regions.

Drinks available at Kapai were also sourced with a social conscience. Fairtrade coffee was 
chosen. Preservative-free fruit juice was made by a small producer, just north of Wellington. 
As Kapai was its only major customer of bottled juice, it supplied the juice in glass bottles with 
Kapai labels. James and Justin were satisfied with these arrangements but were unsure how 
long this producer could continue to supply the amount of product that Kapai required. The 
producer would either need to grow with Kapai or the Kapai boys would have to investigate 
other suppliers of preservative-free beverages and even possibly organic beverages.

Sourcing biodegradable packaging for the salads had not been straightforward. The 
packaging was originally obtained through a supplier from a Malaysian company, and it was 
difficult to ensure continuous supply. With the Kapai boys wanting to support local suppliers 
and reduce the miles behind their product in an age of increasing food miles consciousness,7 an 
international company was not their first choice. As James stated, “There’s a New Zealand place 
called Potatopak who we wanted to go with, but the containers didn’t have any lids, which is 
kind of crucial for us.” 

With the third store on the way, Kapai had reached a capacity where it was feasible for 
Potatopak to produce potato-based containers and lids for Kapai. Working with a small local 
producer had once again resulted in opportunities for Kapai. It now had a reliable supply of 
biodegradable containers and, as the lids had been made for Kapai, its logo was embossed on 
the top of the container. Getting these economies of scale helped Kapai’s finances as well.

Money Matters
While traveling and working overseas, James and Justin had each managed to save some money 
which helped finance their first store. They were equal partners in the business and had two 
smaller shareholders, each with a 5 percent share. With James and Justin doing a lot of the 
set-up work themselves, they had also reduced the amount of start-up capital needed. At their 
stage of life, establishing Kapai was a relatively big investment.

The first Kapai store performed better than originally forecast (Kapai New Zealand, 2007, 
p. 11).  The location had proved effective, at times exceeding 300 customers a day. On average, 
customers spent $8.82.  Earlier in 2007, monthly turnover figures were approximately $63,569 
with around $10,806 of that being profit (Kapai New Zealand, 2007, pp. 10–11).  James drew a 
salary as a company employee; Justin did not.  

The business plan outlined a number of operational assumptions developed by researching 
industry best practices (see Figure 2) and Kapai’s own financial analysis.  

These functioned as a guide to the set-up of future stores and a means to assess the perfor-
mance of existing stores. Operational assumptions were:

•	 Rent costs should account for no more than 12 percent of turnover;

•	 Stock and raw materials will account for no more than 33 percent of overall costs;

•	 Staff costs should account for no more than 30 percent of turnover;

•	 Daily store customer numbers should reach 200 people at a minimum; and

•	 Average customer sales will be no less than $8.30 (Kapai New Zealand, 2007a, p. 12).
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Attracting Customers
Marketing was another DIY affair for Kapai.  Its business plan stated: 

We do not intend to use paid advertising campaigns in the media as we believe that any 
benefits are disproportionate to the costs.  We believe that there are more effective ways 
to advertise, such as guerrilla advertising that draws attention to the store in the store’s 
vicinity through antics, art and innovative ideas (Kapai New Zealand, 2007a, p. 10).

It was difficult to know what antics the pair had in mind—but they had been clever with 
their wall art. The walls and cabinets of the stores were sparingly decorated with Maori proverbs 
and quotes from early New Zealand settlers. These had attracted attention in the news articles 
on Kapai.

James and Justin had done several newspaper, magazine, and radio interviews. Their plan 
was “to gain exposure in all forms of the media through our exuberance, vitality and unique 
ideas” (Kapai New Zealand, 2007a, p. 4).

Getting customers involved was another Kapai strategy. A monthly competition for best 
salad combination invited customers to further develop the “Kapai Favorite” menu. A Kapai 
newsletter covered relevant global and New Zealand issues, along with recipes and events.

Kapai’s website came up at the top of many keyword searches,10 was professionally 
presented, and contained information targeted mainly at customers, such as menus and basic 
nutritional content. The website had “received more than 130,000 hits and 2,000 visitors within 
the first six weeks of opening” (Kapai New Zealand, 2007a, p. 4) and continued to attract good 
patronage.  

Fast-Foods and Salad Stores in New Zealand
Justin saw Kapai as “an alternative fast-food to fish and chips, hamburgers, pizzas and the like.”  
Kapai was a new entrant operating in the established fast-food industry and the emerging salad 
store segment. It was just a tiny business up against some major competition.

Figure 2  Restaurant and Cafe Cost Structure 20058

Item %

Salaries and wages 28.17

Food and beverage purchases 32.80

Other purchases and operating expenses 22.12

Rent and rates  6.41

Depreciation  3.78

Interest and indirect taxes  2.01

Total costs 95.29

Operating profit before tax  4.71
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The Fast-Food Industry

Whether the actual food was good for them or not, approximately 50 percent of New 
Zealanders regularly consumed fast-food (The Food Industry Group, 2006, p. 16). “Branded” 
fast-food stores could be found throughout the country, and small owner-operated outlets were 
also popular. 

Burger chains dominated New Zealand’s fast-food landscape. McDonalds’ golden arches 
could be seen in all major cities and many towns. McDonalds New Zealand boasted 139 stores, 
with 19 in the Wellington region (McDonalds, 2007a). Burger King, another franchised chain, 
had 67 stores throughout New Zealand (Burger King, 2007). Burger Fuel, a gourmet burger 
store, had 21 New Zealand stores (Burger Fuel, 2007) and was quickly expanding since listing 
on the New Zealand Stock Exchange. Wendy’s Old Fashioned Hamburgers had yet to expand 
beyond Auckland.  Other burger offerings came from smaller branded stores and locally owned 
operations, including from fish and chips shops in virtually every city and town.

Other major fast-food segments included pizza and to a lesser extent, chicken.  Restaurant 
Brands was a prominent company in the New Zealand fast-food industry in both these 
segments. It operated Pizza Hut, KFC and Starbucks in New Zealand. Pizza Hut had 101 stores 
throughout the country (Restaurant Brands, 2007). Other big competitors in the pizza market 
included Dominos with 65 stores (Domino’s Pizza Enterprises Ltd, 2007, p. 3) and New Zealand-
based sensation, Hell Pizza with 67 stores (Hell Pizza, 2007). Competitors to Restaurant Brand’s 
86 KFC restaurants (KFC, 2007) included Oporto’s six Auckland stores (Oporto, 2007) and 
countless smaller chicken joint operators.

Then, there were the fish and chips and pie segments of the industry. Both were traditional 
Kiwi favorites linked to New Zealand’s British heritage. The vast majority were single owner-
operated businesses. Notable exceptions were LJS Seafood Restaurants with 15 franchised fish 
and chip outlets in shopping malls, and Jesters Pies (Jesters Pies, 2007), a franchise based on 
healthier pies, expanding throughout the country.

These mainstream fast-food offerings of burgers, pizzas, fried chicken, fish and chips, and 
pies faced expanding competition from food-courts, ethnic restaurants and take-away bars 
(The Food Industry Group, 2006, p. 16). Many of these alternatives catered to the more health-
conscious convenience buyer. In city centers, sushi bars were common, as were sandwich 
stores.  Subway, the world’s largest submarine sandwich franchise, had obtained a big market 
presence with 193 outlets in New Zealand (The Food Industry Group, 2006, p. 16). Subway 
was located in cities and large towns, as well as in rural towns positioned on major highways. 
Subway’s menu was made up of a range of sandwiches and salads. On a smaller scale but with 
multiple channels, Wishbone targeted health-conscious, convenience buyers with a gourmet 
sandwich selection and ready-made meals including salads (Wellington City Council, 2007b). 
Wishbone had quickly grown to nine stores in Wellington and three in Auckland (Scoop, 2006), 
predominantly in busy central business district areas. It planned to open more stores, in other 
New Zealand cities (Unlimited, 2004), and internationally. Wishbone also supplied ready-to-
heat meals to supermarkets and in-flight catering for New Zealand’s national airline, Air New 
Zealand.

The ‘health conscious’ consumer was beginning to be taken notice of by a variety of players.

Health Concerns and Industry Responses
With more than 50 percent of New Zealand adults being overweight or obese, and this 
percentage doubling between 1977 and 2003 (Stuff, 2007), diet and health was a major concern 
reflected in national health policy and the promotion of healthy eating guidelines.  

Many major fast-food chains had made attempts to “balance” their menus with a range of 
salad products, low fat mayonnaise, diet drinks and water (The Food Industry Group, 2006, 
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p. 16). However, “healthy” offerings on most menus were limited, with KFC offering only one 
salad priced at $7.00. McDonalds had revamped its menu adding a range of salads ($6–$8), deli 
rolls ($5–$6), cereals and yoghurts, fruit snacks and beverages (McDonalds, 2007b). Nutritional 
and allergy information was available on most of these fast-food chains’ websites; sport and 
community sponsorship and social marketing programs were also part of these companies’ 
health and social campaigns.

Many customers still did not routinely make healthy fast-food choices. LJS Seafood admitted 
its healthier options—such as grilled not fried, battered or crumbed fish, and its salad offering 
were not really profitable items yet (Lord, 2007). Despite the efforts of fast-food chains and 
others, there was still work to be done to make the words “fast-food” and “healthy” go together.  

Salad Store Competitors
Like Kapai, others had noted the healthy, fast-food gap in the market. Many cafés now provided 
salads, both eat-in and take-away. And while Kapai had been the first mover in the fast-food 
salad market in Wellington, other New Zealand entrepreneurs had the same idea.

Auckland, New Zealand’s largest city and its commercial capital, was home to fast-food 
salad stores, Saladworks and Toss.  Each had two stores. Unlike Kapai, Saladworks and Toss 
had chosen stand-alone stores (as opposed to food-courts or malls), but they were similarly 
placed in relation to high pedestrian counts and proximity to office buildings. Their menus also 
featured house and DIY salads, soup, breakfast items and a range of beverages. Saladworks 
was lower priced on some items (salads ranging from $6.50–$7.00) and had received a 
number of accolades.11 Toss, with salads priced at around $9.50–$10.00, had a comprehensive 
on-line ordering and delivery system but did not yet have nutritional information available 
for its products. Neither business had an environmental or social focus beyond providing 
an alternative to high-fat fast-food. Toss’s menu included several ‘less-healthy’ items such 
as chocolates and cookies. Saladworks and Toss had not publicly indicated any plans for 
expansion.

Reload, another competitor, started out as a coffee and juice bar. In 2005, it introduced a 
salad menu creating what it called a “HEALTH.fuelstop.” Reload now had two stores in Dunedin 
and two in Christchurch and was set to launch in Singapore and China in 2007 (Reload, 2007).  
According to its website, “Reload is New Zealand’s most innovative fast-food outlet. Reload 
prides itself on offering something unique in the fast-food industry” (Reload, 2007). While salads 
were a key menu item, juice options were prominent. Health supplements could be added with 
Reload suggesting the addition of Wheatgrass to juice in order to “drink your greens” (Reload, 
2007). Reload stores were situated in street-front locations and in malls and food-courts. The 
company aggressively promoted expansion through franchising. Reload had extensive 
franchise information available on its website and featured in the Franchise New Zealand 
magazine. 

Between these salad store companies and other one-store businesses, salad stores had 
begun to establish a presence in at least four major New Zealand cities. An Australian-based 
franchise Sumo Salad was also looking at entering the New Zealand market (Franchise, 2007).    

The question was which company would grow to capture the biggest share of this emerging 
market?

The Economics of Taking Kapai Forward
Profit margins were often hard to achieve in café and fast-food businesses. The Kapai boys 
knew that a close eye on overheads and other costs was essential. They recognized that the 
operational assumptions in their business plan needed to be considered further, especially with 
their plans to franchise and the need to offset franchise costs and ensure a profit for both Kapai 
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and franchise owners.Similar fast-food franchises in New Zealand ranged from around $100,000 
to $350,000.12  James and Justin were deliberating the price of a Kapai franchise.

Getting the right locations was key; however, key locations came at considerable cost.  
Kapai’s operational assumptions set a maximum rent cost of no more than 12 percent of 
turnover, noting rent as a major expense and indicating the preference for good locations.  Rent 
prices in central Wellington averaged $800-$2,600 square meters with similar prices in Auckland. 
Other locations such as Whangarei, Hamilton, Tauranga, Christchurch and Dunedin carried a 
much lower price tag (averaging $400–$1,000 square meters), according to property industry 
sources. James and Justin wondered whether the maximum rent cost could be reduced to 8% to 
10% bringing it more in line with the industry norm,13 while still locating stores in the prime real 
estate positions required to meet their other operational assumptions; or, perhaps they should 
take a risk on the higher rents being offset by turnover.

Stock and raw materials, as with all food operators, also represented a big expense for 
Kapai. The fluctuating cost of produce between seasons needed to be considered, although 
it could potentially be minimized in the future through agreements with some suppliers to 
set a standard price across the entire year. Supporting local produce growers could limit the 
economies of scale Kapai could achieve through expansion.

Menu item prices and staff costs were also important. Kapai’s social responsibility included 
an aim of having no menu item priced higher than the current minimum wage. Could prices be 
sustained and ensure future profitability for both Kapai and franchisees, or would they need to 
be increased to offset franchise fees? Would staff costs be able to be reduced from a maximum 
of 30% in other locations? These were just some of the issues the Kapai boys needed to consider 
as they looked at opportunities for growth.

Opportunities for Growing Kapai
James’ and Justin’s long-term objectives for Kapai included it becoming “New Zealand’s 
signature fast-food outlet with stores across New Zealand, an iconic brand that New Zealanders 
are proud to call their own” (Kapai New Zealand, 2007a, p. 5). Both were keen for the business 
to grow. 

We have put significant effort into the development of the Kapai brand to distinguish 
us from competitors and create a concept that we and our customers are proud 
of. . . . Through our marketing and physical environment we have also positioned 
ourselves as a uniquely New Zealand alternative amongst retail food operators, which 
we believe will offer us a significant advantage in the domestic market (Kapai New 
Zealand, 2007a, p. 2).

James reflected, “It was always the idea to go bigger, although you have to take steps, one 
step at a time, and basically the first store, we saw that as being our first step, but then our aim 
was to have three stores open within a year. And we’re going to achieve that.” The current 
business plan pointed to a further “5–10 stores nationally within the next three years” . . . and 
noted seeking strategic partners “to work with to grow the business and ensure its continued 
success” (Kapai New Zealand, 2007a, p. 2). Beyond that the plan was silent.

The priority was to finalize the operations and franchise details for the new Queensgate 
franchise operation and get that store and the third Kapai store up-and-running effectively.  
Then, the Kapai boys intended to actively seek people interested in both master franchises for 
different areas and/or single store franchises. Justin noted:

We’ll actually put up on the website if people are interested in franchising, they should 
contact us; we’ll start advertising locations where we want to set up Kapai stores . . . such 
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as Christchurch, larger towns and cities in New Zealand, initially. We’ve got people quite 
keen to do something in Queenstown . . . it would work quite well, because you’ve got 
that fast moving public, a lot of tourists eating and they want something different as well. 
They don’t want to go to McDonalds. Yes, Christchurch and Auckland, Hawkes Bay, 
Palmerston North perhaps. 

James mentioned a preference, too, for the bigger centers for future stores but was also 
hopeful that they would get into “the likes of Invercargill and Blenheim.” They had a lot of 
contacts, even a mate in London who was keen to try the idea out there at a later stage. They 
were keen on having at least one international store within the next five years.

There needed to be some research done on which New Zealand cities and towns to take 
Kapai next (see Figure 3)—and also internationally in places like London or Sydney where there 
were a lot of expatriate New Zealanders. Decisions needed to be made on general locations.  
Should Kapai focus on space in food-courts or malls, or stores in city center or suburban blocks, 
or stand-alone stores, maybe even mobile outlets? In terms of specific locations there would 

(Statistics New Zealand, 2006)

Figure 3  Main New Zealand Urban Area Populations

City (by geographical position north to south) Population

Auckland Region 1,074,507

Hamilton  138,792

Tauranga  95,694

Rotorua  52,608

Taupo  20,310

Napier  54,537

Hastings  59,139

New Plymouth  47,763

Wanganui  39,423

Palmerston North  72,681

Wellington 292,530

Nelson  53,688

Blenheim  26,550

Christchurch 334,107

Queenstown   8,538

Dunedin 107,088

Invercargill  46,305
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have to be a strong eye kept on rent levels. The Kapai boys felt that the opportunities were 
there, but they needed to move ahead of other competitors in getting the best locations.

Meanwhile, there were plenty of other things to think about. Maybe the Kapai menu 
could be altered by adding or deleting ingredients and product offerings. There were 
some product line extensions that could boost sales. Healthy food items such as a range of 
condiments had been considered. Clothing (e.g., the brown staff T-shirts featuring the logo 
or some variation), salad bowls and servers were other ideas. Catering for office lunches was 
an option too—it was advertised on the website but had only moderate take-up of one or two 
orders a week.

The Kapai boys also wondered whether their premises could be made to work outside 
breakfast and lunch times. Options for the stores included providing quick take-home salads 
for commuters after work, opening later for dinners, especially for community groups or other 
meetings. They could even rent out their kitchen.

Another possibility was to move more into organics. James and Justin thought their 
customers sometimes saw their business as more organic and more environmental than it 
perhaps was. Because of the limited supplies of organic produce available locally, going 
wholly organic was not going to be easy, and the boys wondered if it could end up causing 
more problems if they could not consistently deliver on this approach. There was an option 
to buy key supplies in bulk and redistribute them. This approach might have worked for the 
disposable wooden forks and biodegradable cups available overseas, but such a move was 
simply not economical right now in the small quantities Kapai needed. 

And then there were all the other great extension ideas the pair had for the Kapai 
brand. . . . But it was early days and would-be investors were not falling over themselves yet.  
James and Justin were also keen to decide on the model they wanted to use to expand before 
pursuing further enquiries. 

Updating the Business Plan and Moving Forward
James and Justin recognized Kapai as having a bit of a first-mover advantage in Wellington at 
least. But they didn’t necessarily think that advantage would last long, or exist everywhere. 
James acknowledged, “There was room for competition—but we’re just trying to stay ahead of 
them in terms of rolling out ours as quickly as we can.” It was time to update Kapai’s business 
plan to provide important details on where the business should go next, when, and with whom 
it might partner. There was also the problem for the energetic yet time-strapped Kapai boys of 
deciding which of their ideas they should hold on to or let go of.  

The Kapai boys saw franchising as the way to grow faster as they “don’t have to be actively 
involved on site doing all the nitty-gritty work for each store,” according to Justin. “It’ll be alright 
if things keep going to plan, but one never really knows,” he said. For James, opening stores 
throughout New Zealand and then taking Kapai international was the ultimate goal—but 
“whether or not it happens is another story.” 

James and Justin were examples of what had been referred to as New Zealand’s brain-
drain generation—skilled graduates leaving the country to travel with many never returning. 
However, they had chosen to come home and settle with, as James put it, “better skills and 
different ways of looking at things.” Would their mix of skills and ideas be good enough to 
help them stand out in a market awash with global fast-food giants, established local players 
and emerging salad store competitors? How could they grow the business while still holding 
true to the Kapai values and maintaining work-life balance? James and Justin wondered how 
they could enhance Kapai’s environmental and social responsiveness without detracting from 
potential franchisee interest. Whatever options they chose, they needed to not only be good for 
business, but to stay true to its Kiwi spirit and to be practicable as well.
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(Kapai New Zealand, 2007b) 

Appendix 1

 Kapai Menu
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Endnotes
 1. The term ‘Kiwi’ is often used nationally and internationally to refer to a New Zealander.  It is 

perhaps the most prominent and widely-known way in which the New Zealand people gain a sense 
of identity through drawing on nature.  (Bell, 1996)

 2. Justin explained the term ‘conventionally’ referred to food “grown naturally, without modifi-
cation or any processing.”

 3. The Kiwi DIY mentality refers to the tendency of New Zealanders to have a go at doing 
things themselves rather than paying an expert to do something for them. There is a resultant sense of 
pride in the personal achievement that this brings.

 4. The minimum wage in New Zealand in 2007 was $11.25 an hour.
 5. The phrase “clean and green,” while its accuracy is debated, it often heard when talking 

about New Zealand’s natural environment. While many New Zealand businesses and industries 
leverage off this image (e.g. the tourism and dairy industries), it is arguable as to how many busi-
nesses and industries really add substance to the image through activity and action.

 6. In August 2007, $NZ1 was valued at approximately 0.5 Euro and around U.S. 70 cents.
 7. Food miles (the distance that food travels from the place of its production to the consumer) 

is a topic of international debate and an issue receiving significant attention in New Zealand due to its 
potential trade implications for exporters. For further information and a New Zealand perspective on 
the topic see Landcare Research, 2007.

 8. Figures are derived from Statistics New Zealand and were obtained from The Restaurant 
Association of New Zealand.  Statistics are an amalgam of data from all sorts of operations (e.g., a 
la carte, buffet, over-the-counter service, and table service) and are provided to indicate industry 
averages. Individual establishments could vary significantly from these figures. The authors thank an 
anonymous reviewer for suggesting this table.

 9. Kumara is New Zealand’s native sweet potato.
10. Google New Zealand keyword search with which Kapai New Zealand features either first, or 

on the first page results, include ‘kapai,’ ‘eat your greens,’ and ‘salad bar.’
11. Awards included the New Zealand Herald on Sunday 2006 #1 Gourmet Health Food Take-

away and New Zealand Retailers Association Top Shop 2006 Award. (Saladworks, 2007)
12. Two fast-food salad store franchises were listed on the Official Directory of the Franchise 

Association of New Zealand web-site.  Reload Salad and Juice Bar was listed in the $100,000–
$250,000 category while Sumo Salads was priced higher at $300,000-$350,000. (Franchise Business, 
2007)

13. Industry averages are identified in Figure 3, which indicate rent and rates to be 6.41%; argu-
ably, a more realistic target for Kapai New Zealand is 8% to 10% due to the nature of the operation 
and the location requirements (i.e., high pedestrian count and visibility).
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Case 7: Kodak’s Challenge:  
Surviving the Disruptive “Winds  
of Change”  __________________________________

On June 1, 2006, the house lights dimmed at the Wall Street Journal’s All Things Digital confer-
ence. On the large screens flanking the stage, a film called the Winds of Change started. In the 
film, a dignified white-haired spokesman standing in front of sentimental images of puppies, 
babies, balloons and birthday parties began talking about the “golden days” at Kodak—the days 
of the “Kodak moment” in photography. Signaling a shift in the tone of the film, the spokes-
man looked straight into the camera and said, “Gets ya misty, doesn’t it? Yep, they shoveled on 
the schmaltz pretty thick—but that kinda crap doesn’t work anymore.” Now people wanted 
everything to be digital, the speaker stressed, becoming more frenzied as he spoke about digital 
photography and Kodak’s role in it.  The viewing audience chortled when the speaker intoned, 

You thought they (Kodak) were just hiding out waiting for this “digital thing” to blow 
over didn’t you? Oh, sure. For a while they were like, “ohhh, there’s no way digital’s 
going to catch on” . . . But now Kodak’s back!

With swelling enthusiasm, the spokesman extolled Kodak’s research and development in 
digital photography, ending by pulling at his hair and exclaiming, “You were a Kodak moment 
once and by God, you’ll be one again…only this time its digital. Whooo-yeah!”1

The spokesman appeared somewhat startled by his own outburst and sheepishly walked 
off stage as the film ended and the lights came up. Wall Street Journal columnist, Kara Swisher 
then welcomed Kodak CEO Antonio Perez to the stage to the audience’s vigorous applause and 
cheers. Paul Simon’s song “Kodachrome” played as Perez took the stage.

Swisher began her interview saying, “That was a really funny movie. I liked that film!”  Her 
first question, however, was not so approving. “What happened,” she asked as Perez settled into 
his chair, “What from your perspective happened at Kodak--because it was one of the greatest 
brands in history?”2

Perez responded without hesitation, saying:
“First of all there was this notion that came out of incredible success. The notion was that 

maybe if Kodak doesn’t move into digital—the imaging world will never move into digital.”
 “ . . . They (Kodak) were running a business with gross margins between 60–70% and those 

things are hard to let go. Especially when you are confronting a business model that is going to 
give you, if you are lucky, something around 30%. So that means that you have to change the 
whole company. From the way you design, to the way you manufacture, to the way you distrib-
ute, you know . . . the whole thing.  It is very tough.”

 “So Kodak is very late to the digital space. But Kodak was not late in investing in digital.  
Kodak was very rich. Kodak hired very good people and those people were actually doing 
the right things. In the last fifteen years, Kodak developed one of the most impressive IP 
(intellectual property) portfolios—in digital capture, image processing,  pixel technology and all 
sorts of things…color management, you name it. Actually a leader in all of those spaces. Now, 
why didn’t they commercialize that? I don’t know.”3

Referencing Kodak’s transition from traditional photography to digital, Swisher asked, “So, how 
did you get the film people out—because it’s a film company?” Perez described his approach saying, 

Basically, the model that I used when I visited the factories was looking at the audience 
and say, “How many [of you] have a digital camera?” At that time it was about 60%, and 
I would say, well, you are the problem we have. We either move to digital—we either 
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do this transformation effectively—or this company basically will cease to exist. There is 
nothing else. There is no time to argue about it . . . This is over. We are already very late 
but we do have the tools that we need to make this happen.4

Eight months after the All Things Digital Conference, Kodak held its annual strategy meeting in 
New York City. Antonio Perez announced that Kodak had successfully completed a four-year $3.4 
billion transformation and was poised for growth over the next four years (2008–2011). Investors, 
however, did not share Perez’s view of the firm. Kodak’s share price fell to a 30-year low following 
the strategy meeting amid skepticism about Kodak’s future strategy.5 Pointing out that Canon had sur-
passed Kodak in sales of digital cameras and that Kodak’s EasyShare Gallery faced tough competition 
from services like Shutterfly and Snapfish, analysts wondered whether Kodak had turned the corner.6 
Other investors argued that the Kodak brand still had appeal for consumers and that the company’s 
transformation would take time.  Speculation about a possible breakup of the company or mergers 
with other technology companies appeared in the financial press.7 Had Kodak successfully adapted 
to the challenges of the digital space? Were there other strategies that Kodak should pursue?  

Kodak’s Digital Strategy in 2003
Any evaluation of Kodak’s transformation needed to begin with a review of Kodak’s history in 
digital photography. Despite employing the engineer who invented the first digital camera (pat-
ented in 1978) and holding more than 1,000 digital-imaging patents,8 Kodak did not introduce 
a digital camera to consumers until 2001. Kodak’s moves paralleled those at many companies 
whose comfortable business models were threatened by rapid changes in information tech-
nology. When asked whether Kodak had moved into digital photography soon enough, then 
Kodak CEO Daniel Carp replied, “I saw my first digital camera inside Kodak in 1982. Today, 
we’re arguably one of the top three providers of digital cameras in the U.S. So we did the right 
thing. At the same time, we shouldn’t have walked away from the historical film businesses 
before they turned down, because it would have destroyed value.”9

Under slumping economic and competitive market conditions, Kodak faced tough pressure 
from its existing competitors as well as from new rivals in the area of digital photography—a 
$385 billion industry composed of devices (digital cameras and personal data assistants (PDAs)), 
infrastructure (online networks and delivery systems for images), services and media (software, 
film and paper) enabling people to access, analyze and print images. 

Although Kodak had invested $4 billion10 into digital research and related technologies 
since the early 1990’s and spent many years perfecting its digital cameras, Kodak’s status as 
an iconic brand was threatened by the technological shift away from its cash-cow business of 
traditional film and film processing. In July 2003, Kodak reported flat sales and a 60 percent 
drop in second-quarter profits.  

Since January 1, 2000, when Carp took over as chief executive of Kodak, the company’s 
revenues and net income had declined, its shares had dropped by 66%, and Standard & Poor’s 
(S&P) had cut Kodak’s credit rating by five grades.11 Kodak had reduced its workforce by 49% 
since 1989, cutting 7,300 employees in 2002 alone.12 Plans were announced to eliminate up 
to 6,000 jobs in 2003 to stem future losses, cutting Kodak’s traditional photography divisions 
in Rochester, New York, to fewer workers than the firm had employed during the Great 
Depression.13 Kodak’s balance sheets for 2000 to 2007 are presented in Table 1. Income 
statements for the same period are presented in Table 2. When announcing the latest rounds 
of workforce reductions in July 2003, Carp expressed his perspective on Kodak’s challenges 
saying, “I think we’re at the point where we have to get on with reality. The consumer 
traditional business is going to begin a slow decline, though it’s not going to fall off a cliff.”  

Kodak found itself saddled with assets and employees that were no longer relevant in the 
world of digital photography. Traditional photography involved factories where film, paper and 
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2006 2005 2004 2003 2002 2001 2000

Assets

Cash & Equivalents 1,487 1,680 1,258 1,261 578 451 251

Net Receivables 2,669 2,760 2,544 2,389 2,234 2,337 2,653

Inventories 1,202 1,140 1,158 1,075 1,062 1,137 1,718

Other Current Assets 199 201 688 730 660 758 869

--------- --------- --------- --------- --------- --------- ---------

Total Current Assets 5,557 5,781 5,648 5,455 4,534 4,683 5,491

Gross Plant, Property & 
Equipment

10,372 11,379 12,694 13,277 13,288 12,982 12,963

Accumulated Depreciation 7,530 7,601 8,182 8,183 7,868 7,323 7,044

--------- --------- --------- --------- --------- --------- ---------

Net Plant, Property & 
Equipment

2,842 3,778 4,512 5,094 5,420 5,659 5,919

Investments at Equity 36 40 532 426 382 360 0

Other Investments 420 363 188 310 53 85  0

Intangibles 2,869 2,941 1,924 1,678 981 948 947

Deferred Charges 1,599 1,144 1,203 1,147 972 482 0

Other Assets 997 874 730 708 1,027 1,145 1,855

--------- --------- --------- --------- --------- --------- ---------

Total assets 14,320 14,921 14,737 14,818 13,369 13,362 14,212

Liabilities

Long Term Debt Due In One 
Year

17 706 400 457 387 156 150

Notes Payable 47 113 69 489 1,055 1,378 2,056

Accounts Payable 1,003 996 868 834 720 674 817

Taxes Payable 764 467 581 654 584 544 572

Accrued Expenses 1,735 1,958 1,989 1,696 1,739 1,635 1,358

Other Current Liabilities 1,405 1,249 1,083 1,177 892 967 1,262

--------- --------- --------- --------- --------- --------- ---------

Total current liabilities 4,971 5,489 4,990 5,307 5,377 5,354 6,215

(Continued)
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Table 1  Kodak’s Annual Balance Sheet 2000-2006 (In  Millions of Dollars)15

Long Term Debt 2,714 2,764 1,852 2,302 1,164 1,666 1,166

Deferred Taxes 1 33 67 81 52 81 61

Minority Interest 21 20 25 45 70 84 93

Other Liabilities 5,225 4,648 3,992 3,819 3,929 3,283 3,249

--------- --------- --------- --------- --------- --------- ---------

Total liabilities 12,932 12,954 10,926 11,554 10,592 10,468 10,784

Equity

Preferred Stock 0 0 0 0 0 0 0

Common Stock 978 978 978 978 978 978 978

Capital Surplus 881 867 845 842 849 849 871

Retained Earnings 5,332 5,935 7,832 7,296 6,840 6,834 7,387

Less:  Treasury Stock 5,803 5,813 5,844 5,852 5,890 5,767 5,808

--------- --------- --------- --------- --------- --------- ---------

Total equity 1,388 1,967 3,811 3,264 2,777 2,894 3,428

--------- --------- --------- --------- --------- --------- ---------

Total liabilities & equity 14,320 14,921 14,737 14,818 13,369 13,362 14,212

(Continued)

2006 2005 2004 2003 2002 2001 2000

Sales 13,274 14,268 13,517 13,317 12,835 13,234 13,994

Cost of Goods Sold 8,278 8,783 8,311 8,102 7,391 7,749 7,105

--------- --------- --------- --------- --------- --------- ---------

Gross Profit 4,996 5,485 5,206 5,215 5,444 5,485 6,889

Selling, General, &
Administrative Expense 3,101 3,485 3,340 3,339 3,260 3,333 3,747

--------- --------- --------- --------- --------- --------- ---------

Operating Income Before 
Deprec.

1,895 2,000 1,866 1,876 2,184 2,152 3,142

Depreciation, Depletion, & 
Amortization 1,331 1,406 1,031 858 818 919 889

--------- --------- --------- --------- --------- --------- ---------
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Table 2  Kodak’s Annual Income Statement 2000–2006 (In Millions of Dollars)

2006 2005 2004 2003 2002 2001 2000

Operating Profit 564 594 835 1,018 1,366 1,233 2,253

Interest Expense 262 211 168 148 173 219 178

Non-Operating Income/
Expense

86 49 62 -23 -66 -26 96

Special Items -727 -1,194 -821 -651 -164 -891 -39

--------- --------- --------- --------- --------- --------- ---------

Pretax Income -339 -762 -92 196 963 97 2,132

Total Income Taxes 254 689 -175 -66 153 32 725

Minority Interest 7 4 2 24 17 -11  0

--------- --------- --------- --------- --------- --------- ---------

Income Before 
Extraordinary Items & 
Discontinued Operations -600 -1,455 81 238 793 76 1,407

Preferred Dividends 0 0 0 0 0 0 0

--------- --------- --------- --------- --------- --------- ---------

Adjusted Available for 
Common

-600 -1,455 81 238 793 76 1,407

Extraordinary Items 0 -57 0 0 0 0 0

Discontinued Operations -1 150 475 27 -23 0 0

--------- --------- --------- --------- --------- --------- ---------

Adjusted Net Income -601 -1,362 556 265 770 76 1,407

other silver-halide chemical based products were made by thousands of chemical technicians, 
film process technicians and color printer operators. In digital photography, images captured by 
electronic sensors could be displayed, printed, stored, manipulated, transmitted, and archived 
using digital and computer techniques, without chemical processing. Kodak recognized that 
digital photography would require different types of employees and began hiring top executives 
away from computer printer companies such as Lexmark and Hewlett-Packard. These employees 
brought needed expertise in consumer electronics and software development.14 Kodak also began 
closing traditional film processing facilities and laying off workers.  

The switch by consumers to digital photography was coming much faster than expected 
and Kodak’s traditional film, papers and photofinishing businesses were declining. By the end 
of 2003, analysts expected that digital cameras would begin to outsell film cameras for the first 
time in the United States. The digital photography industry was fast-paced and more crowded, 
offering razor thin profit margins.  
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In September 2003, Kodak announced an aggressive four-year plan to transform the 
company into a digital photography firm, replacing declining revenues and profits in the 
traditional film segment with growing digital revenues and profits. Job cuts and plant closures 
were prominent aspects of the firm’s restructuring plans. The announced digital and film 
imaging strategy focused on four components: “(1) Manage the traditional film business for 
cash and manufacturing share leadership; (2) Lead in distributed output; (3) Grow the digital 
capture business, and (4) Expand digital imaging services.”17 The traditional film business would 
be “managed” through organizational consolidation, cost reduction and reductions in both 
ad spending and the number of unique products. Kodak hoped to expand its leadership in 
emerging markets such as China and Russia, anticipating strong growth in these two markets 
for traditional film products. Distributed output referred to the market for printed photos. 
Kodak planned to dominate all channels for printed photos—retail (minilabs and kiosks), home 
(printer docks and photo papers) and online printing of photos (Kodak’s Ofoto site). The digital 
capture component of the plan addressed digital cameras and Kodak’s plans to become the 
industry standard for ease of use and to achieve top three worldwide market share by 2006. 
Lastly, Kodak planned to expand services both online (photo album sharing) and in mobile 
markets (sharing and printing of photos captured with mobile phones).

By the end of trading on the day of the digital strategy announcement, Kodak’s stock fell to 
an 18-year low. Institutional investors criticized Kodak’s announced strategy, expressing annoyance 
at the company’s intention to invest in inkjet printing, a business dominated by Hewlett Packard.18  
Investment analyst, Shannon Cross, expressed the concerns of many investors saying, “There are so 
many questions with regard to Kodak’s future strategy…the track record we’ve seen out of manage-
ment in terms of being able to hit targets and implement a strategy has been pretty spotty.”19

The Years 2003–2007 
Although shareholders and numerous investment analysts openly criticized the strategy, Kodak 
began implementing the new digital vision for the company. Since 2003, Kodak had pared costs 
through layoffs and plant closings in the traditional film division, sold off underperforming busi-
ness units and increased their research and development investment in ink-jet printers. More than 
one hundred buildings in Kodak Park in Rochester, New York that had formerly housed thou-
sands of employees had been razed, imploded or sold by 2007.20 From the company’s peak in 
1988, Kodak had cut 115,000 employees through divestitures, plant closings and layoffs.  Kodak 
expected to end 2007 with only 30,000 employees.21 Although job cuts would eventually represent 
cost reductions and improvements to the firm’s bottom line, restructuring costs since 2003 were 
estimated to total $3.8 billion.22 Investment analysts believed that the high costs of Kodak’s shift to 
a digital strategy would be worth the price if the company was successful at growing profits from 
their digital products.23 Other analysts were unconvinced, saying, “We are increasingly skeptical 
that EK (Kodak) can efficiently generate digital revenue growth and we think additional plant 
closings, job cuts and development costs will continue depressing results.”24 Some analysts wor-
ried that the continual charges against earnings and mounting debt might leave Kodak strapped 
for important funds for research and development.25 Competitive pressures in digital photogra-
phy made innovation important, but raised concerns for some analysts.  Kodak “lost their magic 
touch. There are way too many people producing similar technology better,” one analyst said.26 
Important events in Kodak’s history since 2003 are shown as Table 3.  

Leadership of Kodak also was in transition during this period. In May 2005, Antonio M. Perez 
replaced Daniel Carp as Chief Executive Officer of Kodak. Perez had come to Kodak in 2003 
after working 25 years for Kodak’s competitor, Hewlett-Packard.27 Perez brought his extensive 
expertise in digital imaging technologies to Kodak and quickly became the leader of Kodak’s 
digital transformation. Perez had been instrumental in formulating Kodak’s restructuring strategy 
as he was Kodak’s President and Chief Operating Officer in 2003.28 Despite the ongoing criticism 
of investment analysts, Perez remained optimistic about Kodak’s prospects saying, 
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We said in 2003 that it would take us four years to transform this company. The first 
two years were loaded with restructuring costs, and the analysts are reacting to that. My 
response is: Well, hello, we are following our plan. We said we’d grow digital revenue 
and profits, and generate a healthy amount of cash, and we are doing all that.29

Table 3  Key Events for Kodak 2003–2007

Date Event

January 26, 200530 Kodak’s digital revenue rose 40% in the fourth quarter of 2004, more than offsetting a 
16% decline in revenue for traditional film products.

February 2, 200531 Kodak announced that for the first time, Kodak held the leading market share for digital 
cameras in the United States with 21.9% share.  

March 200532 Kodak changed the name of Ofoto, the online photo-sharing and printing site they had 
acquired, to Kodak EasyShare Gallery.

May 11 ,200533 Antonio M. Perez was announced as the next CEO of Kodak. Perez took over on June 1, 
2005. Former Kodak CEO Daniel Carp retired at age 57.

January 5, 200634 Kodak announced a 10-year partnership with Motorola to develop mobile camera 
phones with Kodak sensors.

January 12, 200635 Nikon stopped making most of its traditional film cameras.

January 30, 200636 Kodak’s digital revenues for 2005 exceeded revenues from traditional film for the first 
time.  Digital revenues were 54% of total sales.

March 200637 Konica Minolta announced that it was exiting the photography industry. Some of the 
firm’s photography assets were sold to Sony.

August 1, 200638 Kodak announced that it would outsource the production of all digital cameras to 
Flextronics, a leading electronics manufacturing services provider headquartered in 
Singapore.

January 10, 200739 Kodak announced the sale of the health care imaging division to ONEX for $2.35 
billion. Half of the proceeds were to be used for debt reduction. The sale of the division 
resulted in a decrease of 8,100 employees for Kodak.

February 1, 2007 Kodak announced the first quarterly profit in eight quarters. Revenues for digital 
photography products had declined by 13%.

April 26, 200740 Kodak announced a partnership with BestBuy to create the BestBuy Photo Center. 
The center provided Kodak’s EasyShare Gallery to BestBuy online consumers. The 
partnership would also provide for display of Kodak Gallery’s photo gifts (mugs, purses, 
etc.) in BestBuy stores. BestBuy would also offer pre-paid cards for prints and gifts.

May 200741 Kodak’s digital consumer group sales (cameras, printers and retail printing) fell 14% 
due to Kodak’s decision to stop offering low-end digital cameras and an industry-wide 
decline in printing snapshots.

May 14, 200742 Kodak announced a partnership with Target to produce a co-branded site that 
permitted consumers to order photo prints online and pick them up in Target stores. 
The partnership also provided for display of Kodak Gallery’s photo gifts in Target stores 
and for pre-paid photo cards.
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One of the important changes championed by Perez was Kodak’s new business model 
in inkjet printers. Kodak was upending the traditional business model in inkjet printers. 
Instead of pricing the printer devices low and making profits on high-priced ink cartridges, 
Kodak planned to sell higher-priced printers that used significantly less expensive printer 
cartridges. For example, Kodak’s new line of all-in-one printers was priced at $149–$299, 
at least $50 more than comparable models.43 The cost of the Kodak printer cartridges was 
significantly less, however, running $10 for black ink and $15 for the color cartridge.44 The 
Kodak printers were expected to save consumers 50% over the lifetime of the printer due to the 
cheaper printer cartridges.45  

Although some analysts reacted positively to the new pricing model, others were doubtful saying, 

They (Kodak) are not fools, they are going after the sweet spot of the market, the people 
who print a huge number of photos at home, but they are up against big companies that 
can give a haircut to their own prices if they want.46

There was also some skepticism that consumers would pay more initially in order to save 
money over the lifetime of the product. A market research analyst described the consumers’ 
perspective saying, “When it comes to printers, consumers look for the features they want, and 
then find the least expensive device that offers them. It is only later that they get sticker shock, 
when they’re spending $50 for ink.”47 For its part, HP had adopted a “wait-and-see” posture 
regarding Kodak’s new printer pricing model. If Kodak’s printers gained share, HP was pre-
pared to respond. Kodak “is going into a gunfight with a knife,” responded Nils Madsen, mar-
keting director for HP inkjets.48  

Kodak predicted that it would take at least three years for the new printers to be profitable.49 
Despite reporting a narrower first-quarter net loss in 2007, Kodak’s financial results were 
continuing to show signs of stress. Sales of Kodak’s digital camera group (including digital 
cameras, printers and retail printing) fell 14% during the first quarter of 2007.50 Traditional 
film revenues declined 13% over the previous year.51 Kodak was losing less money, however, 
investors were expecting more. “Kodak needs not only to restructure, but to change its 
business.  That’s a bigger project. They don’t have an overnight fix,” said one investment fund 
manager.52  Sacrificing current earnings to focus on long term success was a gutsy decision and 
members of the investment community wondered whether Kodak’s executives had the fortitude 
to continue to pursue it and whether the path Perez had outlined for the company was indeed 
the right path.  One investment manager summarized his perspective saying, 

That company (Kodak) used to be my favorite example of an old-tech company behind 
the eight ball. Kodak has crossed the Rubicon and gotten past denial. It may be strug-
gling to figure out which road to take, but finally the company understands that the one 
it was on was getting it nowhere. You know what happens if you sit back and let history 
happen to you, so you’ve got to take a shot, and that’s what they’re doing.53

Kodak also had to consider their strategies in light of changes within the digital photography 
industry. Much had happened since the launch of Kodak’s digital strategy in 2003.  Important 
trends included rapidly improving technologies, increases in the quality and usage of camera-
enabled mobile phones, maturing demand in the United States, rapid adoption of digital pho-
tography in foreign markets, and increasing competitive challenges.  

Improved Technologies and a Shorter Product Life Cycle
Like most technologies, the market for digital photography continued to rapidly change.  
Technological innovations improved the resolution of digital cameras (increased the 
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mega pixels captured and thus improved the quality of the photos when enlarged). 
Improvements in optical and electronic technologies and subsequent reductions in pro-
duction costs resulted in the introduction of higher margin, digital single-lens reflex (SLR) 
cameras into the market. These cameras featured interchangeable lenses and appealed to 
consumers buying their second digital camera and to photography enthusiasts who could 
utilize the traditional camera lenses they already owned on the new SLR digital camera bod-
ies. Many digital SLR models offered significantly better image quality than point-and-shoot 
digital cameras due to their use of larger imaging chips. Industry insiders expected strong 
growth in the digital SLR segment of the market as consumers looked for more capabilities 
and flexibility in their digital cameras. Canon, Nikon, Sony and Panasonic dominated the 
market for low-cost digital SLRs in 2007.

Camera makers found the product life cycle of the digital era to be markedly different than 
the rather stable product life cycle of traditional photography. For example, the Nikon top-of-
the-line F-series of film cameras had been redesigned only six times over almost 50 years of 
production.54 By 2006, new features-laden digital camera models were introduced every few 
months rather than years apart. Makoto Kimura, president of Nikon Imaging summed up the 
change saying, “In the past, as a camera maker we were able to take it easy, watch what was 
happening.  Now, we’ve had to revitalize ourself.”55

Industry analysts believed that the faster product life cycle and the demands for 
technological innovations favored consumer electronics companies rather than traditional 
camera makers—in manufacturing and in distribution. Electronics companies such as Sony 
possessed the ability to design and manufacture many of the components integral to digital 
cameras whereas traditional photography companies such as Kodak lacked these capabilities 
and had to purchase components from other electronic companies.56 Distribution of cameras 
also shifted with the digital age in a way that favored consumer electronics companies. 
Consumers were increasingly purchasing even relatively expensive digital cameras at 
electronics chains such as Best Buy, Staples and Circuit City rather than at smaller specialty 
photography shops. Consumer electronics companies already understood the inventory 
and logistics demands of the national chains while traditional photography companies 
struggled to gain valuable shelf space. As one researcher put it, “A new wave of technology 
has given the newcomers the upper hand. For the consumer electronics companies, digital 
photography has been all upside, while the photo industry was stuck in a slow evolution 
stage.”57

Gains in Mobile Phone Camera Quality and Usage 
Technological improvements in the resolution of photos captured on mobile phones had 
increased significantly. In 2006, Nokia offered a mobile phone model with Wi-Fi capabilities and 
an integrated three-mega pixel camera.58 Other mobile phone manufacturers offered phones 
with an integrated two-mega pixel camera. Consumers increasingly expected that their mobile 
phones would contain an integrated camera. Approximately 30 million U.S. mobile phone own-
ers used their phones to capture images in 2005, an increase of 180% over the previous year.59 
By 2009, nearly 70% of mobile phones were expected to contain cameras with multi-mega pixel 
resolutions.60 Analysts further expected that the improved resolution of the integrated cameras 
in most mobile phones would decrease the demand for disposable traditional film cameras and 
could have a negative impact on low-end stand-alone digital cameras.61 Because consumers car-
ried their mobile phones with them constantly, the integrated cameras provided a convenient 
way to capture images during their daily activities as well as special events such as concerts and 
parties. Improvements in mobile phone connections to wireless networks also made it easy for 
users to upload and share images with friends and family. Figure 1 depicts the increase in digital 
images captured using mobile phones. 



STRATEGIC MANAGEMENT508

Figure 1  Digital Images Captured Worldwide, 2002–2009
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Maturing U.S. Demand
There were signs that the digital camera market was maturing in 2006. After growing by almost 
670% from 2000-2005, unit sales of digital cameras were slowing with an increase of only 26% 
forecasted for 2009.63 Prices of digital cameras were also declining, making profitability more 
difficult for makers of low-end cameras. For example, digital cameras with less than 4 mega pix-
els of resolution dropped in price by 40% in 2006.64 In contrast, higher-end digital SLRs tended 
to maintain the same price points, adding value for consumers by packing each successive 
model with even more features.  

There was a glimmer of hope for some growth in the digital photography industry as some 
analysts believed that U.S. consumers were upgrading their digital cameras more frequently 
than had been previously expected. The replacement rate was estimated at every two to three 
years rather than every four years as initially predicted.65 However, demand was expected to 
decline in 2007 and beyond as many consumers had completed their upgrade cycle and fewer 
new consumers were entering the market.

An expected slowdown in the U.S. economy further contributed to a slowdown in demand 
for digital cameras. Higher interest rates were beginning to depress consumer spending in 
2005 as the percentage of disposable income that U.S. households paid for their mortgages and 
consumer debt was increasing.66

Growth Possibilities Abroad
Digital camera sales were expected to slow down in North America in 2007, but remained 
strong in Europe and Japan. Emerging markets were also expected to provide growing demand 
as camera prices fell.67 In 2007, digital cameras were in strong demand in Central and Eastern 
Europe. Unit sales of digital cameras showed substantial increases in Russia (up 30%), Ukraine 
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(up 70%), Poland (up 15%), Hungary (up 18%), and the Czech Republic (up 7.7%) over 2005 
sales.68 Although more cameras were purchased, sales revenues actually declined as a result of 
declining prices due to technology advances and competitive pressures. The top three vendors 
in the region in 2006 were Canon, Sony and Olympus (in order of share).69 Analysts expected 
continued sales growth in the region but noted that demand for digital cameras had matured in 
the Czech Republic.70   

China was seen as a market with enormous potential for digital camera sales due to 
improving economic conditions and China’s more open posture to the rest of the world as the 
2008 Olympic Games in Beijing approached. Sales were expected to grow from approximately 
3 million units in 2004 to between 6.5 to 10 million units in 2008.71 Growth in Chinese 
disposable income in the major industrialized cities such as Beijing, Shanghai and Guangzhou 
had created a market of 400 million potential customers for products such as digital cameras.72 
Interest in photography was keen among Chinese consumers as more Chinese began traveling 
abroad and wished to bring home photos from their trips. The World Tourism Organization 
predicted that approximately 100 million Chinese would travel abroad in the year 2020 (an 
increase of 500% over 2003 figures).73

Digital camera sales to consumers outside urban areas in China were expected to be slower. 
Lower disposable income and need for higher priority items like household appliances caused 
rural Chinese consumers to delay their purchase of digital cameras.74 Furthermore, distribution 
channels in rural areas were not well developed. No major electronics chain equivalent to Best 
Buy or Circuit City existed outside the major cities.75

Contrary to earlier industry predictions, Chinese consumers did not buy traditional film 
cameras as their purchasing power increased, but preferred to leapfrog the older technologies 
to buy the latest digital camera models.76 Sales of traditional film cameras and film canisters 
declined much more rapidly in China than had been anticipated; leaving companies that had 
depended on selling these products at risk of being jumped over by the newer technologies 
such as digital cameras and camera-phones.77 By 2006, more Chinese consumers owned 
camera-phones than digital cameras.78

Battling for Market Share

The disruptive technology of digital photography had proved challenging for many traditional 
camera makers. In 2006, Konica Minolta announced that it would withdraw completely from 
the photography industry—despite being the third-largest producer of traditional photo film.79  
Nikon announced plans to gradually halt production of five models of traditional film cameras, 
leaving only two film cameras in its product portfolio.80 Other traditional camera companies 
such as Canon thrived in the new digital world. Canon had become the world leader in digital 
cameras with an almost 19% share in 2006.81  

Consumers were offered more choices in the digital camera marketplace as companies in 
the consumer electronics industry began offering digital cameras. Notable examples included 
Samsung, a consumer electronics company with a strong position in the camera-phones 
segment and Hewlett Packard with strongholds in printers and personal computers. Consumer 
electronics companies were formidable entrants into the digital photography industry due to 
their strong brand awareness with consumers, established distribution channels and experience 
with many of the technologies involved in creating digital cameras.

The competitive position of the companies in the digital camera industry rose and fell as 
consumers demanded more features, improved technologies and lower prices. The U.S. market 
shares of the top ten digital camera makers are shown as Table 4. Analysts believed that the 
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strong gains shown by Canon and Nikon from 2005–2006 were due to their introduction of low-
cost digital SLRs.82 

Worldwide, Canon led in digital camera sales with a 18.7% share in 2006.83 Sony followed 
with a 15.8 percent share while Kodak was third at 10%.84 Both Canon and Sony benefitted from 
consumer interest in [SLR] models as well as growing demand in emerging markets. Sony’s share 
of the global market increased as a result of their purchase of the digital [SLR] division of Konica 
Minolta in 2006.85 In the digital SLR segment of the industry, Canon held 46.7% share in 2006, 
followed by Nikon in second with 33% share and Sony at third with 6.2% share.86  

Table 4  Top Ten U.S. Digital Camera Makers87

2006 2005 2004

Shipments
Market 
Share

Change 
From 

Previous 
Year Shipments

Market 
Share 

Change 
From 

Previous 
Year Shipments

Market 
Share 

Canon 6,068,500 20% 21% 5,000,000 18%  39% 3,587,600 16.1%

Sony 4,940,800 17% 3% 4,780,000 17%  10% 4,330,000 19.4%

Kodak 4,867,000 16% -31% 7,050,000 25%  44% 4,880,000 21.9%

Nikon 3,045,700 10% 31% 2,326,400 8%  68% 1,381,600 6.2%

HP 2,185,100 7% 3% 2,130,600 8%  18% 1,804,900 8.1%

Olympus 1,856,500 6% -5% 1,964,800 7% -15% 2,317,400 10.4%

Samsung 1,496,400 5% 120%   680,500 2%  N/A       N/A  N/A

Fujifilm 1,444,700 5% -19% 1,780,600 6%   0% 1,782,600 8.0%

Panasonic 1,046,300 3% 199%   350,000 1%  N/A       N/A  N/A

Casio   955,000 3% 136%   405,000 1%  N/A       N/A  N/A

In segmented market share, significant differences were evident in the purchasing pref-
erences of male versus female consumers. Men seemed to prefer Canon while women pre-
ferred Kodak.88 Analysts attributed the gender difference to women’s preference for simplicity 
and desire for high-quality prints that could be shared with family and friends. Kodak met these 
needs for women with their point-and-shoot camera models and the EasyShare docking station. 
Men preferred the SLR models offered by Canon while Kodak was their fourth most popular 
choice behind Sony and Olympus.89  

Gender differences were also observed in what users did with their digital photos.  Women 
believed digital prints were more important than men (63% versus 53%).90 Women printed 
approximately 35% of the digital photos they took while men printed only 25%.91 Men “took 
the picture and put it in the computer. But then it was like a roach motel for pictures. They 
never got out,” one industry insider reported.92 Although digital camera makers recognized 
gender differences in purchasing and usage behaviors, care was taken to address the needs and 
preferences of both men and women when designing and marketing photography products. 
For example, Canon utilized Russian tennis star Maria Sharapova in television advertising 
because she appealed to both men and women. 

Representative data on the number of camera models and suggested retail prices offered by 
the top five digital camera companies is provided as Table 5.
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Table 5  Digital Camera Models and Pricing Available in the United States in June 200793

Number of  Digital 
Camera Models

Highest Price 
& Resolution

Lowest Price 
& Resolution

Traditional 
Film 
Cameras?

Number of 
Photo Printers

Online Photo 
Printing Service

Canon94 7 Digital SLRs
24 Point & Shoot

$3,799.95
12.8 MP

$249.99
7.1 MP

Yes 10 Inkjet
7 Compact 
Photo Printers

None 

Sony95 3 Digital SLRs
2 Full-Featured
11 Point & Shoot

$1,099.95
10.2 MP

$129.99
7.2 MP

No 1 Inkjet
2 Compact 
Photo Printers 

ImageStation

Kodak96 No Digital SLRs
10 Full-Featured
24 Point & Shoot

$449.95
7.1 MP

$94.95
5 MP

Only Single 
Use Models

3 All-In-One
8 Compact 
Photo Printers

Kodak Gallery

Nikon97 5 Digital SLRs
17 Point & Shoot 

$1299.99
10.2 MP

$115.99
5 MP

No None None

HP98 No Digital SLRs
7 Point & Shoot

$269.99
10 MP

$109.99
5 MP

No 9 Inkjet
3 Wide Print 
Inkjets
8 Compact 
Photo Printers

Snapfish

Definitions:

Digital SLRs: Digital Single Lens Reflex cameras that typically offered interchangeable 
lenses and more advanced features.

Full-Featured: Advanced camera models typically offering higher quality lenses with 
superior zoom capabilities.

Point & Shoot: Simple to use cameras with fewer user-controlled options.

MP: Mega pixels—the greater the number of mega pixels the larger images could be 
enlarged without quality problems.

Inkjet: Printers with photo capabilities as well as regular printing capabilities. 

Compact Photo Printers: Dedicated photo printers that did not typically produce 
prints larger than 5x7 inches.

All-In-One Printers: Printer, scanner, fax combinations offering photo printing 
capabilities.

A New Kodak Emerges
In January 2008, Kodak announced that its turnaround was officially over. In advance of the 
company’s annual strategy meeting in New York City on February 7, 2008, Perez announced:

It is with great pride that I introduce the new Kodak, a company with a new spirit 
and winning attitude. While completing a difficult and unprecedented business 
transformation, we also created breakthrough products and services that feature 
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Kodak’s hallmark innovation, winning customer acceptance and critical praise for a 
brand renowned for its smart use of technology. In 2008 and beyond, we will leverage 
the innovative thinking of Kodak people to deliver on our commitments to shareholders 
and increase the value of this great company.99

Kodak executives pointed to multiple metrics to demonstrate the extent of the firm’s 
transformation. Kodak’s industrial park in Rochester, New York, had been reduced from 1,600 
acres to 700 acres since 1998.100 Eleven film plants had been shuttered, leaving the company 
with only three film plants worldwide.101 As shown in Figure 2, the number of Kodak workers 
had been reduced from 145,300 in 1988 to around 30,000 at the end of 2007.102 More than half of 
the remaining employees were considered “new,” joining Kodak since the launch of the firm’s 
digital strategy in 2003.103 

Revenues from the Consumer Digital Imaging Group (CDIG) had increased substantially 
since 2003. CDIG included digital cameras, inkjet printers, camera sensors, digital picture 
frames, online photo finishing and digital photo kiosks. As shown in Table 6, CDIG revenues 
had almost doubled, growing from $2.37 billion in 2004 to $4.63 billion in 2007. Kodak did not 
report profitability data by product segment. 

Figure 2  Kodak Sales, Gross Profit & Net Income Per Employee
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Note:

Consumer Digital Imaging Group includes digital cameras, inkjet printers, CMOS sensors, digital picture frames, 
online photo finishing and digital photo kiosks.

Graphic Communications Group includes digital printer hardware and consumables used by commercial printing 
companies.

Film & Photofinishing Systems Group includes traditional films, papers, chemicals and photofinishing hardware for 
still and motion pictures.

Health Group includes products, systems and services to enable healthcare professionals to capture, share and 
manage medical images.

Building implosions were another symbol of the firm’s makeover. Kodak had shed more 
than 100 buildings since the 1990’s, imploding three massive buildings during the summer of 
2007 that had formerly housed manufacturing processes for the firm’s film, paper and other 
chemical-based products.106 As the rubble of the old chemical plants was cleared, Kodak 
executives gave presentations for technology stock analysts praising Kodak’s successful turn-
around. The presentations were entitled “A New Kodak Emerges”107 and emphasized the end 
of Kodak’s restructuring program, the creation of high margin businesses such as consumer 
inkjet printers and camera sensors and Kodak’s expected return to sustainable profitabil-
ity. According to company executives, Kodak had a clear advantage in the digital space due 
to its specialized knowledge of materials science (the result of the firm’s 100-plus years of 
experience in traditional photography) and digital image science (through the firm’s strong 
intellectual property in digital technologies). However, stock analysts remained skeptical 
of the success of Kodak’s transformation, continuing to question the competitive success of 
the inkjet strategy and Kodak’s value proposition for camera sensors. Analysts further ques-
tioned the adequacy of Kodak’s spending for research and development given the number of 
major initiatives they were pursuing. In 2007, Kodak spent 5.19% of sales or $536 million on 
research and development while Canon spent $3.351 billion or 8.22% of sales on a more sin-
gular research agenda.108 Others continued to express concern about the commoditization of 

Table 6  Kodak Revenues Segmented by Product, 2004–2007105

2007 2006 2005 2004

$Millions Percent $Millions Percent $Millions Percent $Millions Percent

Revenue 10,301 100.0 13,274 100.0 14,268 100.0 13,517 100.0

Consumer Digital 
Imaging Group

4,631 45.0 2,920 22.0 3,215 22.5 2,366 17.5

Inside the U.S 2,525 24.5 1,872 14.1 2,034 14.3 1,440 10.7

Outside the U.S 2,106 20.4 1,048 7.9 1,181 8.3 926 6.9

Graphic 
Communications Group

3,590 34.9 3,632 27.4 2,990 21.0 1,344 9.9

Film & Photofinishing 
Systems Group

1,968 19.1 4,156 31.3 5,325 37.3 7,051 52.2

Outside the U.S 1,510 14.7 2,797 21.1 3,558 24.9 4,575 33.8

Inside the U.S 458 4.4 1,359 10.2 1,767 12.4 2,476 18.3

All Other 112 1.1 69 0.5 83 0.6 70 0.5

Health Group 0 0.0 2497 18.8 2655 18.6 2686 19.9
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many of the business segments in which Kodak operated, persistently asking Frank Sklarsky, 
Kodak’s chief financial officer, “So, where are you making your money? I just want to know. 
It isn’t clear…”109 The stock analysts’ continued unease over Kodak’s future was reflected in 
their stock recommendations with ten of eleven key analysts rating the shares as either neutral 
or as “sells.”110 

Despite the Kodak officers’ assertion of successful transformation, there was open 
speculation in the press about the possibility of a breakup of Kodak or mergers with either 
Xerox or Hewlett Packard. Perez dismissed the notion of a merger with HP saying, “I don’t have 
any comments about that. All those rumors—there are many other rumors too. I wouldn’t pay 
much attention.”111 Other rumors included mergers with Dell, a leveraged buyout by a private 
equity firm or billionaire investor Warren Buffet’s interest in Kodak as an investment.112 When 
questioned about the possibility of a breakup, Perez retorted, “They don’t know anything about 
the company. Why would you do that? I don’t see any good financial reason to do that.”113 

Were the “winds of change” continuing to blow for Kodak? Was Kodak’s transformation 
successful or were there other changes needed? Was it time for Kodak to merge or pursue a 
breakup? Or was a leveraged buyout Kodak’s best option for remaining independent?

Kodak ultimately succumbed to a shortage of cash and filed for Chapter 11 bankruptcy pro-
tection in January 2012. The restructuring sought as part of the bankruptcy proceedings gave the 
firm another opportunity to revive the business. Only time will tell if Kodak will be successful.
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Case 8: Macy’s, Inc. 2010: Could  
Macy’s Bring Back the Magic?* _________________

Jessica Holladay, Maryville College
Rebecca Broady Treadway, Maryville College

In 2007, Robert Buchanan an analyst at A.G. Edwards stated, “Macy’s cost structure is too high, 
and, as a result, their prices are too high . . . That is a key reason why they are likely to lose market 
share.”1 CEO Terry Lundgren admitted in an interview in 2007 that “same-store sales have not been 
strong . . . Our complete focus is on getting our sales to move in the right direction.”2 In fiscal year 
2009, Macy’s, Inc. experienced a net loss of $4,803 billion.3 All signs pointed to the great Macy’s depart-
ment store falling from its place as one of the most successful department stores in American history. 
Lundgren stated, “I said a year and a half ago—before the recession was even official—that [we were 
heading] into a challenging period, that we were going to take every [idea] that we ever thought was 
good . . . and we were going to implement them in 2009. . . .”4 What were Macy’s plans to attract cus-
tomers to their stores? Would Macy’s be able to cut costs and simultaneously raise sales revenue? As the 
United States fell into an economic recession, discretionary income declined and consumer spending 
decreased, would Macy’s be able to reclaim their former glory as a retail powerhouse?

History
Macy’s didn’t always operate under its iconic name and infamous red star trademark; ironically, it 
was not even a department store in the beginning.5 Macy’s was founded as R.H. Macy & Co. in 1858 
as a “small, fancy dry goods store” by entrepreneur Rowland Hussey Macy in New York City.6 Macy 
used a rooster to represent his new store, but soon changed it to the renowned red star trademark 
based on his own red star tattoo he obtained as a “tribute to the star that guided him when lost at 
sea.”7 After only a year in business, the company earned “almost $90,000” in sales.8 The small store 
grew and morphed into a true department store sprawling “11 adjacent buildings” by 1877.9

Macy’s broke ground in department store history by introducing new, unique business prac-
tices.10 In the retail industry Macy’s was  “the first retailer to promote a woman . . . pioneered . . .  
the one-price system, in which the same item was sold to every customer at one price, and quot-
ing specific prices for goods in newspaper advertising . . . first to introduce such products as the 
tea bag, the Idaho baked potato, and colored bath towels.”11

In 1862, Macy’s was the first to draw customers by offering an “in-store Santa” during the 
holiday season.12 Two years later, Macy’s innovatively marketed to potential customers with 
“elaborate window displays.”13 In November of 1902, Macy’s moved to its legendary location on 
34th street in Herald Square.14 By 1924, this particular store was deemed “‘World’s Largest Store’” 
due to its roomy size of “over 1 million square feet of retail space.”15

Macy’s grew into a retail powerhouse and grossed “$36 million in annual sales” by 1918.16 The 
company continued to expand into new regions with more storefronts, and “went public in 1922”.17 
Macy’s dealt with the competition through “take over” acquisitions.18 The first Macy’s Thanksgiving 
Day Parade was in 1924 and was watched by a crowd of 10,000.19 Macy’s New York sponsored the 
Macy’s Thanksgiving Day Parade every winter.20 Macy’s tapped into potential west coast customers 
by acquiring O’Connor Moffatt stores in 1945, and their coveted location in Union Square.21 Macy’s 
celebrated spring with the Macy’s flower show, which started in 1946 at Macy’s California to market 
fragrance.22 Macy’s solidified its place in pop culture in the movie Miracle On 34th Street, released in 
1947; the movie used Macy’s as its primary setting, and highlighted the Macy’s holiday tradition of the 

*Jessica Holladay completed research on this case as part of her senior thesis at Maryville 
College, where she graduated in 2011. Rebecca Broady Treadway is an associate professor of 
accounting and business/organization management at Maryville College.
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“in-store Santa.”23 The company expanded into household products in 1971 by turning the bottom 
level of Macy’s Union Square into an exclusive housing section of the store called “The Cellar.”24 Half 
a decade later, they opened a household products section in their New York store due to the con-
cept’s popularity.25 Macy’s tenure as R.H. Macy & Co. ended in 1994 when the company was taken 
over by Federated Department Stores, Inc on December 19th.26

Federated Department Stores, Inc. was a major competitor in the retail industry since its incep-
tion in 1929 when “Abraham & Straus of Brooklyn, Filene’s of Boston, F&R Lazarus & Co. of 
Columbus, OH, and Bloomingdale’s of New York” merged.27 Federated Inc., like Macy’s, made 
history by being the first retailer to implement certain business practices including “‘pay when 
you can’ credit policies and arranging merchandise by size rather than color, brand, or price.”28 
Federated Inc.’s power not only extended to creating trends in retail business practices, but also 
to influencing political figures.29 Federated Inc.’s Fred Lazarus, who was the President of F&R 
Lazarus, wanted a longer shopping period amid Thanksgiving and Christmas to create heightened 
retail business.30 He advocated to President Franklin Delano Roosevelt that Thanksgiving should 
fall on the fourth Thursday of the month to generate more shopping days before Christmas, and 
produce more business for retailers.31 Lazarus’ idea became law in 1941.32 Federated Inc. focused 
on a new business strategy in the ’40s, they expanded their retail companies into new markets and 
acquired the competition.33 By 1979, Federated Inc.’s many retailers were grossing annual sales 
of $4.8 billion; America’s move to the suburbs and the growing popularity of malls supported 
Federated Inc.’s growth.34 Responding to the American customer’s desire for discounts, Federated 
Inc. created “discount divisions” in a few stores in the 1970s that offered “lower-priced” products.35 
During the eighties, the company was taken over by Robert Campeau, “a Canadian real estate 
developer”; in 1990, Federated Inc. filed for bankruptcy and reorganized.36 By the time Federated 
Inc. took over Macy’s in 1994, the corporation had seemingly recovered from past difficulties.37

When Federated Inc. added Macy’s to the fold, the corporation became “the world’s largest 
premier department store company.”38 The takeover of the May Company, a “long-time department 
store competitor”, in 2005 resulted in Federated Inc. becoming “the fourth largest non-food retailer” 
in the United States.39 Federated Inc. operated under the motto of one of its most influential CEOs, 
Fred Lazarus, which read as follows—“the company succeeds by striving to be ‘a living mirror of 
our civilization in which we see the constant changing needs and wishes of our people.’”40

In 1997, Macy’s availed itself to more customers by debuting its web store (macys.com).41 In 
2004, an official home products division was added to the company.42 Federated Inc. contin-
ued to take over competitors and by March 2005 changed the names of many of their stores 
to Macy’s, which brought the total Macy’s store count to 425 storefronts.43 By 2005 all Federated 
Inc. stores were renamed and branded either Macy’s or Bloomingdale’s.44 Federated Inc.’s take-
over of the May Company in 2005 nearly doubled the amount of Macy’s storefronts bringing the 
total to over 800.45 Macy’s had access to “virtually every major geographic market in the United 
States.”46 The merger built the corporation into “the second largest U.S. department store opera-
tor in annual revenues under the Macy’s and Bloomingdale’s names.”47 In 2006, to reach the 
growing number of customers from coast to coast, Macy’s debuted its “first-ever national advertis-
ing campaign.”48 In 2007, Federated Department Stores, Inc. officially renamed itself Macy’s, Inc.49 
The store that earned the corporation revenue was Macy’s; it earned approximately 90% of reve-
nue.50 In 2008, Macy’s set standards to make the corporation more environmentally friendly.51 
During the same year, Macy’s restructured its corporate divisions into three divisions: Macy’s 
East, Macy’s West, and Macy’s South.52 Concurrently, the development of “My Macy’s” was 
designed as a new “localization initiative” in 20 stores.53 During 2008, Macy’s looked to expand-
ing into international markets and decided to bring two Bloomingdale’s to Dubai by 2010.54 By 
2009, Macy’s, Inc. had implemented “My Macy’s” in “49 new local store districts” and was “adopt-
ing a unified national operating structure.”55 In 2009, Macy’s, Inc. searched for new advertis-
ing and marketing venues and began using social media.56 When fiscal year 2009 ended, Macy’s, 
Inc. had “sales of $23.5 billion”, “810 Macy’s department stores . . . as well as macys.com . . .  
Bloomingdale’s brand . . . 40 stores and bloomingdales.com.”57
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External Environment
Macy’s was a member of the department store industry, with a NAICS code of 452111.58 The 
North American Industry Classification System Association considered the 452111 code to 
describe department stores that were not “discount department stores and supercenters-general 
merchandise and groceries.”59 The NAICS defined department stores as offering “various mer-
chandise lines, such as apparel, jewelry, home furnishings, and linens, and provide departmen-
tal customer checkout service and customer assistance.”60 Department stores of the past filled 
their shelves with an extensive selection “of general merchandise” and “renowned merchandise 
categories.”61 Department stores evolved into “more specialized stores” while discount depart-
ment stores like Wal-Mart and Target evolved to offer “everything.”62 The sale of apparel was a 
major component of the department store industry.63 The sale of apparel resulted in “$188.5 bil-
lion at retail in the U.S. in 2009, down 5.2% from 2008, according to The NPD Group, Inc.”64

The department store industry was “extremely competitive, a gain in sales for one store equals a 
loss for another.”65 Standard and Poor’s described the department store industry as “a mature, highly 
saturated market, a slow sales growth environment,” and stated that “merchants’ inability to raise prices 
makes it imperative to drive down costs and/or improve economies of scale.”66 Bryan Eshelman of 
AlixPartners stated, “Retail is a game that is won at the margins.”67 Among department stores, busi-
ness strategies varied; some focused on shoppers with low income, and others concentrated on shop-
pers with high discretionary dollars.68 Nordstrom was an example of a department store that targeted 
consumers with more disposable income; Kohl’s was a store that targeted lower income customers.69 
The customers “most chains” marketed to were “households with incomes in the $35,000 to $75,000 
range.”70 Higher income shoppers, Bloomingdale’s and Nordstrom’s target markets, were considered 
“higher income” if they were “households with annual income of $100,000 or more.”71 

The market capitalization of the department store industry on September 22, 2010, was 
$60.3 billion.72 On that same date, Macy’s market cap was $9.4 billion, J.C. Penney’s was $5.9 
billion, Kohl’s Corporation was $16.0 billion, and TJX Companies, Inc. had a market cap of 
$17.3 billion.73 Macy’s, Inc. retained the third largest market cap in the industry behind TJX 
Companies, Inc. and Kohl’s Corporation.74

Recession
The recession, which economists believed ended in late 2009, deeply impacted the department 
store industry.75 “Retail sales . . . decreased 5.7% in 2009 to $3.0 trillion, from $3.2 trillion in 2008, 
according to the US Department of Commerce.”76 Customers, because of the recession, avoided 
department stores since they “can live without new fashion apparel and accessories, fine jew-
elry, and home furnishings during an economic downturn.”77 According to Standard and Poor’s, 
“the American consumer . . . will not return to pre-recession frivolity . . . consumers now desire 
to reduce their indebtedness and save for the future.”78 Department stores faced an ongoing 
struggle to entice consumers into their stores when they had less income to spend and were 
wary of spending what they had.79 According to Standard and Poor’s, higher income shoppers 
were starting to spend more, which was good news for Bloomingdale’s and Nordstrom since 
these shoppers spent “$1.2 trillion in discretionary spending.”80 Shoppers were looking for “the 
best price/value propositions” when deciding where to shop.81 

One of the ways Macy’s dealt with hard economic times was by “using cash to reduce debt,” 
“Macy’s retired $500 million of debt . . . repaid $966 million of debt during fiscal 2010.”82 Also, 
in response to the recession, Macy’s reduced the number of employees from 188,000 in 2007 
to 161,000 in 2010.83 Macy’s chose “closing unprofitable stores” as another method of “cost- 
cutting” in hard economic times.84 Macy’s found that its localization of merchandise program, 
My Macy’s, helped managers decide what to stock in inventory and to keep it “lean.”85 My 
Macy’s affected inventory by “aligning inventory with sales,” decreasing the risks of inventory 
“building to excessive levels,” and would “reduce the likelihood that they will have to mark 
down or write off unsold products at the end of the season.”86
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Macy’s witnessed “a rebound in sales” since the end of the recession.87 In 2009, Macy’s had the 
second highest revenue for a department store at $23.5 billion88 (Exhibit 1). In 2009, Macy’s had the 
second highest net income for a department store at $350 million89 (Exhibit 2). However, Macy’s 
same-store sales were low in 2009 and 2010 as compared to other department stores90 (Exhibit 3). 
From the 3Q to the 4Q of 2010 there was only a 1.0% change in same-store sales.91 In comparison, 
in the same quarters, J.C. Penney experienced a 3.3% change in same-store sales, and Nordstrom 
experienced a 3.7% change in same store sales.92 The low percent change in the same-store sales 
suggested that Macy’s older stores were not growing as much as some of the competitors’ stores.

Fast Fashion
A trend that specifically affected the department store industry was the growing popularity of “fast 
fashion.”93 Fast fashion was “speedy style” that “brought the look of the moment to main street” and 
“high fashion coming down to affordable levels.”94 Stores that specialized in fast fashion were able “to 
react . . . quickly to changes in consumption patterns”, which differentiated them from their depart-
ment store competitors; they were described as “‘Season-less.’”95 The main attraction of fast fashion 
was “constantly updated collections of cool clothing at prices so low the clothes are almost dispos-
able.”96 Customers wanted access to “a variety of price points”; or “In other words, few fashionistas 
think twice about pairing a $1,000 jacket with a $20 T shirt.”97 Fast fashion appealed to any cus-
tomer who wanted low-priced, trendy, and quality clothing.98 Examples of stores that specialized in 
fast fashion were “H&M, Spain’s Zara and Mango and Los Angeles based Forever 21.”99 Fast fashion 
stores became a threat; “Traditional department stores are estimated to have lost more than $30bn in 
sales a year to the rise of fast fashion competitors.”100 Macy’s competed with these stores by develop-
ing an affordable “fast fashion brand” with celebrity Madonna.101

Environmental Movement
Helping the environment turned from a cause of the moment to a permanent endeavor, even for 
department stores.102 Department stores’ deciding to “go green” was another trend in the industry to 
“cut costs” and attract environmentally friendly customers.103 Department stores embraced this trend 
in different ways including offering “reusable shopping totes . . . the use of recyclable store pack-
aging to energy management and voluntary purchases of renewable energy sources.”104 By 2007, 
Kohl’s installed solar panels on their store roofs and “had 86 locations in six states . . . providing 
20% to 50% of each store’s energy” by 2010 with the goal of expanding into more stores.105 Other 
companies using solar energy in stores were “Target with 18 stores . . . Macy’s with 30 stores . . . J.C. 
Penney with nine stores.”106 Wal-Mart used different types of renewable energy in their stores includ-
ing solar, wind, and “fuel-cell technology.”107 Wal-Mart’s ambitious plan since 2005 was “of being 
100% reliant on renewable energy.”108 Using renewable energy saved Wal-Mart money, approxi-
mately $1 million because of the store’s implementation of solar energy.109 In response to this trend, 
Macy’s, Inc. committed to “using resources more efficiently, providing eco-friendly products that 
meet customer expectations and striving to reduce our overall impact on the environment.”110 Macy’s 
fulfilled this commitment by developing “solar power systems at 40 Macy’s and Bloomingdale’s,” 
“reduced . . . total energy use by 10 percent,” cut down on the use of paper, used recycled materi-
als in paper and bags, “a program to divert up to 60 percent of the waste . . . away from dumping 
in landfills,” and initiated other green projects.111 Macy’s was commended for their environmentally 
friendly programs and actions by the Environmental Protection Agency, which “rated Macy’s as one 
of its top 20 partners for generating the most green electricity on site.”112

Competition

Nordstrom, Inc.

One of Macy’s main competitors was Nordstrom. Nordstrom had 48,000 employees and 187 
storefronts in 28 states, consisting of “112 ‘Nordstrom’ full-line stores, 72 off-price ‘Nordstrom 
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Rack’ stores.”113 Nordstrom attracted high income shoppers and “benefitted from the return of 
affluent shoppers” since the recession ended.114 Nordstrom found success on the internet; “inter-
net sales increased 14.5%” during fiscal year 2010.115 One of Nordstrom’s biggest strengths was 
customer service; their philosophy was “strengthening of customer relationships by better antic-
ipating and responding to customer needs.”116 Another key facet of their customer service was 
“helping customers draw a distinction between similar items with different price points sold 
at Nordstrom and at more moderate-price retailers.”117 Nordstrom extended into the “off-price 
channel, where prices are 40% to 60% below full-line store prices.”118 The store expanded into 
this new selling channel by developing Nordstrom Rack, which “sells a combination of clear-
ance merchandise . . . and inventory bought directly from vendors.”119 This expansion paid off; 
in the 2009 fiscal year “same-store sales declined 12.4% at Nordstrom’s full-line stores but rose 
3.1% at its Rack stores” and in the 2010 fiscal year when “same-store sales fell 7.2% at the . . . full-
line stores but increased 2.5% at its Rack stores.”120 Nordstrom opened 16 new stores in fiscal 
year 2010, “three full-line and 13 off-price Rack stores.”121 Nordstrom’s goal for fiscal year 2011 
was “three new full-line stores and 17 rack stores.”122

J.C. Penney Company, Inc.

Another of Macy’s competitors was J.C. Penney. J.C. Penney had 154,000 employees, with 
1,108 storefronts located in 49 states and Puerto Rico.123 J.C. Penney’s use of popular “in-house 
brands” gave the company an advantage over competitors by being the exclusive supplier of 
these brands.124 These brands made up “50% of annual net sales” for J.C. Penney.125 J.C Penney 
was awarded the Environmental Protection Agency’s Energy Star Partner of the Year com-
mendation in 2007 and 2008 because of “its efforts to use energy efficiently.”126 J.C. Penney 
expanded into 17 new stores in fiscal year 2010.127 One of the most lucrative new stores was the 
company’s first Manhattan location.128 The company’s development goal for the 2011 fiscal year 
was “renovating existing stores.”129 The threat of “fast fashion competitors” caused J.C. Penney 
to acquire apparel line “Zara and Mango” based in Spain, which was released in stores in late 
2010.130 

Internal Environment

Organizational Structure

Macy’s revamped their organizational structure and developed a more centralized organi-
zation.131 Macy’s, Inc. decided to change their organizational structure to cut costs by “reduc-
ing administrative expense” and by “eliminating redundancy.”132 Macy’s cost cutting measures 
decreased expenses by “$500 million per year going forward.”133 The new organizational struc-
ture centralized “buying, merchandise planning, stores senior management and marketing 
functions . . . located mainly in New York, and corporate-related business functions . . . located 
mainly in Cincinnati.”134 Due to the implementation of My Macy’s, Macy’s, Inc. “created eight 
store regions and 49 new districts (for a total of 69 districts).”135

Macy’s Online

Macy’s made it a priority to make the shopping experience at macys.com or bloomingdales.com 
as similar to shopping in brick and mortar stores as possible.136 As of the second quarter of fiscal 
year 2010, sales on both websites “were up 28.1 percent . . . and 31.0 percent in the first half of 
2010.”137 Macy’s created an iPhone application called Macy’s iShop that allowed owners to buy 
Macy’s products online and “also allows iPhone users to receive coupons that can be used for 
in-store, online or mobile purchases.”138 
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Private Brands and Exclusive Merchandise

An important aspect of Macy’s business strategy was offering private brands and “merchandise 
from market brands that are sold exclusively at Macy’s” to customers.139 Private brands provided 
a competitive advantage for Macy’s as they were the sole distributor of these brands; in 2009 
private brands sold more than market brands, and “private brands and labels exceeded 19 per-
cent of sales.”140 In 2009, Macy’s offered “15 private brands.”141 The strategy behind the creation 
of private brands was “to appeal to a certain customer lifestyle . . . with marketing programs 
that create a precisely defined image . . . to meet specific customer needs and to fill gaps in the 
assortment.”142 Exclusive merchandise that could be bought only at Macy’s included collections 
Rachel Rachel Roy, Ellen Tracy, Sunglass Hut, Kenneth Cole Reaction, and Madonna’s Material 
Girl line.143 Success of Macy’s “Exclusive and limited-distribution merchandise (including private 
brands)” was evidenced by an increase of “more than 42 percent of total sales in 2009.”144

Material Girl Line

One of Macy’s goals was “targeting teens and their mothers.”145 Macy’s “rolled out the Material 
Girl line inspired by singer Madonna and her daughter to lure in teens.”146 The Material Girl line 
was popular; CEO Terry Lundgren stated it was “a big, gigantic home run.”147 The line repre-
sented Macy’s entrance into “fast fashion,” which retail consultant Wendy Leibmann defined as 
appealing to “alienated shoppers who were looking for something cheap and fast, and always 
want something new to buy.”148 The fashion line offered “Material Girl dresses for $20 and tops 
for $5” and “is part of a wider effort by US department stores to reclaim a lost generation of teen-
age customers.”149 

My Macy’s

In 2008, Macy’s developed a new strategy of localizing merchandise called My Macy’s; after 
the success of an early run, they decided in early 2009 to implement this strategy at all Macy’s 
department stores.150 The goal of the strategy was to increase “same-store sales growth through 
custom-tailoring of merchandise assortments, size ranges, marketing programs and shopping 
experiences to the needs of core customers surrounding each Macy’s store.”151 CEO Terry 
Lundgren stated “What My Macy’s means is that . . . when you walk into a Macy’s store, you 
say, ‘This is my Macy’s. This isn’t just a Macy’s for everyone.’”152 Another goal Macy’s hoped 
to achieve was “to reduce the risk of getting stuck with merchandise that shoppers in a given 
region don’t want. It also aims to ensure that its stores don’t lose revenue by not stocking the 
items shoppers are seeking.”153 Macy’s recruited “new district merchants and planners” to “tai-
lor merchandise assortments and the shopping experience by location.”154 Macy’s built “a staff 
of 18 to 20 merchandisers and planners covering groups of 10 to 12 stores to allow managers 
to . . . pay more attention to the needs of individual stores.” In the “old structure, a regional 
manager with a staff half as large covered twice as many stores”155 (Exhibit 4). Macy’s, Inc. 
believed the program would continue to be successful based on the fact that “all of the com-
pany’s top 12 markets in sales growth were from the initial My Macy’s pilot districts.”156

Bloomingdale’s

Bloomingdale’s operated under a slightly different strategy than Macy’s department stores; 
they provided “the newest looks from established brands, as well as unique product from 
young designers” along with “exceptional customer amenities . . . personal shoppers . . . ele-
gant events and personalized, attentive service that strengthen customer relationships and 
build loyalty.”157 Bloomingdale’s was “a full-line, upscale department store” that provided 
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state-of-the-art make-up counters that included many top brands and top names in fashion 
like Burberry and Louis Vuitton.158 Bloomingdale’s carried “the latest and most desirable mer-
chandise across every category throughout both the main and home stores.”159 Macy’s, Inc. 
decided Bloomingdale’s would be their first department store for international expansion, 
and opened a Bloomingdale’s in Dubai in early 2010.160 In 2010, Bloomingdale’s expanded 
into another channel of distribution-outlet stores.161 Bloomingdale’s sales constituted around 
10% of Macy’s, Inc.’s sales.162

Employee Training

To develop strong personnel Macy’s, Inc. created a “training program” that “exists for every 
associate.”163 Macy’s, Inc. maintained the philosophy that they are “Growing People Who Grow 
the Business” through their Leadership Institute, which served “senior executives” specifically, 
and provided basic training for all employees.164 David Clark, Macy’s, Inc.’s executive vice presi-
dent for human resources, stated “We invest in our company by developing our associates, and 
that means continual training,” and “It’s part of our You Count value, there is a good return on 
our investment in that our associates feel valued and respected, feel capable in doing their jobs 
and want to stay with us.”165 

Corporate Culture

At Macy’s, Inc., concentration on customers’ desires was key.166 Macy’s corporate philosophy 
stated “the customer is paramount and that all actions and strategies must be directed toward 
providing a localized merchandise offering and shopping experience. . . .”167 Macy’s, Inc. 
believed their competitive advantage in the retail industry came from “Aggressive implementa-
tion of the company’s customer-centric strategies” and “attracting, retaining and growing the 
most talented people in the retail industry.168 Macy’s valued diversity as “Approximately one-
third of . . . core customers are racial and ethnic minorities.”169 Also, because “Women represent 
more than 76 percent of . . . the company and hold 65 percent of . . . management-level execu-
tive positions” and “48 percent of . . . associates are racial minorities and represent more than 
30 percent of . . . management.”170 “In 2009 . . . purchases from minority- and women-owned 
businesses totaled approximately $465 million,” which provided the company with “distinctive 
assortments of unique merchandise” that gave Macy’s an advantage over “the competition” and 
supported their inclusive culture.171 

Social Responsibility

Since Macy’s, Inc.’s inception, a key value of the company was participating in, and donat-
ing to, worthwhile charities as a part of their culture of social responsibility.172 Macy’s, 
Inc. ran the Macy’s Foundation which gave “Grants from the company . . . focused in 
the categories of arts and culture, education, the environment, HIV/AIDS awareness and 
research, and women’s issues.”173 Macy’s, Inc. gave “$71 million to worthwhile causes 
across America” in 2009.174 Charities the company supported included Make-A-Wish 
Foundation, Feeding America, United Way, and Go Red for Women and many other chari-
ties and causes.175 Supporting the green movement was an important responsibility for 
Macy’s; “Turn Over A New Leaf campaign to benefit environmental causes and sustain-
ability . . . raised $4.2 million for the National Park Foundation (NPF) and local parks across 
the country” in 2009.176 Macy’s, Inc. took several “tangible steps” as a company, became 
greener, “has been recognized by ForestEthics,” “The EPA has rated Macy’s as one of its 
top 20 partners for generating the most green electricity on site,” and “Newsweek ranked 
Macy’s among the 50 greenest companies in America for its efforts with solar power, recy-
cled paper and eco-friendly merchandise.”177 
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Operations

Macy’s net sales were $23,489 billion in fiscal year 2010 and $24,892 billion in fiscal year 
2009.178 Macy’s net income for the past three years was $350 million in fiscal year 2010, a net 
loss of $4,803 billion in fiscal year 2009, and a net income of $909 million in fiscal year 2008179 
(Exhibit 6). Macy’s retained earnings for the last three years was $2,274 billion in fiscal year 
2010, $2,008 billion in fiscal year 2009, and $7,032 billion in fiscal year 2008180 (Exhibit 7).

Macy’s stock price from 2005 to 2010 increased and decreased depending on what was affect-
ing the industry and investor perception of Macy’s performance. On October 3, 2005, the closing 
stock price was $32.72.181 On September 29, 2010, the closing stock price was $23.17.182 Macy’s stock 
price fluctuated from a low of $5.73 on November 21, 2008 to a high of $46.49 on March 26, 2007183 
(Exhibit 5). The company’s stock price over the past 52 weeks ranged from $15.34 to $25.25.184 

Terry Lundgren, the CEO, President, and Chairman of Macy’s, Inc. stated, “We believe our 
business is beginning to hit its stride after implementing significant structural and organizational 
changes over the past two years. While the economic environment remains uncertain, Macy’s 
and Bloomingdale’s have a terrific opportunity to continue to take market share and grow our 
business profitably.”185 

Exhibits

Exhibit 1   Top U.S. Mass Merchandisers

Revenues* 2008 (BIL. $) 2009

Department stores

Sears, Roebuck† 25.3 23.7

Macy’s 24.9 23.5

J.C. Penney 18.5 17.6

Kohl’s 16.4 17.2

Nordstrom 8.6 8.6

Dillard’s 7.0 6.2

Saks 3.0 2.6

Discount stores

Wal-Mart† 302.6 304.9

Target 64.9 65.9

Kmart 16.2 15.7

Dollar General 10.5 11.8

Family Dollar Stores** 7.1 7.5

Dollar Tree Stores 4.6 5.2

Big Lots 4.6 4.7

99 Cents Only Stores** 1.3 1.3

Source: Compare reports. http://0www.netadvantage.standardandpoors.com.library.acaweb.org/docs/indsur///
reg_0510/reg10510.htm#profile

*Fiscal years ended January of the following year, except as noted. †US operations.

**Since fiscal year differs from the rest, data for 12 months ended the closest comparable quarter are used.
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Exhibit 3   Same-Store Sales of Selected Department Stores

Source: Company reports; Standard & Poor’s estimates. http://0-www.netadvantage.standardandpoors.com.library.acaweb.org/NASApp/
NetAdvantage/cp/companyIndustrySurvey.do?task=showIndustrySurveyByTicker

E-Estimated. *Based on a January fiscal year end.  †Since fiscal year differs from the rest, data for closest comparable quarter is included.

Fiscal 
year end

2009* E2010*

1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

Better department stores

Nordstrom January (13.2) (9.8) (1.2) 6.9 11.5 10.0 3.1 3.7

Saks January (27.6) (15.5) (10.1) (4.8) 11.6 6.0 1.7 8.3

Upper-moderate department stores

Dillard’s January (13.0) (13.0) (9.0) (8.0) 3.3 2.7 (2.7) (4.3)

Macy’s January (9.0) (9.5) (3.6) (0.8) 5.1 5.6 (1.3) 1.0

Moderate Department Stores

J.C. Penney January (7.5) (9.5) (4.6) (4.5) 2.2 2.2 2.7 3.3

Kohl’s January (4.2) (2.3) 2.4 4.5 5.4 5.7 3.0 0.3

Sears, Roebuck January (11.7) (12.5) (4.6) (6.1) 0.0 (3.0) (3.0) (2.0)

Discount stores

99 Cents Only Stores  † March 6.2 7.2 2.3 3.1 3.5 4.0 3.5 3.0

Big Lots January (0.5) (2.4) (0.2) 5.1 6.0 6.0 4.0 0.0

Dollar Tree Stores January 9.2 6.8 6.5 6.6 3.0 4.0 4.5 4.5

Dollar General January 9.4 8.6 9.2 7.4 5.5 6.5 5.5 6.5

Family Dollar Stores † August 6.4 6.2 1.0 2.4 3.6 7.5 6.0 4.5

Kmart January (2.1) (3.9) 0.5 1.7 3.0 4.0 2.5 3.1

Target January (3.7) (6.2) (1.6) 0.6 2.9 6.2 1.7 1.0

SAME-STORE SALES OF SELECTED DEPARTMENT STORES AND DISCOUNTERS

(Percent change from previous quarter)
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Previous Region (~60-180 stores)

Director
of Stores

• 1 Director of Stores
 – Responsible for 60–180 stores

• 4–11 Regional Vice Presidents (RVPs)
 – Responsible for 16–23 stores each

• 6 Regional Merchandise
 Managers (RMM) per RVP
 – Responsible for 16–23 stores
    per merchandise pyramid
 – Merchandise, train, and inform
    central on local trends

RVP

STORE 1

STORE 2

STORE 3

STORE 4

STORE 5

STORE 6

STORE 7

STORE 8

STORE 9

STORE 10

STORE 11

6 RMMs

Reporting to RVP

STORE 12

STORE 13

STORE 14

STORE 15

STORE 16

STORE 17

STORE 18

STORE 19

STORE 20
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My Macy’s Region (~60-120 stores)

District
VP

7 District
Merchants

5 District
Planners

5 District
Planners

STORE 1

STORE 2

STORE 3

STORE 4

STORE 5

STORE 6

STORE 7

STORE 8

STORE 9

STORE 10

STORE 1

STORE 2

STORE 3

STORE 4

STORE 5

STORE 6

STORE 7

STORE 8

STORE 9

STORE 10

Regional
Director
of Stores

District
VP

7 District
Merchants

Regional
Planning
Managers

• 1 Regional Director of Stores
 – Responsible for ~60–120 stores

• 5–11 District Vice Presidents (DVP)
 – Responsible for ~10–12 stores each

• 5 Regional Planning Managers
 – Responsible for planning ~60
    stores per merchandise
    pyramid
 – By Family of Business
 – Reports to Central Planning

• 5 District Planners per DVP
 – Responsible for 10–12 stores
    per merchandise pyramid
 – By Family of Business
 – Plan and inform Central
    on local trends and needs

• 7 District Merchants per DVP
 – Responsible for 10–12 stores
    per merchandise pyramid
 – By major Family of Business
 – Merchandise, train

Exhibit 4   Macy’s Old Regional Structure and Macy’s Current Regional Structure

Source: http://www.macysinc.com/investors/otherinformation/regionalstructure.aspx
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Macy’s Inc Common Stock
M
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Exhibit 5   Macy’s Change in Stock Price over Five Years

Source: http://finance.yahoo.com/q/bc?s=M&t=5y&l=on&z=l&q=l&c=

Fiscal Year 2010 2009 2008 2007 2006

Revenue 23,489.0 24,892.0 26,313.0 26,970.0 22,390.0

Total Revenue 23,489.0 24,892.0 26,313.0 26,970.0 22,390.0

Cost of Revenue, Total 13,973.0 15,009.0 15,677.0 16,019.0 13,272.0

Gross Profit 9,516.0 9,883.0 10,636.0 10,951.0 9,118.0

Selling/General/Administrative Expenses, 
Total

8,062.0 8,481.0 8,554.0 8,487.0 6,500.0

Research & Development 0.0 0.0 0.0 0.0 0.0

Depreciation/Amortization 0.0 0.0 0.0 0.0 0.0

Interest Expense (Income), Net Operating 0.0 0.0 0.0 0.0 0.0

Unusual Expense (Income) 391.0 5,780.0 219.0 628.0 194.0

Other Operating Expenses, Total 0.0 0.0 0.0 0.0 0.0

Operating Income 1,063.0 −4,378.0 1,863.0 1,836.0 2,424.0

Interest Income (Expense), Net Non-
Operating

0.0 0.0 0.0 0.0 0.0
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Fiscal Year 2010 2009 2008 2007 2006

Gain (Loss) on Sale of Assets 0.0 0.0 0.0 0.0 0.0

Other, Net 0.0 0.0 0.0 0.0 0.0

Income Before Tax 507.0 −4,938.0 1,320.0 1,446.0 2,044.0

Income Tax - Total 157.0 −135.0 411.0 458.0 671.0

Income After Tax 350.0 −4,803.0 909.0 988.0 1,373.0

Minority Interest 0.0 0.0 0.0 0.0 0.0

Equity In Affiliates 0.0 0.0 0.0 0.0 0.0

U.S. GAAP Adjustment 0.0 0.0 0.0 0.0 0.0

Net Income Before Extra. Items 350.0 −4,803.0 909.0 988.0 1,373.0

 Total Extraordinary Items 0.0 0.0 -16.0 7.0 33.0

Discontinued Operations

Net Income 350.0 −4,803.0 893.0 995.0 1,406.0

Total Adjustments to Net Income 0.0 0.0 0.0 0.0 0.0

Preferred Dividends

General Partners’ Distributions

Basic Weighted Average Shares 421.7 421.2 446.6 540.0 426.0

Basic EPS Excluding Extraordinary Items 0.83 −11.4 2.04 1.83 3.22

Basic EPS Including Extraordinary Items 0.83 −11.4 2.0 1.84 3.3

Diluted Weighted Average Shares 423.2 421.2 451.8  547.7 434.6

Diluted EPS Excluding Extrordinary Items 0.83 −11.4 2.01 1.8 3.16

Diluted EPS Including Extraordinary Items 0.83 −11.4 1.98 1.82 3.24

Dividends per Share–Common Stock 
Primary Issue

0.2 0.53 0.52 0.51 0.39

Gross Dividends–Common Stock 84.0 221.0 230.0 274.0 157.0

Interest Expense, Supplemental 562.0 588.0 579.0 451.0 422.0

Depreciation, Supplemental 1,169.0 1,278.0 1,261.0 1,196.0 943.0

Normalized EBITDA 2,664.0 2,722.0 3,386.0 3,729.0 3,594.0

Normalized EBIT 1,454.0 1,402.0 2,082.0 2,464.0 2,618.0

Normalized Income Before Tax 898.0 842.0 1,539.0 2,074.0 2,238.0

Normalized Income After Taxes 619.92 −1,046.0 1,059.81 1,417.09 1,503.31

Normalized Income Available to Common 619.92 –1,046.0 1,059.81 1,417.09 1,503.31

(Continued)
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Exhibit 6   Macy’s Five-Year Comparative Income Statement

Source: http://moneycentral.msn.com/investor/invsub/results/statemnt.aspx?Symbol=US%3aM

Fiscal Year 2010 2009 2008 2007 2006

Basic Normalized EPS 1.47 −2.48 2.37 2.62 3.53

Diluted Normalized EPS 1.46 −2.48 2.35 2.59 3.46

Amortization of Intangibles 41.0 42.0 43.0 69.0 33.0

Financial data in U.S. Dollars  
Values in Millions (Except for per share items

(Continued)

Fiscal Year 2010 2009 2008 2007 2006

Assets      

 Cash and Short Term Investments 1,686.0 1,306.0 583.0 1,211.0 248.0

Cash & Equivalents

 Total Receivables, Net 358.0 439.0 463.0 517.0 2,522.0

Accounts Receivable – Trade, Net

Accounts Receivable – Trade, Gross

Provision for Doubtful Accounts

Receivables – Other

Total Inventory 4,615.0 4,769.0 5,060.0 5,317.0 5,459.0

Prepaid Expenses 223.0 226.0 218.0 251.0 203.0

Other Current Assets, Total 0.0 0.0 0.0 126.0 1,713.0

Total Current Assets 6,882.0 6,740.0 6,324.0 7,422.0 10,145.0

Property/Plant/Equipment, Total – Net 9,507.0 10,442.0 10,991.0 11,473.0 12,034.0

Goodwill, Net 3,743.0 3,743.0 9,133.0 9,204.0 9,520.0

Intangibles, Net 678.0 719.0 831.0 883.0 1,080.0

Long Term Investments 0.0 0.0 0.0 0.0 0.0

Note Receivable – Long Term 0.0 0.0 0.0 0.0 0.0

Other Long Term Assets, Total 490.0 501.0 510.0 568.0 389.0

Other Assets, Total 0.0 0.0 0.0 0.0 0.0
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Fiscal Year 2010 2009 2008 2007 2006

Total Assets 21,300.0 22,145.0 27,789.0 29,550.0 33,168.0

Liabilities and Shareholders› Equity      

Accounts Payable 1,796.0 1,893.0 2,091.0 2,454.0 2,522.0

Payable/Accrued 0.0 0.0 0.0 0.0 0.0

Accrued Expenses 628.0 463.0 459.0 539.0 710.0

Notes Payable/Short Term Debt 242.0 966.0 666.0 650.0 1,323.0

Current Port. of LT Debt/Capital 
Leases

0.0 0.0 0.0 0.0 0.0

Other Current Liabilities, Total 1,788.0 1,804.0 2,144.0 2,452.0 3,035.0

Total Current Liabilities 4,454.0 5,126.0 5,360.0 6,095.0 7,590.0

 Total Long Term Debt 8,456.0 8,733.0 9,087.0 7,847.0 8,860.0

Long Term Debt

Deferred Income Tax 1,068.0 1,119.0 1,446.0 1,652.0 1,704.0

Minority Interest 0.0 0.0 0.0 0.0 0.0

Other Liabilities, Total 2,621.0 2,521.0 1,989.0 1,702.0 1,495.0

Total Liabilities 16,599.0 17,499.0 17,882.0 17,296.0 19,649.0

Redeemable Preferred Stock 0.0 0.0 0.0 0.0 0.0

Preferred Stock – Non Redeemable, 
Net

0.0 0.0 0.0 0.0 0.0

Common Stock 5.0 5.0 5.0 6.0 6.0

Additional Paid-In Capital 5,689.0 5,663.0 5,609.0 9,486.0 9,238.0

Retained Earnings (Accumulated 
Deficit)

2,274.0 2,008.0 7,032.0 6,375.0 5,654.0

Treasury Stock - Common −2,514.0 −2,544.0 −2,557.0 −3,431.0 −1,091.0

Other Equity, Total -753.0 −486.0 −182.0 −182.0 −288.0

Total Equity 4,701.0 4,646.0 9,907.0 12,254.0 13,519.0

Total Liabilities & Shareholders’ Equity 21,300.0 22,145.0 27,789.0 29,550.0 33,168.0

Total Common Shares Outstanding 420.84 420.08 419.75 496.92 546.79

Total Preferred Shares Outstanding 0.0 0.0 0.0 0.0 0.0

Financial data in U.S. Dollars  
Values in Millions (Except for per 
share items)

Exhibit 7   Macy’s Five-Year Comparative Balance Sheet

Source: http://moneycentral.msn.com/investor/invsub/results/statemnt.aspx?lstStatement=Balance&Symbol=US%3aM&stmtView=Ann

http://moneycentral.msn.com/investor/invsub/results/statemnt.aspx?lstStatement=Balance&Symbol=US%3aM&stmtView=Ann
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Case 9: Netflix: Entering, Engaging,  
and Embracing Innovation in the Movie  
Rental Industry* _____________________________

Fred Walker, Maryville College
Rebecca Broady Treadway, Maryville College

Netflix employees are measured not by the output of their work, but the results 
of their work. And it’s a key strategic difference with Netflix if you are creating 
something that hasn’t been created before, if you are doing something that 
hasn’t been achieved before.1

—Steve Swassey, Netflix Director  
of Communications

Netflix Chief Executive Officer Reed Hastings took the first step in unchartered territory and 
reinvented the way customers rent movies. His business model was considered to be one of 
the most innovative business ideas in recent history. Hastings took a standard way of doing 
business in the movie rental industry, turned it on its side and created a multi-billion dollar com-
pany. Hastings’ leadership was unconventional, yet successful and inspiring. 

Hastings was an innovative leader; Netflix employees were routinely given work that three 
to four people might have been allotted in a traditional company. Though many might believe 
this would place an unnecessary workload on employees, Netflix employees loved their jobs. 
Even when employees were not officially working, they checked their phones for updates on 
the company.2 Reed Hastings believed the strong work culture enabled Netflix to become a 
major competitor in the movie rental industry. As other companies decreased employment 
opportunities and curtailed employee freedom, Netflix increased the number of employees and 
gave them more opportunity and autonomy. The wheels were in motion for Netflix to be a 
powerhouse among its competitors when things took a turn for the worst. Management insti-
tuted changes that had a negative impact on customers and then ultimately on Netflix, itself. 
That which seemed like good leadership led to disaster. How was the decade-long success of 
Netflix disrupted? Why did Netflix thrive during the economic recession and then lose momen-
tum as the economy recovered?

History
Netflix was incorporated on August 29, 1997, though retail operations did not begin until 
April 14, 1998. Los Gatos, California was the official site of company headquarters. Netflix 
competed with large, traditional brick and mortar rental video stores such as Hollywood 
Video and Blockbuster Video by providing customers with a new mode of rental access—
the internet. Netflix allowed customers to rent digital video discs (DVDs) over the internet 
from the ease of their homes. Reed Hastings developed the idea for the company after he 
had to pay $40 in overdue fees to Blockbuster for the video rental of Apollo 13. He was frus-
trated and decided to start his own business with an investment of nearly $2.5 million of his 
own money in capital.3 

* Fred Walker is a 2010 graduate of Maryville College. Rebecca Broady Treadway is an associate 
professor of accounting and business/organization management at Maryville College.
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In 1999, Netflix opened its main distribution center in San Jose, California and created the 
Marquee Program, which allowed customers to pay $19.95 per month to rent one DVD at a time 
and to select three DVDs to rent in the future. 4 The program, with no due dates or late fees, was 
the first of its type. Customers were not limited to the four preselected titles; they could rent a 
new disc from the list of available titles (the queue) each time a disc was returned. The Marquee 
Program became a major factor in the company’s success. 

In fiscal year 1999, Netflix reported a $29.8 million loss with revenues barely over $5 mil-
lion.5 Initial startup costs were extremely high, and name recognition in the growing e-com-
merce field had been difficult to establish. In 2000, Netflix created an innovative program called 
CineMatch, which provided customers with video title recommendations based upon their rat-
ings on previous video rentals. Customers rated movies by assigning them one to five stars. 
Based on their ratings, CineMatch sent customers recommendations for new and different rent-
als.6 The system could use information such as marital status, age, and gender to make rental 
recommendations for customers. Netflix offered a personalized program to each customer; the 
more movies the customer rated, the better the rental recommendations became.7 

In 2001, Netflix advertised the Marquee Program with unlimited rentals for $17.95 per 
month. Customers were able to rent 3 discs at a time with no postage or shipping fees. With 
over 100,000 DVDs rented each week, the company expanded.8 In May of 2002, Netflix 
sold 5.5 million shares of common stock for $15 per share in the Initial Public Offering 
(IPO). Later in June, the company sold another 825,000 shares of common stock at $15 per 
share.9 Netflix reported its first profit of $6.5 million on revenues of $272 million in 2003. 
Netflix became a household name and mailed nearly 200,000 discs per day to its growing 
list of almost 700,000 customers.10 To accommodate customers, Netflix opened 10 distribu-
tion centers in central locations (Atlanta, Boston, Denver, Detroit, Houston, Los Angeles, 
Minneapolis, New York, Seattle, and Washington).11 In 2004, Netflix announced a decrease 
in subscription cost to $15.95 per month allowing customers to rent three movies at a time 
with no due dates or subscription fees.12 Netflix grew by one million subscribers in 10 short 
months to reach over three million subscribers by 2005.13 Over the next few years, Netflix 
acquired more titles for its DVD library, grew to 20 million subscribers, and implemented 
an online streaming portion of its business.14 This new streaming option allowed custom-
ers to watch movies instantly on their computers rather than receive DVDs by mail. Though 
this service was limited in the beginning, it quickly grabbed the attention of customers and 
increased Netflix’s online capabilities. During this time, Netflix lowered its price to $9.99 
per month for both services. 

By the middle of 2011, subscribers peaked to 24 million. Management placed a 60% price 
increase on all subscribers with DVD by mail services or streaming services. For both services, 
costs soared to $15.98 per month (or $7.99 per month for one service); customers grew irate.15 
Netflix Director of Communications, Steve Swassey stated, “We wouldn’t have charged this 
when the streaming catalog was still lean. The streaming catalog is robust to the point where a 
lot of people won’t want DVDs anymore.”16 On September 18th 2011, Reed Hastings apologized 
for the pricing confusion in a personal blog. In his blog, Hastings stated that Netflix would split 
the DVD by mail company and the stream on demand company into two business entities with 
the latter to be called Qwikster and the former to remain Netflix.17 He stated that while some 
may view this as a poor decision, this would allow for the business to focus on each aspect 
individually rather than collectively.18 Although it made sense to Netflix to essentially de-bundle 
the company to focus on each brand, customers of both services were outraged that they would 
now have to monitor two separate accounts—one for the new streaming video entity and one 
for the DVD mail subscription. Many customers felt Reed Hastings was disconnected and oblivi-
ous to their concerns. One week later, Hastings halted the formation of Qwikster due to an 
overwhelming number of customer complaints and subscription cancellations. Netflix lost over 
800,000 subscribers by October 2011.19
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External Environment
In the mid 1980s, the movie rental industry was established as a result of growing consumer 
demand to rent movies rather than purchase them. Blockbuster established and controlled 
the industry for many years.20 Video rental businesses expanded, and many small companies 
popped up throughout the late eighties and early nineties. Some succeeded like Hollywood 
Entertainment, and others were bought out or forced to close due to the powerful competition 
in the industry. 

Competition

Since Netflix’s inception, three companies were in heavy competition: Blockbuster, 
Hollywood Entertainment, and Redbox (Exhibit 1). Over the past two decades, Blockbuster 
and Hollywood Entertainment were positioned at the top of the movie rental industry; yet, 
in recent years they experienced difficulty competing with the technology and innovation 
that Netflix and Redbox introduced. Both Hollywood and Blockbuster wound up filing for 
bankruptcy. 

Blockbuster
Originally a subsidiary of Viacom, Inc, Blockbuster began in 1985 and quickly became 
the largest movie rental retail chain in the country. Blockbuster acquired several small 
video rental chains. By 1990, the number of Blockbuster stores had increased to 1500.21 
Throughout the 1990’s, Blockbuster continued to buy companies to expand locations and 
offerings. In 2001, Blockbuster decreased its Video Home System (VHS) library by 25% to 
concentrate on building a DVD library. In 2005, new technology in the movie rental indus-
try threatened Blockbusters’ hold on the market.22 In response, Blockbuster developed an 
online rental program, which slowed Netflix growth.23 In 2008, Blockbuster teamed up with 
ATM manufacturer NCR to create a kiosk similar to Redbox called Blockbuster Express.24 
However, Blockbuster’s stock price decreased from $7.12 a share in March 2007 to $.38 
a share in March 2009. Blockbuster released 2009 earnings $15 million short of analysts’ 
expectations.

In 2009, Blockbuster owned and operated over 7000 stores. Yet, Blockbuster had diffi-
culty competing with members of the industry with easier, more customer-friendly rental dis-
tribution.25 Blockbuster was known to alienate customers with contradictory late fee policies, 
which created a heightened sense that the company might file for bankruptcy.26 In September, 
2010, Blockbuster filed for Chapter 11 bankruptcy protection. During this time, it closed 1,500 
stores and laid off thousands of employees. The company was later purchased in 2011 by Dish 
Network.27

Hollywood Entertainment 
Hollywood Entertainment was established in 1988 by Mark Wattles under the name, The 
Home Theater Video Superstore. Wattles changed the name to Hollywood Entertainment in 
1989 and opened roughly five stores per year until 1993. The company became publicly traded, 
and by 1994, Hollywood Entertainment had a total of 110 stores. By 2004, 600 additional stores 
were opened. Blockbuster led the industry and attempted a takeover of Hollywood in 2004. 
Hollywood rejected the offer, but was bought by Movie Gallery later that year.28 Movie Gallery 
acquired MovieBeam in March 2007 to expand into digital on-demand services. Later that year, 
Movie Gallery and all subsidiaries filed for Chapter 11 bankruptcy protection.29 Movie Gallery 
emerged from bankruptcy in 2008 only to declare Chapter 7 bankruptcy protection in 2010. 
At this time, all assets were liquidated, and operations of Movie Gallery and Hollywood Video 
ceased.30
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Redbox
McDonald’s Ventures, LLC started Redbox in 2002. Redbox created an innovative niche in the 
DVD rental business by setting up self-serve kiosks in McDonald’s stores. Each kiosk held 
about 700 DVDs. The customer touched a screen to select a movie and with the swipe of a 
debit or credit card, the DVD was dispensed to the customer; no late fees applied.31 In 2005, 
Redbox was purchased by Coinstar and expanded operations. In 2009, Redbox kiosks were 
situated at nearly 17,000 locations, many located near the entry of drug and convenience 
stores.32 Customers were able to get online, request a DVD to rent, and go to a convenience 
store where a Redbox kiosk was available to obtain their rental.33 Redbox grew in recognition; 
many customers were willing to pay $1 per evening for rentals rather than a higher 
monthly subscription charge for a service they may not use.34 By 2011, Redbox expanded 
to accommodate a total of 33,000 kiosks across the United States. Redbox also announced 
plans to offer online streaming content similar to Netflix.35 Blockbuster created Blockbuster 
Express to directly compete with Redbox; yet, Redbox maintained a return anywhere policy 
which meant the customer could return the DVD to any Redbox kiosk. Blockbuster Express 
customers, on the other hand, had to return the DVD to the exact same kiosk from which the 
DVD was rented.

Trends

Two trends directly impacted the video rental industry - the economic recession and the rapidly 
changing face of technology. 

Economic Recession
The economic recession began in 2008 and continued into 2009. By 2009, unemployment 
in the United States had reached 10.2%, the highest rate since 1983.36 The rise in 
unemployment adversely affected the economy. As more people were forced to decrease 
discretionary spending, business revenue and profits declined. Competition intensified 
through product marketing and price cuts. Investors became concerned due to lower 
financial performance.37 

The recession stimulated demand for online video rentals as consumers did not want to 
spend money purchasing movies. Forbes columnist and equity analyst, Robert Stammers, 
believed Netflix had built a recession-proof company. Stammers stated, “The low cost 
per rental paired with the convenience of postal delivery has great appeal in the current 
economic environment as demonstrated by the increase in home rentals.”38 Netflix’s main 
sales demographic wanted to stay at home and travel less.39 Netflix allowed customers the 
convenience of renting movies from the convenience of their couches. In 2008, Netflix thrived 
during the recession and provided investors with a 30% return as compared to a 43% loss on the 
Standard & Poor’s 500 index.40 It seemed as though Netflix entered the DVD rental industry at 
the right time. As online DVD rental sales flourished, companies began to realize how critical 
customer online access was. When the United States started to emerge from the recession in 
2010, Netflix continued to thrive until new pricing policy was introduced.

Changing Technology
There was constant movement and shifts in the technology of the rental movie industry. 
As technology advanced, customer demand quickly followed. Customer preference shifted 
from VHS to DVD and more recently to remote-accessible technology. Providing the 
customer with quicker, easier access through technology was critical to maintain the edge 
in the industry.

In 1975, the first VHS tapes became widespread for consumers with the advent of the Video 
Cassette Recorder (VCR) in the Japanese market. VHS later expanded into the global market and 
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became the leader of home video systems. The alternative cassette system at the time was the 
Beta system.41

As VHS tapes became main-stream, new technology led to the development of the compact 
disc (CD). The CD stimulated the creation of the DVD and the DVD player in 1996.42 A DVD 
stored more information than a CD and was large enough to hold an entire movie in digital 
format. The picture became clearer, and the sound was more distinct. The first DVD players 
sold for $1000 each; only 36 movie titles were made in DVD format.43 Recognition rapidly 
spread about DVDs as DVD players became more affordable and more movie titles were 
offered. While there were thousands of small DVD manufacturers, there were only a few well-
known DVD manufacturers including Paramount Studios, Warner Home Video, Universal, Sony 
Pictures, and 20th Century Fox.44 As these companies began to predominantly manufacture 
DVDs, the demand for VHS tapes dramatically declined.

Technology in the online movie rental industry surpassed technology in bricks and mortar 
movie rental stores. Netflix invested heavily in innovative technology and created The Marquee 
program, an online rental system without late fees. Customers desired immediate, easy access; 
companies in the industry strived to meet the demand.

Internal Environment

Leadership

Reed Hastings
Reed Hastings served as the Chief Executive Officer (CEO) of Netflix and established the 
design and business plan of the company. Hastings started his career in entrepreneurship 
in 1991 as the founder of Pure Software, a company he grew into one of the 50 largest 
public software companies until it was purchased by Rational Software in 1997.45 He used 
2.5 million of the $750 million proceeds from the sale of Pure Software to start Netflix.46 
Hastings generated the idea of renting DVDs through the mail and created the first ever 
DVD rental by mail subscription service. According to Hastings, this was a more “radical 
idea” that he knew would not fail.47 He attributed his success with Netflix to the follow-
ing: target a specific niche, stay flexible, never underestimate the competition, and there 
are no shortcuts.48

Hastings implemented a workplace that required speed and accuracy of employees. He 
created the following mission statement for his company - “Our appeal and success are built 
on providing the most expansive selection of DVDs; an easy way to choose movies; and fast, 
free delivery.”49 Hastings was an engaged, involved leader. He was not the type to hover over 
employees; rather, the well-read, well-informed leader understood the industry, the distinct 
parts of the business and the interrelationships. Hastings was likened to a key character in the 
hit movie, Ocean’s 11. “[Reed] Hastings is Danny Ocean, the bright, charismatic leader who 
recruits the best in class, gives them a generous cut, and provides the flexibility to do what 
they do best, all while uniting them on a focused goal.”50 

Barry McCarthy Jr.
Barry McCarthy served as the Chief Financial Officer (CFO) of Netflix from 1999 to 2010. He had 
responsibility for the financial and legal aspects of Netflix, and watched it grow from zero subscrib-
ers in 1999 to almost 10 million in 2009.51 He held the position of Vice President of Music Choice, a 
music service for cable and satellite television from 1993 to 1999 before joining Netflix. 

David Wells
David Wells took over as CFO after the departure of Barry McCarthy. Before becoming the CFO, 
David Wells was the President of Financial Planning and Analysis for Netflix. He worked in pro-
gressive roles at a consulting firm before his entry into the company.52
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Patty McCord
Patty McCord served as the Chief Talent Officer of Netflix since 1998. McCord’s primary 
responsibility was to make sure the right people were hired such that the company could 
validate the motto, “smart people, hard problems.”53 Her leadership enabled Netflix to attract 
and maintain a dynamic workforce dedicated to customer satisfaction. Netflix maintained a first 
place ranking in customer satisfaction from 2005 to 2009 according to polls taken by ForeSee 
Results.54 Though McCord required much from her employees, she maintained the belief that 
openness, approachability, and honesty were values critical to the Netflix corporate culture.55

Corporate Culture

CEO Reed Hastings believed innovation was a critical component of the Netflix culture. When 
he hired employees, he sought the most creative, innovative, and accountable individuals to 
establish an entrepreneurial environment to generate ideas. Netflix credited itself as being a 
progress-intensive business meaning success was not measured in the output from employee 
work but rather the results of the work.

With over 1,400 employees, Netflix hired employees that were seasoned in their profession 
to provide better service to customers.56 Four hundred full-time employees earned large salaries 
for their work. Reed Hastings paid employees well because he expected high performance; 
each employee was expected to do the work of three to four people.57

Netflix did not believe in incentive programs for employees. There was neither an employee 
of the month program nor free trip rewards. Instead, Netflix offered an entrepreneurial 
culture; working hard to get the job done was the incentive.58 Steve Swassey, Director of 
Communications for Netflix, stated, “What we do is come to work every day to change the way 
America rents its movies, and that’s our incentive.”59 

Working in an internet-based company was hard and time consuming. To ease the 
pressure, Netflix implemented an unlimited vacation policy. Employees used this to their 
benefit but respected the business by “checking in” using Blackberry mobile devices.60 
Hastings maintained a relaxed atmosphere at Netflix locations. He supported music in the 
workplace and encouraged employees to build bonds with one another. He implemented a 
twice-daily stretching routine to ease tension.61 These stretching routines were common in the 
shipping warehouses, where employees were required to scan and process 650 DVD rentals 
per hour. Many employees processed 800 or more DVDs per hour.62 To decrease employee 
injury, Netflix kept equipment and supplies within an arm’s reach of shipping employees 
allowing employees to be as comfortable, relaxed and productive as possible while at their 
workstations.63 

Netflix employees rated Netflix the third best place to work in the United States in the 2009 
Glassdoor.com Best Places to Work Competition.64 A Netflix Vice President stated, 

Every role at the company is a chance to directly affect the success of the business. The 
sense of ownership is big, the challenges are big, and the work is very engaging. In my 
experience, Netflix has an outstanding team of rock stars, a very motivating group to get 
to be a part of and work with. The culture puts high demands on everyone, and imparts 
great freedom and ownership in return. [Netflix is] very data driven, customer focused, 
innovation oriented.65

Research & Development

Netflix was built on innovation. They maintained the largest mail-order DVD program in the 
industry. When internet streaming video entered the movie rental industry, Netflix created a 
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video-on-demand service. The service could be viewed from the Netflix website on any person-
alcComputer (PC) or Macintosh computer.66 

Partnerships became a key aspect of Netflix’s brand growth. Netflix partnered with Roku and 
developed a digital receiver box such that subscribers could stream a movie straight to their tele-
visions with the click of a remote control. Netflix signed an agreement with Microsoft to have a 
Netflix-based application (app) on its key gaming console, the X-Box 360. They also maintained 
a partnership with TIVO, a personal digital video recorder (DVR), to have a Netflix app built into 
many TIVO DVR systems. In 2009, Netflix partnered with Vizio and LG Electronics to allow direct 
streaming of Video On Demand movies to Vizio or LG televisions.67 Many television and DVD 
player companies including Panasonic, Samsung, LG, and Google TV also saw the Netflix app as 
a viable asset and decided to partner and build the Netflix app into many of their devices. Many 
handheld devices including Apple’s IPhone and IPad started offering the app in 2009, and some of 
Google’s Android smartphones began to offer the Netflix app. According to Netflix’s website, the 
list of devices offering the Netflix app grew tremendously in 2011 (Exhibit 2).

Promotion

According to Reed Hastings, Netflix catered to three demographics: (1) individuals that pre-
ferred movies delivered to them at home for free (2) movie fanatics that liked a vast array 
of foreign films or independent films and (3) “bargain hunters” that liked to watch sev-
eral movies for one low flat rate.68 Netflix relied heavily on online advertising to reach the 
desired demographic populations. In 2004, due in part to the rising costs of internet advertising, 
Netflix’s stock plummeted 37%, to $20.17 a share.69 In 2005, Netflix employed a more aggres-
sive advertising campaign; they partnered with DVD manufacturers (including Sony and 
Panasonic) to include Netflix informational brochures with newly packaged DVD players. 
Though this tactic increased business, Netflix primarily relied on word-of-mouth advertis-
ing. Reed Hastings stated, “It turns out that when people hear about Netflix in an ad, they 
really [do not] respond. They have to hear about it from a friend.”70 

In 2007, Netflix created an innovative campaign, the Netflix Prize. Two progress prizes 
of $500,000 a year were awarded to teams that best increased the prediction rate by 10% 
more than CineMatch.71 CineMatch was the algorithm created by Netflix that recommended 
movies based on customer ratings of previous movie selections.72 10% over CineMatch was a 
dramatic increase.73Better movie recommendations were key to customer retention, and 
60% of Netflix business correlated with these recommendations. This campaign increased 
customer retention and enticed individuals to take part in Netflix by entering the contest or 
simply trying a subscription.

The Netflix brand became synonymous with the term “video on demand” as partner-
ships with outside TV, DVD, and DVR manufacturers built the Netflix application into their 
products. These partnerships increased brand recognition and brought many new custom-
ers into the streaming services of Netflix.

Financial Operations

For many years Netflix maintained a strong name in the financial marketplace. In 2002 at the IPO, 
Netflix’s stock was valued at $7.83 a share (Exhibit 3). As Netflix received more brand recognition, 
its stock price grew to $53.45 in October of 2009.74 Total revenue increased from almost $1.2 bil-
lion in 2007 to $1.6 billion in 2009 (Exhibit 4). Net income increased by 532% from $21.6 million 
in 2004 to $115 million in 2009.75 Even in tough economic times, Netflix continued to grow as it 
formed partnerships with companies and maintained a strong innovative culture. 
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As the economy began to recover, Netflix instituted structural and pricing changes; consum-
ers were outraged. The stock price plummeted from $298 per share on July 13th, 2011 to $130 
per share on September 20th, 2011. As over 800,000 subscribers left due to these miscommuni-
cations, the stock price continued to drop to $70 per share by the 2011 year end.76 What went 
wrong at Netflix in 2011?

Exhibits

Number of Stores
or Kiosks

Number of 
Employees

Number of 
Customers

Blockbuster  7,000 58,561 50 million

Hollywood  1,300 45,000 45 million

Netflix N/A  1,400 10 million

Redbox 22,000  1,400 N/A

Exhibit 1  Comparison of Top DVD Rental Companies in 2009

Source: Blockbuster, Hollywood, Netflix, and Redbox Investor Relations, 2009

Game 
Consoles

Blu-Ray 
Players

 
HDTVs

Other 
Players

Home Theater 
Systems

Phones 
and Tablets

Playstation 3 Dynex Insignia Apple Insignia Android

Wii Insignia Haier Google 
Chrome

LG Apple

X Box 360 LG LG D Link Panasonic Windows

Magnavox Panasonic Funai RCA

Panasonic Samsung LG Samsung

Philips Sanyo Logitech Sony

Pioneer Sharp Magnavox

RCA Sony Netgear

Samsung Toshiba RCA

Sharp Vizio Roku

Sony Sony

Toshiba TIVO

Vizio Western 
Digital

Yamaha

Exhibit 2  Available Netflix App Ready Devices

Source: Netflix Website, 2011
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Exhibit 3   Netflix -Stock Price Graph Since IPO

Source: Yahoo Finance, 2012

NETFLIX, INC. 
CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands,except per share data)

Year ended December 31,

2011 2010 2009

Revenues $3,204,577 $2,162,625 $1,670,269

Cost of revenues:

Subscription  1,789,596  1,154,109    909,461

Fulfillment expenses   250,305    203,246    169,810

Total cost of revenues  2,039,901  1,357,355  1,079,271

Gross profit  1,164,676    805,270    590,998

Operating expenses:

Marketing   402,638    293,839    237,744

Technology and 
development

  259,033    163,329    114,542

General and administrative   117,937     64,461     46,773

Legal settlement      9,000 — —

Total operating expenses    788,608    521,629    399,059

Operating income    376,068    283,641    191,939

Other income (expense):

(Continued)
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Exhibit 4  Netflix Comparative Income Statement,Fiscal Year 2011

Source: Netflix’s 2011 Annual Report

Interest expense     (20,025)     (19,629)      (6,475)

Interest and other income      3,479      3,684      6,728

Income before income taxes    359,522    267,696    192,192

Provision for income taxes    133,396    106,843     76,332

Net income   $226,126   $160,853   $115,860

Net income per share

Basic    $4.28    $3.06    $1.98

Diluted    $4.16    $2.96    $2.05

Weighted-average common 
share outstanding:

Basic     52,847     52,529     56,560

Diluted     54,369     54,304     58,416

(Continued)

NETFLIX, INC. 
CONSOLIDATED BALANCE SHEETS 

(in thousands, except share and per share data)

As of December 31,
2011 2010

Assets
Current assets:

Cash and cash equivalents   $508,053 $194,499

Short-term investment    289,758  155,888

Current content library, net    919,709  181,006

Prepaid content     56,007    62,217

Other current assets     57,330    43,621

Total current assets  1.830,587  637,231

Non-current content library, net  1,046,934  180,973

Property and equipment, net    136,353  128,570

Other non-curernt assets     55,052   35,293

Total assets $3,069,196 $982,067

Liabilities and stockholder’s equity

Current liabilities:

Content accounts payable   $924,706 $168,695

Other accounts payable     87,860   54,129
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Exhibit 5  Netflix Comparative Balance Sheet, Fiscal Year 2001

Source: Netflix’s 2011 Annual Report

Accrued expenses     63,693   38,572

Deferred revenue    148,796  127,183

Total current liabilities  1,225,055  388,579

Long-term debt    200,000  200,000

Long-debt due to related party    200,000 _

Non-current content liabilities    739,628   48,179

Other non-current liabilities     61,703   55,145

Total liabilities  2,426,386  691,903

Commitments and contingencies (Note 5)

Stockholders’ equity:

Preferred stock, $0.001 par value; 10,000,000 shares authorized at 
 December 31, 2011 and 2010; no shares issued and outstanding at 
 December 31, 2011 and 2010

_ _

Common stock, $0.001 par value; 160,000,000 shares authorized at 
 December 31, 2011 and 2010; 55,398,615 and 52,781,949 issued 
 and outstanding ar December 31, 2011 and 2010, respectively 

55 53

Additional paid-in capital    219,119   51,622

Accumulated other comprehensive income 706 750

Retained earnings    422,930  237,739

Total stockholders’ equity    642,810  290,164

Total liabilities and stockholders’ equity $3,069,196 $982,067
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Case 10: Skoda Auto—2011 ___________________

Marlene M. Reed, Baylor University
Rochelle R. Brunson, Baylor University

A favorite subject of jokes in the Czech Republic (formerly Czechoslovakia) has historically been 
the Skoda—the first car ever produced in Eastern Europe. Before Volkswagen took over the 
company in 1999, people would often ask, “Have you heard the one about . . .”

“How do you double the value of a Skoda?  Fill it with gasoline.”
“What do you call a Skoda convertible?  A dumpster.”
“Why does the Skoda have a heated rear window? To keep your hands warm when you are 

pushing it.”
Despite a bad reputation throughout the twentieth century, Skoda produced 762,600 vehi-

cles in 2010, the most ever in a single year for them and up 10.3 percent over 2009. The com-
pany has set a target of growth that would provide for a projected 40 percent growth in sales 
by 2018.  In the past, European markets have formed the main focus of the company’s busi-
ness, but Skoda is now targeting China, India and Russia as sites for growth in the future. The 
company has local operations in all three of these countries which produce vehicles for the 
local market as well as for export. Skoda is the largest employer in the Czech Republic with 
24,714 full-time employees. Headquartered in Milada Boleslav in the Czech Republic, Skoda’s 
manufacturing plant there is an impressive structure of glass and steel, which was designed by 
the famous architect Dr. Gunter Henn and based on the concept presented in Professor Hans-
Joachim Warnecke’s 1990 work, The Fractal Factory.

Skoda is not without problems. The global automobile industry has become intensely com-
petitive with Toyota, Nissan, and Honda attacking worldwide. General Motors and Ford Motor 
are regrouping, and Chinese auto firms are expanding globally. A serious problem for all auto-
mobile companies in the near future is the slowdown of economic growth in Europe and spe-
cifically in the countries of the Euro-zone. Overall economic growth in Europe is not anticipated 
to be over 1 percent in the next few years.

In the short-term outlook, price volatility is expected to occur without a clearly defined trend. 
Prices of raw materials are expected to increase—especially for such inputs as aluminum, copper 
and nickel. This growing price of raw materials is likely to dampen demand for cars. A positive 
trend is expected to continue in the markets of strategic importance such as China and India. 
Skoda’s management is faced with  decisions of whether to continue building assembly plants out-
side the Czech Republic and whether Skoda automobiles should be exported to the United States.

History
The small business that eventually became Skoda Automobile Company was formed in 
1895 when Vaclav Laurin, a mechanic, and Vaclav Klement, a bookseller, joined together to 
manufacture the Slavia bicycle in the town of Milada Boleslav, Czechoslovakia, about 40 miles 
northeast of Prague. Four years later, the company began producing motorcycles and had a 
total workforce of 68 people. In 1901, the company started using its motorcycle parts in the 
production of motor vehicles with four wheels and a 2-cylinder engine.  

When the Nazis marched into Czechoslovakia in 1939, Hitler grabbed Skoda Auto and made 
it an armaments factory that was a part of the Hermann Goering Werke. He also ordered Skoda 
to move the steering wheel of its autos to the left side, where it has remained ever since.

As soon as World War II was over, the company was nationalized by the Soviets, who 
had taken over the country, and renamed it AZNP Skoda. Under the Soviets, Skoda gained 
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a monopoly status as the only Czech passenger car manufacturer, and this is when the jokes 
really began as the quality of the automobile began to slide. After 1960, Skoda began producing 
cars for the mass market that had little style and often looked like a metal box. As poor as their 
quality was, the Skoda was still ahead of its Eastern European counterparts such as Trabant, 
Wartburg, and Lada.

The name “Skoda” in the Czech language means “a shame,” and the company in the 40 
years of the Soviet regime lived up to its name. The oldest car company in Central Europe 
fell greatly in both quality and prestige.  Because of a lack of innovation, its models became 
outdated, its factories became inefficient and its workers were not well trained.  

When consumers were forced to purchase automobiles from Soviet companies and were 
prevented from purchasing goods outside the region, there was no real incentive to produce 
a competitive automobile.  Likewise, workers who were guaranteed “lifetime employment” by 
the government were not motivated to produce quality products in order to keep their jobs.

On November 17, 1989, a student rally for freedom began at Wenceslas Square in Prague, 
and within two weeks the Communist government had relinquished power to the government 
in what would later be referred to as a “Velvet Revolution.” In 1993, Czechoslovakia split into 
two parts—the Czech Republic and Slovakia. The Czech Republic began to put into place laws 
to encourage privatization of national assets and the development of new entrepreneurial 
enterprises. The privatization of national companies took place by three means: A sale of the 
assets to outside owners (often companies from other countries); a management-employee 
buyout; and voucher privatization in which citizens were given vouchers for a minimal price 
that they could use to purchase the stock of national companies that were being privatized.

After the Velvet Revolution in Czechoslovakia in 1989, a Republic was formed, and Vaclav 
Havel was elected president. The government immediately began to seek a buyer for Skoda 
as a part of its privatization of national assets. That buyer was found, and on April 16, 1991, 
Skoda became the fourth brand of the Volkswagen Group after VW, Audi, and Seat (the 
Spanish subsidiary). Volkswagen bought a 70 percent interest in the company, and the Czech 
government retained a 30 percent interest. In 2000, Volkswagen bought out the remaining 30 
percent interest from the Czech government.

The new infusion of capital and emphasis on research and development from Volkswagen 
brought forth such popular models as the smaller Felicia, the larger middle class model Octavia, 
and the latest products—the Superb sedan and the roomy Roomster. These models began to 
take market share from other car manufacturers in the Western European small car market. In 
2011, the new Yeti was introduced. The company describes this SUV as possessing off road 
capabilities with the comfort and spaciousness of a mid-size sedan.  The new Octavia Green 
E Line concept car introduced in 2010 is an electric car with a constant power of 85 kilowatts.  
It goes from 0 to 100 kilowatts per hour in 12 seconds and has a top speed of 135 kilowatts 
per hour.  This is an innovation to the traditional Octavia model, which has been around for a 
number of years.

Skoda progressed so well improving the efficiency and attractiveness of its cars that in 2010 
Skoda brand vehicles received the following honors: Yeti—Car of the Year or SUV of the year 
in Czech Republic, Sweden, Finland, Belgium, United Kingdom, Germany, Poland, Slovak 
Republic and Greece. Octavia—Fleet Car of the Year in Czech Republic, Best Family Car in the 
United Kingdom, Auto Best in Germany, Internet Car of the Year in Poland, and Eco Car of the 
Year for the Octavia Green Line in Finland.

Volkswagen:  The Parent Company
With cars named for climate patterns, insects, and small mammals, Volkswagen (VW) is 
currently the number one carmaker in Europe. Along with Golf (Gulf Stream reference) and 
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the New Beetle, VW’s annual production of more than 7 million cars, trucks, and vans includes 
such models as Passat (trade wind), Jetta (jet stream), Rabbit, and Fox. VW also owns a number 
of luxury automobile manufacturers such as Audi, Lamborghini, Bentley, and Bugatti. Other 
brands include SEAT (family cars from Spain) and Skoda (family cars from the Czech Republic). 
Late in 2009, VW acquired a 49.9 percent stake in Porsche for about 4 billion Euros (almost $6 
billion) as the first step in combining the two into an integrated car company.

The company has suggested that it is not immune to the problems facing other large 
automobile manufacturers such as high production costs, products with inflated sticker prices, 
and deteriorating quality. Volkswagen’s global markets have also suffered during the recession 
which began in 2008; however, the company rebounded in 2010 with revenue increasing from 
150,754 million Euros in 2009 to 168,134 million Euros in 2010. The gross profit margin went 
from 12.9 percent in 2009 to 16.9 percent in 2010.  

Initially, the company had a dominant position in China; however, that position had been 
threatened by General Motors. With its two Chinese joint ventures, Shanghai Volkswagen and 
FAW-Volkswagen, the VW Group announced a very strong performance in 2011 with 2.26 
million vehicles delivered to customers in mainland China and Hong Kong. This was up from 
1.92 million sales in 2010—a 17.7 percent increase in sales. For the first time, the VW Skoda 
sold over 200,000 cars in a single market. With 220,100 units, China is the most important 
market for the Czech carmaker. Bentley sold 1,780 cars in mainland China and Hong Kong, 
and Lamborghini sold 403 cars in 2011.  Audi secured its position as China’s premium segment 
leader, and China became Audi’s largest sales market worldwide in 2011. Locally-built vehicles 
had an excellent year with a total of 252,000 deliveries—representing a growth of 29.3 percent 
over the past year.1

While celebrating its tenth successful year in India, the Volkswagen Group was able to 
accomplish a 109.3 percent growth in sales from January to December, 2011, over the preceding 
year. The three brands—Audi, Skoda, and Volkswagen—together delivered a total of 111,623 
vehicles to customers in 2011 compared to 53,341 cars in 2010.2

In 2011, General Motors regained its title as the world’s top-selling automaker less than three 
years after its 2009 taxpayer funded bankruptcy under the Obama Administration. However, 
Volkswagen finished the year in second place with 8.16 million vehicles sold.3

Economic Status of the Czech Republic 
Dr. Jaroslav Halik, Professor at the Prague School of Economics, suggested the initial situation in 
the Czech Republic after the fall of Communism was that the country had many problems mov-
ing into a free market because of the heritage of the former Communist Society from 1948 until 
1989.4 Some of these problems were low quality products that could not compete in Western 
markets; the lack of incentives to produce high-quality products because employees had been 
assured of “lifetime employment” which restrained motivation; old and obsolete factory equip-
ment; an economically and ecologically unsuitable structure of production; a monopolistic 
banking system that would take years to privatize; very little private money available in the 
Czech Republic to buy nationalized companies; an insufficient infrastructure; lack of develop-
ment of managerial skills that would support the free market operation of businesses; a high 
degree of state ownership of businesses; a high concentration of production with very few SMEs 
(small and medium sized enterprises); prices set by the government on the basis of cost; and a 
high degree of domestic products as opposed to imports from other parts of the world.

On the other hand, Dr. Havlik suggested there were some factors inherent in the Czech 
Republic that were not present in other Eastern European countries. These were as follows: 
A good financial position relative to other Eastern European countries; a stable market of 
consumer goods; a low rate of inflation; efficient agricultural market; a highly-skilled labor 
force; close contacts with Western Europe; and a good standard of living. In addition, wage 
rates in the Czech Republic were lower than other closely-related Eastern European countries 
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such as Poland and Hungary and certainly much lower than the wage rates of more developed 
economies. (See Table 1, “Comparison of Wage Rates in Czech Republic, Hungary and Poland.”)

Monthly Base Salaries Czech

In United States $ Republic Hungary Poland

General Manager $2,640 $3,220 $5,886

Chief Engineer 1,338 1,668 2,816

R&D Engineer 1,013 1,312 2,092

Skilled Machine Operator 377 371 607

Worker 277 237 443

Table 1  Comparison of Wage Rates in Czech Republic, Hungary and Poland

Source: Hay International, October, 2000

Growth of the Czech economy was set to continue in 2012. However, the rate of growth 
was expected to slow slightly. GDP was to be driven in particular by household consumption 
and capital goods spending. The inflation rate was to stay low but was expected to begin rising 
in the coming years. The Czech currency and the Euro were weakening against the U.S. dollar 
because of the economic crisis in the Euro-zone.

Status of the Company in 2011
As indicated in Exhibit 1, Skoda’s 2010 revenues and net income were 220,005 million and 
10,586 million Czech crowns respectively, up 15 percent and 56 percent from 2009. (The 
2011 exchange rate was 18 Czech crowns to $1.00.) Skoda’s 2010 balance sheet is provided in 
Exhibit 2.

Mission Statement. Skoda, under the umbrella of Volkswagen, developed the following 
mission statement which reveals much about the strategy of the company:

“Three basic values of the Skoda brand are:

Intelligence—We continuously seek innovative technical solutions and new ways 
in which to care for and approach the customers that are most important for us. Our 
conduct toward the customers is above board, and we respect their desires and needs.

Attractiveness—We develop automobiles that are aesthetically and technically of high 
standard and always constitute an attractive offer for our customers not only in terms of 
design or technical parameters but also the wide range of offered services.

Dedication—We are following the steps of founders of our company Messrs. Laurin 
and Klement. We are enthusiastically working on the further development of our 
vehicles; we identify ourselves with our products.”

Senior management. Skoda follows a German model for its corporate governance. That 
model utilizes members of the Board of Directors as members of senior management of 
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the company. In accordance with its Articles of Association, the General Meeting (the 
sole shareholder—Volkswagen) elects and recalls members of the Board of Directors and 
decides how they will be compensated for their work. The Board of Directors, in turn, 
elects and recalls its Chairman. As the Company’s statutory body, the Board of Directors 
runs the Company’s operations and acts in its name. The Board has six members, each with 
a term of office of three years, and multiple terms are possible.  Each of the six members 
of the Board of Directors runs one of the Company’s six departments. Matters related to 
Company management are decided by all members of the Board. (See Exhibit 3 labeled 
“Skoda Board of Directors/Senior Management” for a list of the present Board of Directors 
who guide the company.)

Dealership network. One of the key goals of the company in 2010 was to sustain the 
stability of the dealership network, its adaptation to new conditions in the automotive 
sector, and preparation for an anticipated growth phase. The procedure used to 
accomplish this was mapping out relevant distribution routes and then planning and 
implementation in specific markets. In addition to quantitative expansion of the sales and 
service network, support for a qualitative improvement of partners’ services was provided 
in line with the “Human Touch” program. The program’s main pillars are customer friendly 
approach of the personnel and a concept of individualized customer service.

Car sales to fleet customers. A total of  188,900 vehicles were sold to fleet customers in 
2010, representing an increase of 42.6 percent over similar sales in 2009. This result shows the 
increasing importance of excellent products at low total ownership cost in the fleet market.

In total, 127,200 vehicles were sold in Western Europe and 50,900 in Central Europe. More than 
10,700 vehicles were sold to the largest markets of Eastern Europe, notably Russia and Ukraine. 
Germany remained the brand’s major market in this segment in 2010, accounting for 28 percent of 
annual fleet sales followed by the Czech Republic, Poland, the United Kingdom and Spain.

Education. Skoda established the Skoda Auto School of Economics in 2000 as the first 
company-operated university in the Czech Republic. Skoda decided to hire highly-
proficient university professors to teach in the school, and the university was subsequently 
fully accredited for awarding degrees. In the several years since its inception, the number 
of applicants for the school has grown to the point that demand has outstripped supply. 
The three-and-a-half year Bachelor Programme allows students to work in the plant to 
earn credit for their studies in management, and the first students enrolled in the school 
graduated in 2004.

Beginning in 2006, the University began offering a master’s degree in management. 
Approximately one-half of the graduates of the bachelor’s program have found jobs working 
for the company or its suppliers. A total of 895 students enrolled in bachelor’s and master’s 
programs at Skoda Auto University in 2010. Of these, more than 100 Skoda Auto employees 
were engaged in a combined form of study. In the same period, 37 students graduated with a 
master’s degree and 103 with a bachelor’s degree.  In addition, a master’s program in English 
was launched in 2010 designed for applicants from around the world.  

Quality. A key part of the integrated management system at Skoda is the quality 
management system. The company is subjected to audit for compliance with the 
international ISO 9001:2000 standard. In the autumn of 2006, TUV NORD carried out 
the second audit of this system. The result was a renewal of the certificate which was 
granted in 2004. This certificate documents that Skoda has introduced and uses a quality 
management system in the areas of development, production, sales, and service and that 
the system used complies with the ISO standard.



557Traditional Cases

Health management. Corporate health care at Skoda provides not only the statutory 
job-related medical care including first aid, but also organizes health prevention 
programs, provides physical therapy and medical care and cooperates in creating healthy 
working conditions. A unique preventive measure in terms of the number of participants 
is annual flu immunization. In cooperation with trade unions, reconditioning spa 
treatments are organized for selected employee groups with the aim of improving their 
health. These activities bring positive results evidenced by the long term low sickness 
rate in the Company. The average employee attendance rate in 2010 did not fall below 
97.4 percent.

Production and sales. Skoda by 2011 had become the largest employer in the Czech 
Republic with 24,700 full-time employees. Of the 762,600 cars sold by Skoda in 2010, 
Western European customers bought 43.7 percent; Eastern European customers bought 9.7 
percent; Central European customers bought 15.8 percent; and Asia and overseas bought 
30.8 percent of the total.  Not surprising, the Asian markets were fast approaching the 
number of cars bought by Western Europe. The company now has production facilities in 
the Czech Republic, India, China, Russia, the Slovak Republic, Ukraine and Kazakhstan. 
The Skoda Annual Report for 2010 recognized the following automobile trends for the 
coming years in the countries in which they operate:

India

Since the consensus of many experts is that India will be the fastest-growing automobile market 
worldwide for the next few years, Skoda has focused much of their attention in that country. 
Even in the midst of the 2009 economic crisis, sales in India rose 16 percent. With an annual 
volume of around 1.4 million vehicles, the Indian market is still relatively small but forecasts esti-
mate car sales will rise sharply in the coming years.

Skoda operates in this country through its subsidiary, Skoda Auto India, in Aurangabad. 
Their operations began there in 2001. The current production volume is around 18,800 vehicles 
per year. Skoda automobiles are also built in Chakan. In 2010, the 25,000th Skoda Fabia ever 
built in India rolled off the assembly line in that town.

The introduction of Skoda’s first car in India, the Skoda Octavia in 2001, wrote the first 
chapter in the company’s Indian success story. The subsequent model, available in India under 
the name Skoda Laura is currently building on that success. Since Skoda entered India, they 
have sold more than 100,000 vehicles in that country.  

Russia

In May of 2006, an agreement was signed for a joint manufacturing plant for the Volkswagen 
and Skoda Auto brands in Kaluga, Russia. Although the Russian market was hit hard by the 
financial crisis in 2009, the automobile market in that country bounced back in 2010. After the 
number of new vehicles sold halved from 2008 to 2009, manufacturers reported strong growth 
again in 2010. Skoda Auto benefitted from the market recovery and was able to increase sales in 
the largest Eastern European market by more than 38 percent.  

Before the economic and financial crisis came to an end, Skoda Auto began complete 
production of the Skoda Octavia in Kaluga which signaled the company’s confidence in the 
future development of the market. In April of 2010, Kaluga also began full cycle production of 
the Skoda Fabia.  Jurgen Stackmann, a Member of the Board of Management who is responsible 
for Sales and Marketing explained:  “The Russian market is one of Skoda’s key markets. We are 
striving for future stable growth in this country.”  
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China

For a number of years, China has been one of the world’s most dynamic automobile markets. 
In 2009, China’s automobile market rivaled that in the United States for the first time. This 
transformed China’s market into an extremely competitive marketplace.

In June of 2006, a licensing agreement was signed to allow production of the Skoda Fabia 
and Skoda Superb model lines in China. In the run-up to its Chinese market launch in 2007, 
Skoda presented the new Skoda Octavia model at the Beijing Motor Show in November of 2006. 
In 2011, licensing agreements for the production of a fourth model, the Skoda Yeti, were signed.

The goal from the beginning was to manufacture as many production parts as possible 
directly in China to optimize cost effectiveness. In the coming years, Skoda intends to expand 
its presence in China. Plans call for the dealer network of 100 dealerships just years ago to 
expand to 400 over the coming years. The Volkswagen Group intends to continue its extensive 
investments in Skoda Auto in China. Those investments are to be financed from the cash flow of 
the Chinese joint venture and will increase production capacities over the next few years.  

The Indian, Russian and Chinese markets are expected to continue to grow in 2012. The 
Skoda company produces finished vehicles as well as vehicle kits in various stages of assembly. 
The vehicle kits are shipped from the production plants and assembled in their assembly plants. 
The company also manufactures engines, gearboxes, engine and gearbox components, and 
genuine parts and accessories.

Czech Republic

In 2010, following the previous year’s decline, the passenger car market recorded growth. The 
number of registrations of new passenger cars went up by 4.7 percent resulting in overall sales 
of 169.2 thousand vehicles. Demand for light utility vehicles in 2010 was again affected by used 
car imports, totaling 127 thousand newly registered vehicles. Used vehicles, accounted for 42.9 
percent of total registrations.

Europe

The greatest single variable impacting the automobile market in Europe in 2010 was the car 
scrapping program (similar to that carried out in the United States). Western Europe saw a slump of 
5.1 percent, with Germany’s market going down the most at a 33.9 percent drop from the previous 
year. Due to state subsidies, some Eastern European markets jumpstarted.  Russia alone recorded a 
29.7 percent increase in sales over 2009.  Table 2 displays deliveries to customers by region:

Table 2  Deliveries to Customers by Region, 2009 and 2010

Source:  Skoda Annual Report, 2010

*Including the Czech Republic

Deliveries of Vehicles to Customers

2010 2009

Central Europe* 121,063 119,923

Eastern Europe 73,747 80,464

Western Europe 333,261 345,185

Overseas/Asia 234,529 158,554

Total Skoda Brand 762,800 684,226
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In total, Skoda operated in nearly 90 countries all over the globe. (Exhibit 4 illustrates the 
Skoda Auto Group Profile around the globe.)

The vast U.S. market looked inviting, and the company wondered if it was a market it 
should enter. However, it was considered to be the most competitive market in the world.

Trends in the World Automobile Industry
By 2011, the global automobile industry had become fiercely competitive. This industry, which 
was so vulnerable to downturns in the business cycle, relied heavily upon a strong cash flow 
to weather such perils. Even the largest auto maker, General Motors, was only now beginning 
to pull out from under the customer malaise that set in after the events of September 11, 2001. 
As General Motors again climbed to the top of the industry, Toyota which had formerly been in 
first place dropped to third place behind Volkswagen primarily because of the earthquake in 
Japan and the deadly floods that hampered their production in 2011. Toyota’s sales were down 
6 percent in 2011 while General Motors’ sales were up 7.6 percent.

Another world automobile trend was the growth in demand experienced in developing 
countries. Such substitute products as bicycles were being displaced by automobiles in these 
countries. Until the beginning of the 21st century, cars were out of the reach of most Chinese—
even the middle class. But as incomes increased and tariffs on imported cars began to fall after 
Beijing’s accession to the World Trade Organization and imported models began to flood the 
market, domestic producers were forced to cut their prices.

A price war was heating up with sticker prices on Chinese cars falling by as much as 15 percent. 
In the first years of the 21st century, 100 state-owned car companies still existed in China, and most 
were losing money. The Government was encouraging the merger of many of these firms to 
achieve economies of scale. Industry projections suggested that the strongest potential growth in 
automobile sales would be in the developing countries of Asia, South America, Eastern Europe and 
Africa rather than the mature economies of Western Europe, North America and Japan.

In making plant location decisions, companies normally consider the following factors:  
labor costs, energy costs, access to a work force that has the right skills, access to the necessary 
infrastructure (roads, railroads, favorable political climate) and closeness to important global 
markets. The Skoda plant in the Czech Republic had been a good selection for Volkswagen for 
those reasons.  There was also a tendency to move to just-in-time inventory systems at automobile 
manufacturing plants around the world which caused suppliers to move their operations closer to 
auto plants. This movement was occurring around the Skoda plant at Milada Boleslav.

Another haunting problem was the concern over the ever-escalating price of nonrenewable 
energy sources and the higher petroleum prices that resulted. Even as newer forms of 
renewable energy sources were being developed, automobile manufacturers were rushing 
to their drawing boards in an attempt to be among the first in the market to design and 
manufacture automobiles operating on those newer forms of energy. Toyota had led the way 
with this movement with their gasoline-electric hybrid vehicles.

Questions for the Future
As Skoda looked beyond 2011, there were several important decisions that had to be made to 
help the company stay competitive in the coming years. The global car manufacturing industry 
was becoming more highly competitive than ever before.  The market structure was changing 
as the industry had gone from primarily a national to a regional and finally a global marketplace. 
One question Skoda had to deal with was whether to continue the movement of assembly 
plants abroad when the Czech Republic had such inexpensive labor. Also, the United States, the 
largest automobile market in the world, had not been targeted as a destination for the Skoda. 
Was this a good strategy, or should it be reconsidered? There was the question of whether the 
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success of the past would continue to fuel the company in the future. Were there trends in the 
world automobile market that might impact the company in the coming years?  Were there 
trends in the 2010 Annual Report Income Statement and Balance Sheet that might negatively 
affect the company in the future?

Exhibit 1  Skoda Income Statement for 2009 and 2010 (In CZK Millions)

2010 2009

Sales revenue 200,005 187,858

Cost of sales 189,260 166,296

Gross profit 30,745 21,562

Distribution expenses 14,403 13,153

Administrative expenses 5,203 4,826

Other operating income 6,172 7,942

Other operating expenses 5,995 5,601

Operating profit 11,316 5,924

Financial result -382 -667

Profit before income tax 10,586 4,702

Income tax expense 1,747 1,240

Profit after income tax 8,839 3,462

December 12, 
2010 December 12, 2009

Assets

Intangible assets 12,969 13,081

Property, plant & equipment 43,359 43,871

Investments in associates 666 502

Other receivables & financial assets 1,543 1,208

Deferred tax assets 1,327 421
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Exhibit 2  Skoda Balance Sheet for 2009 and 2010 (In CZK Millions)

Non-current assets 58,864 59,083

Inventories 14,408 11,675

Trade receivables 11,028 8,485

Prepaid income tax 89 577

Other receivables & financial assets 41,023 17,309

Cash 10,324 21,247

Current assets 76,872 59,293

Total assets 135,736 118,376

Equity and liabilities

Share capital 16,709 16,709

Share premium 1,578 1,578

Reserves 56,307 49,744

Equity attributable to owner of company 74,594 68,031

Non-controlling interests 178 149

Equity 74,772 68,180

Non-current financial liabilities 3,000 3,000

Other non-current liabilities 3,380 1,403

Deferred tax liabilities – 775

Non-current provisions 9,100 8,357

Non-current liabilities 15,480 13,535

Current financial liabilities 228 2,214

Trade payables 27,897 21,219

Other current liabilities 4,766 3,597

Other current tax liabilities 1,405 876

Current provisions 11,188 8,655

Current liabilities 45,484 36,661

Total equity & liabilities 135,736 118,376
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Exhibit 3   Skoda board of directors/section management
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Exhibit 4   Skoda auto group profile

Endnotes
1. Hoovers, a D&B Company www.hoovers.com/company/Volkswagen_Auto/
2. www.volkswagenag.com/
3. Seetharaman, Deepa, and Chang-Ran Kim (January 20, 2012). “GM Regains Crown as World’s 

Leading Automaker,” www.reuters.com/article/
4. Halik, Jaroslav (October 12, 2009). Lecture at the Prague School of Economics.
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Case 11: Staples—Pantaloon Retail  
Limited Tie-Up: Going For Growth in  
India’s Modern Retail Market ___________________

Karen L. Koza
Vaida Whipple
Nolan Rabinowitz

This case was prepared and is intended to be used as a basis for class 
discussion. The views represented here are those of the case author(s) and do 
not necessarily reflect the views of the Society for Case Research. The views are 
based on professional judgment.

“As Staples expands globally, India presents a great opportunity for the 
company,” said Ron Sargent, CEO, Staples.

In 2009 modern retail (Western-style stores) was less than 20 years old in India and comprised 
only 10% of India’s total retail sector. It was projected to grow at a rate of 45-50% annually. The 
market revenue for the modern retail sector was $322B (USD) in 2006-07 and was expected to 
grow to $590B (USD) in 2011-12. Eight million people in 2007 were employed within India’s 
modern retail sector. In contrast, 90% of the retail sector was still undeveloped. Here, it was 
estimated that there existed 12 million traditional or “kirana” stores, which were less than 500 
square feet in size and employed 2.5 people each on average, or approximately 30 million peo-
ple India-wide.

In 2007, Staples Inc., with a very successful global growth record, entered the booming 
$15.4B (USD) office products retail market in India to further expand its global presence 
and market leadership by taking advantage of India’s growth in the modern retail sector. 
At this time, the company anticipated reaching revenues of $135M (USD) within 5 years, 
adding 50 standalone stores and 100 shop-in-shop outlets on a PAN India basis. This store 
type, dedicated exclusively to office supply products, was a first of its kind operating in the 
Indian retail sector.

However, a number of problems plagued India’s modern retail sector, creating a clash 
between challenges and opportunities. The tremendous growth in India’s modern retail sector 
was supported by supply chains built on slow transit systems fed by poor roads, ineffective 
ports, and scant distribution infrastructures. These difficulties were further complicated by 
the challenges arising from the characteristically value conscious Indian consumer. The 
Indian consumer, driven by value, not just price, made choices based on other product and 
service attributes such as quality, convenience and trust. Lukas Ruecker, Vice President of 
Emerging Markets at Staples, issued a further caution that the Indian market “is changing so 
rapidly . . . that we [Staples] haven’t even invested in consumer research…[and further], this 
is going to be an ongoing experiment. The Indian consumer doesn’t know what he wants; 
you have to [help] shape his opinion” (Opening a Big Box: Organized Retail Confronts the 
Challenges of Local Markets, 2008).

Staples entered the Indian market in 2007 through a joint venture and franchisee 
arrangement with Future Group’s largest retailer, Pantaloon, and its new e-business 
unit, Officedge, forming Staples Future Office Products Pvt. Ltd (SFOPL, or Staples 
Future Office). Both Staples and Pantaloon viewed the success for Staples Future Office 
as arising from applying Staples’ extensive expertise of the office products market and 
global sourcing network as well as Pantaloon’s familiarity with the Indian consumer and 
the Indian market. It was believed by management in Staples Future Office that such 
stores could actually bring down the cost of procurement of office products as they have 
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a one-stop solution instead of buying from several vendors. And further, Kishore Biyani, 
founder and CEO of Future Group, envisioned that through their partnership with Staples, 
“we can become the office products provider of choice for businesses throughout India.” 
By the start of 2009, Staples operated 9 Staples retail stores in India and a number of ‘cash 
and carry’ wholesale stores.

Dilemma
With two years already in the Indian market, the Staples India team, under the direction of 
Shailesh Karwa, co-CEO of Staples Future Office, was concerned about how Staples Future 
Office would reach Ron Sargent’s revenue goal of $135M (USD) within 5 years of entering India 
and its ability to expand to 50 standalone stores and 100 shop-in-shop outlets on a PAN India 
basis. With less than thirty days before meeting with Sargent’s emerging markets corporate team, 
Karwa’s team pondered on best strategies for growth to present to Sargent’s team. Karwa under-
stood Staples faced many obstacles in becoming the ‘office products provider of choice for busi-
nesses throughout India.’ While Staples had global success with its value proposition of ‘ease of 
shopping and convenience’ backed by its one-stop-shop promise, India knew virtually nothing 
about the company and had no experience with one-stop solution business models. Karwa 
pondered how Staples could leverage its past success through its one-stop solution for purchas-
ing office supplies in the India retail sector. 

Background Information on Staples, Inc.
At the beginning of fiscal year (FY) 2009, Staples employed more than 91,000 people 
worldwide and had approximately 2,218 stores in 27 countries across five continents. 
Tom Stemberg and Leo Kahn opened the first Staples store in the Boston neighborhood 
of Brighton in 1986 applying a supermarket model (e.g., convenient locations and hours; 
wide selection of products and services; competitive everyday prices) to the office supply 
industry to make it easier for small businesses and consumers to purchase office supplies. 
Since it was founded, Staples has grown to become the world’s largest office supply retailer 
and distributor and the United States’ largest operator of office supplies superstores. Staples’ 
built its success on the core value “C.A.R.E.” which stands for Customer, Associates (support 
them as valuable resources), Real communications (share information with people when 
they need it), and Execution (achieve business goals). These core values have shaped the 
culture of Staples, which focused on the customer and required a mindset that embraces 
change. Staples strived, “to provide superior value to [its] customers through a combination 
of everyday low prices, a broad selection of products, high quality and innovative Staples 
brand products, convenient store locations, easy to use web sites, reliable and fast order 
delivery, and excellent customer service” (Staples Inc, 2008). Staples’ objective – to main-
tain leadership in the office product industry—was based on three principles: delivering its 
brand promise of “we make buying office products easy,” achieving industry-best execu-
tion, and expanding its market share wherever it operates. In April 2007, Staples introduced 
its new “Staples Rewards” program. Customer benefits included free delivery on online pur-
chases (over $50) and a quarterly 10% rebate of purchases at the Copy and Print Center, and 
purchases of paper, ink, and toner.

Financial Situation and Business Strategy
Staples fiscal year 2009 revenues of $23.1B (FY year ending January 31) represented an 
increase of 19.2% over 2008. The sales growth included sales of $4.2B from the acquisi-
tion of Corporate Express in 2008. The North American Retail division recorded revenues 
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of $9.5B, a decrease of 5.3% compared to 2008. The International Operations division 
recorded revenues of $4.7B, an increase of 70.4% over 2008 (Staples Inc, 2009). See table 
B1 and figure B1 in appendix B for breakdown of key financial ratios, and other com-
parison points of Staples and three its largest competitors—Office Depot, Office Max and 
Wal-Mart.

Staples viewed the office products market as a large, diversified market divided into four 
categories: office supplies and services, business machines and related products, computers and 
related products, and office furniture. Table 1 below analyzes Staples’ four product lines as a 
percentage of total sales for the indicated financial period.

Fiscal Year Ended

January 31, 2009 February 2, 2008 February 3, 2007

Office supplies and services  47.3% 41.8% 40.7%

Business machines and related products  28.2% 30.5% 30.2%

Computers and related products 17.6% 20.5% 21.6%

Office furniture  6.9% 7.2% 7.5%

100.0% 100.0% 100.0%

Table 1  Product Line as Percentage of Total Sales

Source: 2008 Staples Annual Report, 2009

Staples used multiple sales channels, which were designed to be convenient to 
its contract, catalog, online and retail store customers. Staples believed that through the 
effective use of different sales channels, it was able to attract different customer groups 
with distinct purchasing behaviors. Table A1 in the appendix A summarizes Staples’ four 
customer markets.

North American Retail
At the end of fiscal 2008 the company’s North American Retail operated 1,835 stores through-
out the US and Canada, offering more than 7,000 office supply products. North American 
Retail stores operated in 47 US states, the District of Columbia, 10 Canadian provinces and 
two Canadian territories (Staples Inc, 2009). The North American Retail stores varied in size 
and format, depending on the characteristics/needs of the local/regional area. Staples used 
the “Dover” store format for the majority of its retail locations. The “Dover” design was an 
open store interior that gave customers a better view of a wide selection of products making 
it easier for them to locate what they were looking for. Each Dover store contains an in-store 
copy and print center. Table A2 in appendix A provides a list of Staples’ alternative store 
formats. 
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North American Delivery
Staples’ North American Delivery consisted of the U.S. and Canadian business units that sell 
and deliver office products and services directly to consumers and businesses and included: 
‘‘Contract’’ (including Corporate Express), ‘‘Staples Business Delivery’’ and ‘‘Quill.’’ Table A3 in 
appendix A summarizes aspects of each of these business units.

With the addition of Corporate Express, Staples expanded its offering in areas including pro-
motional products, furniture, facilities supplies, and data center supplies. 

International Operations 
As of the beginning of FY 2009, Staples operated more than 1,800 office superstores in 27 
countries across North and South America, Europe, Asia, and Australia. While Europe con-
tinued to be an important market for Staples, the company also understood the importance 
of emerging markets. Since 2004, it has grown its presence in South American countries of 
Argentina and Brazil, and the Asian countries of China, Taiwan and India. Staples entered the 
South American market in 2004 with the acquisition of Officenet®, an office products deliv-
ery business. Staples entered the China market the same year through a joint venture with 
OA365, a Chinese office supply e-commerce company. Staples made the move into the China 
market in response to China’s opening of its $25B (USD) office supplies market as part of 
its agreement for entry in the World Trade Organization (WTO). Through the joint venture 
with OA365, Staples has operations in Beijing, Shanghai and Shenzhen / Guangzhou. In 2007, 
Staples expanded its presence in China through a joint venture with PeiPei, the largest office 
products retailer in the Jiangsu province. In late October of 2007, Staples also announced a 
joint venture with UPS, the global leader in package delivery and supply chain services, to 
launch co-branded stores, Staples UPS Express Stores, in Beijing and Shanghai. Staples UPS 
Express combined office supplies and document processing services from Staples with pack-
aging and international shipping services from UPS. 

Staples’ entry into Asia continued during 2007, when the company announced a joint 
venture (JV) with India’s leading retailer, Pantaloon Retail Limited (a subsidiary of the Future 
Group), and its new office products business unit, Future Office (INRnews, 1/18/2007). In 
2007, the Indian office supply market was valued at $15.4B (USD) (WTO, 2008 International 
Trade Statistics Report), and growing. By beginning of FY 2009, Staples operated nine Staples 
(Correspondent, 2007) retail stores in Bangalore, Mumbai, Pune, and Noida (New Delhi area), a 
number of ‘cash and carry’ wholesale stores, and had plans to expand to other major Indian cit-
ies. International operations recorded revenues of $4.66B in FY2009, an increase of 70.4% over 
2008, and accounted for approximately 20% of its total revenue generated in FY2009 (Staples, 
Inc. Overview, 2009).

Table A4 in appendix A shows the countries with a Staples presence, the year Staples estab-
lished an operating presence in that country, any key partnerships used as part of its entry strategy, 
and targeted customer groups. This table highlights the different means and diversity of growth 
strategies Staples has used over the two decades it has been in business (2008 Staples Annual 
Report, 2009).

Staples Supply Chain Strategy and Networks
Supply chain management enables not only cost advantages, but also a way to drive customer 
satisfaction and financial performance across the entire organization. Staples understood the 
importance of using an effective supply chain to its competitive advantage, particularly in an 
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industry where companies sell ‘like’ products. As Ron Adams, senior manager of distribution 
systems for Staples, stated:

Staples is focused on achieving supply chain excellence to make buying office products 
easy for our customers. (Ehsani, 2007)

Staples’ supply chain model in 2009 consisted of two distinct networks that serviced the 
majority of the replenishment and delivery functions for North America – 70 delivery fulfillment 
centers and four retail distribution centers. Most products were shipped from the suppliers to 
the distribution and fulfillment centers for reshipment to stores or delivery to customers. To 
support the North American retail operations, Staples had 4 retail distribution centers located in 
California, Connecticut, Indiana, and Maryland and a separate network of 70 delivery fulfillment 
centers. To support its international operations, Staples had 31 warehouse facilities throughout 
Europe.

The retail distribution centers reduced labor and merchandise costs by centralizing the 
receiving and handling functions, allowing Staples to purchase at economically efficient quanti-
ties from suppliers. The distribution centers maintained the backup inventory, which reduced 
in-store inventory and allowed Staples to operate smaller, more cost efficient stores. Often, 
smaller stores allowed Staples to move into neighborhoods that were closer to the customer. 
Further, depending on the area, smaller stores may mean lower rental costs. Overall, Staples’ 
standard superstore was significantly smaller than those of Office Depot or OfficeMax, and 
housed less on-site inventory.

Staples also focused on projects that reduced inventory while increasing performance. The 
company hoped to “drive inventory turn improvement, reduce the number of trips per order, 
leverage logistics expense, increase product margins by stocking more inventories in its facili-
ties and drive down shrink and damages in its network, drive greater efficiency and throughput 
in its fulfillment centers, and give its customer more control over how Staples services them” 
(Staples Inc, 2008 Annual Report). Staples sought supply chain improvement opportunities in its 
International Operations to improve service levels, lower costs, and replace vendors’ practices 
of delivering directly to retail stores.

Striving to achieve a world-class supply chain network, Staples worked closely with a 
number of partners as it built its global supply chain. Accenture, a leading technology, con-
sulting, and outsourcing services company, worked with Staples since 2002, helping Staples 
drive “greater coordination among supply chain participants, improve supply chain reliabil-
ity and costs, and increase service and selling” (Staples Transforms Supply Chain Process to 
Maintain High Performance, 2005). In 2009, Staples Canada gave UPS, a leading provider of 
shipping and logistics solutions, its ‘Supply Chain Vendor of the Year’ award. As Pete Gibel, VP 
of Merchandising at Staples, stated, “Companies like UPS are vital to the success of our supply 
chain…We need the flexibility and quality service they deliver to meet and exceed our custom-
ers’ expectations. Working with UPS Supply Chain Solutions makes our job easy.”

Staples Entry into India
In 2007, Staples entered India’s highly fragmented office supply market through a joint venture 
with India’s leading retailer, Pantaloon Retail Limited, and its new office products business divi-
sion, Future Office, forming Staples Future Office Products Pvt. Ltd (SFOPL, or Staples Future 
Office). This joint venture provided a strategic platform for Staples to enter the $15.4 B (USD) 
office products market in India and enabled Pantaloon to benefit from Staples industry exper-
tise and global sourcing network. Both Ron Sargent, Staples’ Chairman and CEO, and Kishore 
Biyani, Director of Pantaloon Retail (India) Limited and CEO of Future Group, viewed the joint 
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venture between the two companies as providing unique opportunities for their companies 
through leveraging each other’s strengths: 

Ron Sargent: “As Staples expands globally, India represents a great opportunity for the 
company. This partnership combines Pantaloon’s local business knowledge and leading 
brand with Staples’ best practices and global procurement strength.” (Staples, Inc. Enters 
India Through Joint Venture with Pantaloon Retail Limited, 2007)

Kishore Biyani: “The office products business in India presents tremendous opportunities 
for growth. We are excited to embark on Staple’s journey to India, venturing for the first time 
into areas such as office products and stationery, etc in a big way. Through our partnership 
with Staples, the industry leader globally, we expect to leverage their sourcing and supply 
chain strengths and create a strong value proposition of ease and convenience to our cus-
tomer.” (Staples, Inc. Enters India Through Joint Venture with Pantaloon Retail Limited, 2007)

Both companies believed this partnership would enable them to dominate the office prod-
ucts market in India both in the corporate and the retail space. Staples Future Office would 
serve businesses of all sizes through delivery as well as ‘cash-and-carry’ (a type of wholesale 
trading in which retailers and other businesses purchase their requirements on a self-service 
basis, by arranging transportation and settling the transaction at the time of purchase) locations, 
offering a wide range of office products. Future Office, through its recently acquired business-
to-business (B2B) online office products company Officedge, expanded its delivery opera-
tions to include such cities as Delhi, Mumbai, Bangalore, Hyderabad, Chennai, Kolkata, Pune, 
Ahmedabad, Indore and Chandigarh (refer to Figure A1 in appendix A). By March 2009, Staples 
Future Office carried assets of 21.79 (Rs. in Crores),1 liabilities of 14.56 (Rs. in Crores), income of 
42.12 (Rs. in Crores) and expenditures of 49.67 (Rs. in Crores). 

Background Information on The Future Group
Future Group, led by founder and CEO Kishore Biyani, was one of India’s leading business 
groups, involved in such areas as retail (its core business), consumer finance, capital, insur-
ance, leisure and entertainment, brand development, retail real estate development, retail media 
and logistics. Pantaloon, Big Bazaar, Central, Food Bazaar, Home Town, eZone, Depot, Future 
Money and online retail format, futurebazaar.com, were a few of its leading retail formats that 
serve the modern Indian retail market. 

Future Group’s specialty retail formats included the books and music chain, Depot; sportswear 
retailer, Planet Sports; electronics retailer, E-zone; home improvement chain, Home Town; office 
products and services retailer, Staples Future Office; and rural retail chain, Aadhar, among others. 
In addition, Future Group operates the popular shopping portal, futurebazaar.com. 

Future Group’s joint venture partners included such companies as: US-based office prod-
ucts retailer/distributor, Staples; France-based men’s ready to wear clothing retailer, Celio; India-
based life insurance company, Future Generali India; European jeans retailer, Lee Cooper; and 
Middle East-based Axiom Communications.

Future Group’s vision was to, “Deliver Everything, Everywhere, Every time to Every Indian 
Consumer in the most profitable manner.” The group considered ‘Indian-ness’ as a core value, 
as reflected in its emphasis on understanding the Indian consumer, build businesses based on 
Indian ideas, and its corporate credo – “Rewrite rules, Retain values”.

Background Information on Pantaloon Retail (India) Limited 
Future Group’s flagship retailer, Pantaloon Retail (India) Limited, was the leading retailer 
in India and operated multiple retail formats designed to target both the ‘value’ and ‘lifestyle’ 
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segments of the Indian consumer market. Through its retail stores, Pantaloon offered products 
such as food, breweries, snacks, menswear, womenswear, kidswear, sportswear, jewelry, fash-
ion clothing, furniture, tiles, sanitary ware, bathroom fittings/fixtures, paints, electronic goods 
and appliances, and other consumer good products (Pantaloon Retail (India) Ltd. Overview, 
2009) Pantaloon’s 2008- 2009 annual report boasted the following in terms of market penetra-
tion: 190 MILLION + CUSTOMERS; 34,000 + SHAREHOLDERS; 33,500 + EMPLOYEES; 4000 + 
SUPPLY PARTNERS; 73 CITIES; ONE COMPANY.

Pantaloon had also entered new markets by forming joint ventures with third parties. For 
instance, Pantaloon entered the Indian office supply and services market through a joint venture 
with Staples. The joint venture called Staples Future Office Products Pvt. Ltd. was formed in May 
2007 with the goal to make it easy for Indian customers to run their offices by providing over 
7,000 products, from technology, to stationery, to office furniture.

Pantaloon had established strong brand equity in its market segments and had been recog-
nized by both Indian and International organizations for its excellence in retailing. For example, 
in 2007 Pantaloon was recognized on an international level by being presented with both the 
International Retailer of the Year award by the US-based National Retail Federation, and the 
Emerging Market Retailer of the Year award at the World Retail Congress held in Barcelona 
(Pantaloon Retail India limited Company Profile, 2009).

Headquartered in Mumbai (Bombay), in 2008-09 Pantaloon operated over 12 million square 
feet of retail space in 1,000 stores located in 71 cities across India. The firm employed over 
30,000 people. The growth in retail space was significant as the data below indicates:

2006-2007: approximately 5M square feet in 42 cities 

2007-2008: approximately 8M square feet in 63 cities 

The company recorded revenues of approximately $1,253.1 (USD) million during FY2008, 
an increase of 51.8% over FY2007. For FY2008, India accounted for 100% of Pantaloon’s total 
revenues. The operating profit of the company was approximately $9.4 (USD) million during 
FY2008, an increase of 40.7% over FY2007. The net profit was approximately $31.2 million in 
FY2008, an increase of 5% over FY2007. 

From 2004 to 2008, Pantaloon’s inventory management had been weak. Pantaloon’s 
inventory turnover ratio declined from 4.2 times in FY2004 to 3.5 times in FY2008. Furthermore, 
the inventory turnover days of the company increased from 86 days in FY2004 to 102 days in 
FY2008 (Pantaloon Retail (India) Ltd. Overview, 2009).

Background Information on Future  
Logistics Solutions Limited 
Future Logistic Solutions Limited (Future Logistics) was incorporated as a separate entity wholly 
owned by the Future Group. Future Logistics was a provider of logistics, transportation, and 
warehousing services for the Future Group’s companies as well as third-party firms. 

In July 2009, Future Logistics was valued by investment bankers at $116 (USD) million when 
The Future Group sold a 26% stake in its subsidiary company to the Hong Kong-based Li & 
Fung Group. Future Logistics intended to use the newly raised capital for enhancing its logistics 
infrastructure, strengthening its technology platforms, and expanding its supply chain network. 
Li & Fung was already a major sourcing and distribution partner to many multinationals in India 
including Wal-Mart, Tesco, and Nike. 

Future Logistics was looking to become a dominant player in India’s US$100 B logistics 
services market. Future Group’s founder and CEO Kishore Biyani reinforced this objective by 
stating, “We want to capture a dominant share in this segment as a third party logistics (3PL) 
service provider” (Future Logistics Valued at $116 Million – Li & Fung Invests, 2009). Further, 
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Future Logistics Managing Director, Anshuman Singh, emphasized, “We are building a world 
class supply chain infrastructure for the consumption products in India which is presently very 
limited, despite it being a critical support required in India’s rapidly growing economy. We will 
be investing in physical as well as technology infrastructure that will reduce the time-to-market 
and cost-to-market for fashion and apparel and other consumer categories” (Future Group’s 
supply chain arm attracts $30 million in foreign equity, 2009).

In 2009, Future Logistics had over three million square feet of warehouse space spread over 
30 centers, serviced over 1,100 retail outlets, managed over 2.6 million SKUs, and had a fleet of 
over 500 vehicles. The company had plans to build eight million square feet in warehouse space 
in the next three to five years (India Retail News, April 8, 2008).

India—The External Environment 

Overview of the Indian Market

In 2009, India was the world’s largest democracy and its fourth largest economy in terms of pur-
chasing power parity (PPP). The country expected to rank third by 2010, just behind the US and 
China. The Indian economy had been growing at an average growth rate of about 8.8% over the 
last three years. However, with the global recession in 2008-2009, India had experienced a slow-
down in its real GDP growth from its peak of 9.7% in FY2006-2007 to 6.1% in FY2008-2009—a 
growth rate still favorable when compared with most other Asian economies (Country Briefing -  
India, 2009).

India’s growth in GDP could be primarily attributed to its services sector supported by 
industrial activity (Staples, Inc. Overview, 2009). In fact, many analysts estimated the movement 
of surplus labor away from low-productivity agriculture to high-productivity industry and ser-
vices contributed about one percentage point to India’s annual GDP growth.

In 2009, India held the top spot for four out of the past five years as most attractive nation 
for retail investment among thirty emerging markets by AT Kearney (India top retail destination 
for investors: AT Kearney, 2009). According to the 2009 AT Kearney report, slower retail sales in 
India were causing Indian retailers to postpone growth plans and restructure their operations. 
This in turn had opened a window of opportunity for global retailers and many (for example, 
Wal-Mart, Carrefour and Tesco) decided to pursue further expansion plans within India, intent 
on capturing early mover advantages. 

Increase in India’s Working Age Population 
With a population of 1.168 B in 2009, India was the second most populous nation in the world, 
just behind China. With a population growth rate of approximately 1.6%, India was positioned 
to double its population in less than 45 years. Within India’s population was a large working age 
population (15-59 years) with a median age of 25.3 years in 2009 (as compared to 37.9 years in 
2008 for the US). In 2009, those above the age of 65 years constituted just 5.3% of the population 
(as compared to 12.6% in 2007 for the US). This was the largest pool of young workers in the 
world (refer to Table A7 in appendix A). 

Growth in India’s Urban Cities and 
Changing Consumer Spending Habits 
Urbanization was an important driver behind India’s economic growth. While India had experi-
enced an average growth in GDP of 8.8%, India’s growth rate in its urban population increased 
at a faster rate than its total population. India’s Minister for Housing and Urban Poverty 
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Alleviation, Kumari Selja, stated that 62% of India’s GDP was being generated in towns and 
cities (India: Urban Poverty Report, 2009). Further, urbanization in India was taking place at 
a faster rate than the rest of the world. In 2009, about 28% of India’s population lived in urban 
cities and towns. By 2030, it was expected that more than 40% of India’s population would live 
in urban cities and towns (UN State of the World Population 2007 Report). By 2011, it was esti-
mated that 153 cities in India would have populations greater than 500K, and by 2021 this num-
ber would increase to 198 (see Table 2 below).

Number of Indian 
Cities with 
Populations Over 1991 2002 2011 2021 2031 2041 2051

5 Million  4  6  9  10  17  25  36

1 Million 23 35 50  68  85 108 129

.5 Million 55 74 94 120 142 158 165

Table 2  Growth of India’s Cities

Source: Census of India, Goldman Sachs Economics Research

India’s economic think-tank, the National Council of Applied Economic Research (NCAER), 
along with the Future Group’s research wing, Future Capital Research (FCR), published a 2008 
report that stated India’s growth would be driven primarily by 20 cities. These 20 growth Indian 
cities were divided into three categories: mega cities (the eight largest cities in terms of popula-
tion and overall consumer market); boom towns (seven big population cities with high expen-
diture per household); and niche cities (five cities with smaller relative populations but above 
national average household spending) (see Table A5 and Figure A1 in appendix A). These 20 
cities together accounted for 10% of India’s population, generated 31% of its disposable income, 
and drove $100 (USD) B of consumption expenditures in 2007-2008 (see Table A5 in appendix). 
By 2016, more than 50% of households in these 20 cities will be middle class (defined as those 
having annual income between $6,000 (USD) and $30,000 (USD)), as compared to 39% in 2007-
2008. Further, the high-income households (above $30,000(USD)) could more than triple to 13% 
during this same period. This large shift in household demographics would have a big impact on 
the demand for consumer products – from household products and apparel to larger items such 
as computers, consumer electronics, household appliances, and automobiles. According to the 
study, by 2016 consumer spending was expected to increase 52% as more households move into 
the middle class segment, with durable demand expected to increase 84% (see Table A6 in appen-
dix A for the percent of middle class households owning various durable goods in 2008).

With income on the rise, consumer spending habits were also changing from basic neces-
sities such as food and apparel to luxury items, such as electronics and beauty care products. 
According to Nielsen’s Retail Track, the CPG market (branded, packaged, groceries, food, and 
toiletries market) in India stood at US$21.3 B for the year 2007 with a growth of 16% over the 
previous year. Nielsen’s National Readership Survey also highlighted the increase in consumer 
durable goods penetration across the county (The Nielsen Company, 2008). Indian consumers 
were very price sensitive and expected value for their money. They expected a wide range of 
choice, high quality, and known brand name products. Table A8 in appendix A shows the rise 
in consumer spending and consumption and various categories of goods.



STRATEGIC MANAGEMENT572

Although the traditional long term planning was still a high priority, more Indian consumers 
were becoming more materialistic. As (Thathoo & Kacheria, 2007) stated:

The Indian consumer has undergone a remarkable transformation. Just a decade or two 
ago, the Indian consumer saved most of his income, purchased the bare necessities and 
rarely indulged himself. Today, armed with a higher income, credit cards, exposure to 
the shopping culture of the West and a desire to improve his standard of living, the 
Indian consumer is spending like never before. Organized retail with its variety of prod-
ucts and multitude of malls and supermarkets is fueling his addiction. His new mentality, 
in turn, is fueling the growth of organized retail in India. (pg 3)

Retail in India
While India was thought of as one country, it was not one market – but hundreds of different 
markets. With 28 states, 7 union territories, 22 major languages recognized by the constitution 
of India (Hindi was the official language), and 844 different dialects that were spoken in various 
parts of the country, multiple ethnicities, cultures and habits, religions, and political rules and 
regulations, India was a challenging market in which to do business. Couple this diversity with 
66% of the population living in rural areas without adequate infrastructure, the challenges to 
reach consumers increased. However, retailers who understood India’s ‘uniquenesses’ would, 
for the most part, find an audience receptive to Western brands and an appetite for spending.

The Growing Retail Sector
The Indian retail sector was the fastest growing sector in India. It accounted for 10% of the 
country’s GDP in 2009 and provided employment for nearly 21 million people, or 7% of India’s 
working population. The retail sector was estimated to grow from the $330 (USD) B in 2007 to 
$427 (USD) B by 2010 and $637 (USD) B by 2015.

It was a highly fragmented sector, consisting of approximately 12 million retail outlets 
dispersed across India—which earned India the epithet of a “nation of shopkeepers.” According 
to a 2007 Ernst & Young study, India had one of the highest retail densities in the world—12 
million retail outlets for 209 million households. Of these 12 million retail outlets, more than 
80% were small family businesses which used only household labor. These small family-run 
stores, called ‘kirana’ stores, were less than 500 square feet in size and fell somewhere between 
convenience and ‘mom & pop’ stores.

The total Indian retail sector was divided into distinct sectors: traditional or unorganized 
retail, and modern or organized retail. An unorganized retail unit in India was defined as an 
outlet run locally by the owner or a caretaker of a shop. It lacked technical and accounting 
standardization and catered to a small section of society. These traditional low cost retailing 
units or ‘kiranas” were small friendly corner stores that offered mostly groceries, vegetables, 
and other small household goods. Owners of these stores were independent and usually do 
not own more than one store. Typically, these shops were neighborhood or convenience stores 
with an average size of 100 square feet (Dave & Lehmann, 2006). Traditional retailers sold items 
designed to meet the needs, tastes and affordability of the local consumers, were located in 
places convenient for local consumers, and benefited from customer loyalty as consumers 
tended to stay with one particular store to purchase their daily needs with the opportunity to 
purchase goods on credit. 

The mid-1980’s was considered to be the starting point of organized or modern retail and 
saw the emergence of new store formats in India such as supermarkets, department stores, 
specialty stores and discount stores. At the end of the 1990’s the organized sector continued to 
grow with the introduction of the hypermarket store format offering a new “one-stop-shopping” 
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concept (Sengupta, 2008). By the early 2000’s, changes in consumers’ lifestyles led to the 
emergence of a new trend—shopping malls, which offered both shopping and entertainment.

While the modern or organized retail sector was growing rapidly in urban areas, rural and semi-
urban areas were still dominated by the unorganized retailer formats. Kiranas were able to offer a 
wide range of product mixes and have established relationships and loyalty among their local 
customers that had been built over many years and multiple generations. In response to modern 
retail formats, kiranas soon began to provide more value-added, ready-to-cook vegetables and other 
fresh produce, as well as services such as credit, phone service, and home delivery.

As of January 2009, the organized retail sector accounted for about 10% of the overall retail 
sector. This represented a total retail share increase of almost 100% from 2007 and 2006 values of: 

2006 - 12.9 B (USD) Organized out of a total of 311.7B (USD) 

2007 - 16.5 B (USD) Organized out of a total of 337.3B (USD) 

It was predicted that by 2010, the Indian organized retail sector would rise to around $43.8B 
(USD) with the total sector growing to 460.6B (USD).

Real Estate Costs and Retailing
With the slowing global economy in 2008-2009 following years of rapid expansion, 
many Indian domestic and multinational companies were facing various challenges and 
consolidation. According to a senior consultant with Delhi-based think-tank, the Indian Council 
for Research on International Economy Relations (ICRIER), lack of consumer demand and 
falling real estate prices were a major problem for new retailers (Trouble in Store: A Setback for 
India’s Organized Retail Sector, 2009). The situation demonstrated the rapidly changing market 
in India. Location was everything, particularly in India. Despite the falling real estate prices in 
general, the major general increases in consumer demand were much more prevelant in the 
urban areas, exactly where real estate prices were highest. As consumer demand dropped, real 
estate dropped at a much lesser percentage resulting in 

 
difficult economic situations for retailers. 

Major Retailers - the India Retail Market  
and Indian Regulations
Many of the domestic retailers (for example, Reliance Group, Bharti Group, Tata Group, and the 
Future Group) were well known brands in India and had expansion plans in all the major retail 
segments. In order to better grow their businesses while simultaneously learning from more 
experienced foreign/domestic organizations, these companies were forming joint ventures with 
foreign and domestic retailers throughout all retail market segments in India. Staples’ joint ven-
ture with Future Group’s Pantaloon was described above. 

Office Depot’s joint venture with Reliance Retail in the Indian retail market, and its recent 
acquisition of an existing office [Small & Medium Business] supplier operations eOfficePlanet 
made Office Depot a strong competitor to Staples Future Office in India. eOfficePlanet was 
one of the largest vendors in India and sold a wide range of products from adhesives, DVDs, 
furniture, batteries, electrical supplies etc. Responding to the JV between Reliance and Office  
Depot, Bijou Kurien, President of Reliance Lifestyle said (Office Depot + RIL Acquire eOffice-
Planet, 2008):

This partnership reflects a powerful combination of category leading expertise and 
global sourcing capabilities of Office Depot with immense distribution reach and deep 
customer understanding that Reliance Retail has achieved.
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Similarly, Office Depot’s President International Division, Charles Brown responded on the JV:

The JV with Reliance and the acquisition of eOfficePlanet will put Office Depot in a 
leadership position in India (Office Depot + RIL acquire eOfficePlanet, 2008).

Other examples of joint ventures in India were:

•	 Carrefour and Future Group

•	 Giorgio Armani and DLP Ltd.

•	 Gitanjali Group and MMTC

•	 Lee Cooper and Pantaloon

•	 Magnus Fashion Trade and Pantaloon

•	 Marks & Spencer and Reliance Retail

•	 Nokia Corp and HCL Infocomm

•	 Office Depot and Reliance Retail (direct competitor to Staples)

•	 Pearle Europe and Reliance Retail

•	 Tesco and Tata (potential competitor to Staples)

•	 Vornado and Reliance Retail

•	 Wal-Mart and Bharti (potential competitor to Staples)

While there were many positive benefits associated with joint ventures, the overriding force 
that drove so many foreign retail companies to this method of market entry in India was not the 
benefits but, rather, the Indian regulations. For the most part, foreign direct investment (FDI) 
within the Indian retail industry was not allowed, except in single-brand retailing. (See table A9 
in appendix A.) This regulation existed because the Indian government believed FDI would be 
harmful to the millions of ‘kirana’ stores that formed the backbone of Indian’s retail industry.

Entrance Strategies in India
In an effort to protect the local retailers in India, particularly the 12 million ‘kirana’ stores, the 
Indian government strongly restricted foreign direct investment in the retail sector. Table A9 in 
appendix A describes the entrance strategies currently available to foreign retailers who wanted 
to take advantage of the India’s growing modern retail market.

Retail Store Formats in India 
By 2009, organized retail had gained momentum and experienced tremendous growth in India. New 
retail store formats offered a wide range of merchandise and service. New technology had enabled 
retailers to develop better customer relationship management, merchandise offering, and store atmo-
sphere. The retail sector continued to evolve with many retailers experimenting with various store 
formats. In early 2009, India’s modern store formats included: hypermarkets, ‘cash-and carry’ whole-
salers, supermarkets, department stores, specialty stores, shopping malls, discount stores, and conve-
nience stores. As life style, income levels, and new social pressures changed the Indian consumer’s 
life style and preferences, updated store formats catered to the new demands for luxury goods and 
“one-stop-shop” experiences. Responding to sociological interpretation for all this, Rajni Pagriwala, 
professor of sociology at Delhi University, stated (Menon & Baxi, 2007):

People’s preferences are largely driven by value for money propositions, convenience 
and better facilities. So if you have a format which offers cheap and variety products 
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under one roof, gives you facilities such as easy parking, air-conditioned environment 
and various add-ons such as a food court, multiplex and recreation, it will naturally draw 
people. 

In addition Raghu Pillai, president (operations) Reliance Retail, agreed that shoppers were 
enjoying the new retail formats and ambience (Menon & Baxi, 2007):

They seem to love the modern retail format, but they are also raising the performance 
bar to the next level. According to Pillai, hypermart chains are working to significantly 
improve execution, but every time that happens consumers too are shifting their thresh-
old of expectations.

And what did consumers feel they could add to the retail experience. Pillai responded to a 
consumer survey performed by global market research company Synovate (Menon & Baxi, 2007):

While 84% felt that they would like to have printed store circulars listing the best buys 
for the day, 83% wanted sales associates to have computer access to detailed product 
information. Similarly, 80% wanted large store signs listing promotional items. Also 62% 
felt that the check-out queues were too long.

Table A10 in the appendix A provides a detailed description, key players, the size of each 
store format and its value proposition.

Supply Chain and Logistics Challenges in India
Companies doing business in India found logistics extremely complex and inefficient 
with transportation difficulties, frequent damage of goods, and high operating costs. As 
G. R. Gopinath, founder and CEO of Deccan 360, a low-cost airline for the transporting of 
cargo only, started in the fall of 2009, summed up the state of the logistics industry in India 
as ‘inefficient and expensive’. Analysts and industry players gave logistics costs in India as 
among the world’s highest: accounting for 13% of India’s GDP, as compared to 9% of the U.S.’s 
GDP, 10% of Europe’s GDP, and 11% of Japan’s GDP (Can India’s Logistics Industry Deliver a 
Better Model for Transporting Goods?, 2009). Transportation costs accounted for nearly 40% 
of the total logistics cost in 2008. The lack of logistics efficiency resulted in higher costs for 
consumers. Other problems included complex tax laws, insufficient support technology, high 
levels of corruption throughout the transportation network, and a slow bureaucratic process for 
implementing improvements (Shah & Mathur, 2008).

Further, it was estimated that outsourced logistics accounted for 54% of total logistics 
spending in India, where organized players had only 10% share. Road transportation accounted 
for the greatest portion of logistics spending - 36% - where 74% of the operators were small-time 
players owning a single vehicle. Other challenges involved outsourced warehousing, where 
92% of the players came from the unorganized sector, and where the remaining 8% of organized 
players had few offerings across multiple modes (air, rail, water and road) and services 
(transportation, warehousing and other value-added services as packaging and customs 
clearance) (Can India’s Logistics Industry Deliver a Better Model for Transporting Goods?, 2009). 
See figure A3 for a breakdown of growth of logistics segments by mode.

A survey involving more than 540 logistics professionals from third party logistics 
providers (3PLs), freight forwarders, carriers, warehouse operators, shippers, port and airport 
operators, consultants, and solutions providers identified key challenges in the Indian logistics 
industry. The results from this survey are presented in figure A2, where the top 3 challenges 
were identified as government regulations, internal road and rail networks, and supply chain 
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management (SCM) expertise. Logistical challenges created significant inefficiencies for 
companies, as figure A4 shows. The top three challenges from the survey plus other important 
challenges are discussed below.

Further Restrictions on Retail by Government  
Policies Impacting Supply Chains / Logistics
Large modern retailers were required to obtain a variety of permits from different governmental 
departments to open each retail or wholesale outlet or build supporting warehouses. This, in 
turn, created significant barriers to entry and increased administrative costs. In 2008, Sumant 
Sinha, then CEO of Aditya Birla Retail, reinforced the problem of government policies / laws 
hindering business growth and supply chain efficiencies. According to Sinha, 

Indian municipal taxes and other laws governing interstate movement of goods also 
make things difficult. You can’t set up five large warehouses across the country to serve 
the market…You have to set up (very small) warehouses wherever you open each store. 
And so the profitability of each cluster becomes a function of [that arrangement]…The 
Indian supply chain infrastructure has a ways to go before it becomes efficient. Unless 
some laws change in India, it is not going to happen in a hurry. (Opening a Big Box: 
Organized Retail Confronts the Challenges of Local Markets, 2008) 

The Indian Road Networks 
Over the past 20 years, India has experienced dramatic changes in the number and lifestyle of 
the middle class population. However, the growth of new / improved highway infrastructures 
especially in large urban areas has not kept pace with the increasing traffic demand. Experts 
point out that such an imbalance in supply and demand is causing an unprecedented level of 
mobility and safety challenges (Kar & Datta 2009). For example, in the United States Staples 
owned trucks and employed drivers who delivered merchandise with only a one-day lead time 
from one of four distribution centers. In India, movement of goods from New Delhi to Kolkata 
could take up to 7 days. Gopinath reinforced these logistics challenges in India in an interview 
with India Knowledge@Wharton on why he started a new airline for cargo only: 

A spare part would come from somewhere in the world to Mumbai within 24 hours, 
but then, within India, several days would be needed to complete the journey . . . once 
it took seven days to move a spare engine from New Delhi to Kolkata; it was cheaper 
to transport it via Singapore. (Can India’s Logistics Industry Deliver a Better Model for 
Transporting Goods, 2009) 

Although the country has one of the largest road networks in the world, less than half of the 
roads were paved. About 40,000 miles of the Indian roads were considered highways, but less 
than 4,000 miles were “Express Highways”. The highways represented less than 2% of the total 
road network but carried 40% of the traffic. In comparison, the United States had approximately 
160,000 miles of roads with 47,000 miles of “Express Highways.”

Restrictions in India dictated that trucks larger than 20 feet could only run on highways. 
Further, the average speed of a truck carrying cargo was about 20 kilometers per hour, which 
meant they cover about 200 km in a day (Kilgore, Joseph, and Metersky 2008). Further, roughly 
60-70% of all goods were moved by the road system in India. Table A11 gives a breakdown on 
length of various roadway systems in India.

According to the Indian Commercial Guide 2007, the Indian government has taken up an 
ambitious ten-year program for infrastructure development, involving roads (including the Golden 
Quadrilateral, North-South and East-West Corridors), ports (Pipavav, Mundra and Dhamra), 
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and airports (Bangalore, Hyderabad, New Delhi and Mumbai). When completed, the four- and 
six-lane Golden Quadrilateral’s 3,625 miles run through 13 states and India’s four largest cities: 
New Delhi, Calcutta, Chennai and Mumbai, and would consist of 1,419 km2 between Delhi and 
Mumbai, 1290 km between Mumbai and Chennai, 1684 km between Kolkata and Chennai, and 
1453 km between Delhi and Kolkata, with a total of 5846 km. According to the National Highways 
Authority of India website, August 2009 (www.nhai.org), 98% of the project had been completed

The Indian Railway Network
Indian Railways was the second largest rail network in the world, transporting over 18 million 
passengers and more than two million tons of freight daily. The Indian railway was the world’s 
largest commercial or utility employer, with more than 1.4 million employees. The railroads of 
India were the fourth most heavily used system in the world. The system had 6,909 stations and 
a total route length of more than 63,327 kilometers (39,350 mi). This compared with the U.S.’s 
system of seven railways with a total of 140,490 route-miles (226,097 km). Indian passenger and 
freight traffic had experienced steady growth; and, according to the 2009 budget presented by 
the Railway Minister, in 2008 the system carried almost seven billion passengers. 

In 2005, the Indian Rail system moved freight more than 1.5 trillion ton-miles. Goods moved 
by rail accounted for approximately 20% of the products moved in India. To address inefficiencies 
in the system, the Indian Railways had a plan to develop Logistics Parks or ‘hubs’. These ‘hubs’ 
have the potential to streamline and optimize the supply chain and reduce the supply chain costs 
with timetabled container trains and timetabled parcel trains, etc. (Shah & Mathur, 2008).

Supply Chain Management (SCM) Expertise
India had the largest pool of English speaking professionals in the world. However, the challenge 
for many multinational and local companies was in recruiting and retaining trained, good talent. 
Figure A5 compares the percentage of trained workers in India to other nations. Throughout the sup-
ply chain, local companies were challenged with a labor pool of individuals with inadequate skills, 
perspectives, or abilities to organize and manage their operations effectively. The limited number of 
individuals with supply chain management expertise was due to both a limited amount of education 
among the lowest paid employees and an attempt to keep costs down to stay competitive. 

A 2007 report on skill gaps in India’s logistics sector described truck drivers as constituting 
India’s most critical skill gap in the road freight segment:

Truck drivers constitute the profile with the most critical skill gaps in the road freight 
segment. The profession attracts largely illiterate people with no formal training for the 
job. Most of them graduate from working as helpers or driving smaller vehicles. We esti-
mate that while there are around 3 million truck drivers for medium and heavy commer-
cial vehicles (M & HCV) in the country currently, this number is likely to swell to nearly 
5.1 million by 2015. Even if 50 percent of all drivers in India were to be trained, almost 
100 institutes of the size and scale of the existing one in Namakkal [city in Tamil Nadu, 
India] would be required to be set up in the next 7-8 years. (KPMG in India, 2007) 

In order to overcome a shortage of well-trained professionals, local companies were form-
ing partnerships with various management institutes. For example, Pantaloon partnered with a 
management institute to offer specialized courses in retail management. And retailers had taken 
steps of establishing their own retail schools such as the RPG Institute of Retail Management 
which offers a wide range of training from individual courses in inventory control to full MBA 
degrees (KPMG in India, 2007). Companies viewed that employing trained local labor to man-
age the local operations and workers was important because they understood the customer and 
workers better than anyone from the outside. In addition, universities saw the benefit of starting 
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programs for SCM, Retailing, and logistics such as the Indian Institute of Materials Management 
in Hyderabad and Mumbai, and the Indian Institute of Management in New Delhi, Bangalore 
and Kolkata, to mention but a few. 

Shipping Ports
India has 12 major shipping ports and 187 minor shipping ports. The major ports handle about 
73% of the traffic. In 2007, the Indian ports handled 650 million tons of traffic, a 10% increase 
over the prior three years. Traffic growth in minor ports has been even greater. 

All of the major ports in India were operating at close to 100% capacity, which has led to 
increased congestion. Six out of the 12 major ports had capacity utilization of greater than 100%. 
Capacity utilization at all Indian Ports increased from 86% in 2003 to 92% in 2007. By 2012, the 
total traffic in Indian ports was projected to exceed 1,000 metric tons. The Ministry of Shipping 
intended to increase capacity to 1,300 metric tons by FY2012, 30% higher than the expected 
required capacity. 

Transportation and Logistic Tracking Data
Real time package tracking information, point of sale data collection, and real time market-
ing research data provide information critical for making many important business decisions. 
Availability of such data should be commonplace. However, businesses were finding this was 
not the case in India. 

Wal-Mart, in a JV partnership with New Delhi-based Bharti Enterprises, planned to incor-
porate its highly successful RFID system at all points of transportation in India. After installa-
tion, Wal-Mart would be able to track goods from point of shipment all the way to the point the 
goods leave the company’s distribution system with minimal human interaction. The system 
worked by tagging every product piece with tiny radio frequency tags. At every step of the 
supply chain, the system would take an instant reading (count) of all the contents of a particu-
lar box or crate and communicate this information to the main inventory tracking information 
system. Goods location would be instantly verified or confirmed missing. The RFID systems dif-
fer from bar code systems as each individual bar code needs to be optically read. The bar code 
system would read a label on a box or crate, but would not verify its contents. Another type of 
technology needed to improve data tracking was POS (Point of Sale) systems. These resided on 
basic PCs working with Internet connections. 

Since the use of PDAs and cell phones in India was growing at a faster rate than the use of 
PCs, companies needed to use similar applications that were available in more limited packages 
for these alternate technologies. By 2008, India surpassed China as the fastest growing cellular 
telephone market, with more than 300 million users (Vachani & Augustine, 2008).

Warehousing
India’s warehousing industry was growing as fast as the retail industry. This growth was largely 
due to the need to store goods for buffer inventory in order to provide a reliable supply to 
retail outlets. However, in 2008, Indian still had virtually no complex distribution center set up, 
no standards for suppliers, and little vendor compliance. Further, there existed very little space 
available for distribution centers. 

Air Cargo Networks 
India’s domestic air cargo traffic grew at rate of 12.80% from 2002 to 2007, while international air 
cargo traffic grew at a rate of 13% during the same period. According to the India’s Air Planning 
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Commission, India’s air cargo movements were expected to grow at a rate of 11.5% from 2008 to 
2012 (Shah & Mathur, 2008). 

To ensure that the development of the Airfreight sector was not restricted to the metro cit-
ies alone, India’s Air Planning Commission planed to develop 35 non-metro airports into 
world-class facilities at an estimated cost of US$1.05 B. The airports to be modernized included 
Coimbatore, Tiruchi, Thiruvananthapuram, Visakhapatnam, Port Blair, Mangalore, Agatti, and 
Pune. These plans were in addition to the modernization of large metro airports already taking 
place in Delhi, Mumbai, Bangalore and Hyderabad and initiated in Kolkata and Chennai. The 
International Civil Aviation Organization (ICAO) had also approved brand new airports at Navi 
Mumba, Goa, Pune, Kannur, and Nagpur (U.S. Commercial Service, 2008).

Limited Web Based Operation/Capabilities
Many Indian consumer websites provided information about companies and many of them 
contained product catalogues, however, ability to purchase goods through the Internet was lim-
ited. The limitation of web-based operations included minimal Internet penetration, need for 
basic infrastructures (financial, legal, and physical), nominal reliable Internet security measures, 
and general logistics challenges. 

The number of Indian residents with Internet connectivity was estimated to be 45 million 
(approximately 5% of the population), up from 2 million in 2000. This compared to 73% of the 
population connected in the US. (Internet World Stats, 2009) 

India had a late start in establishing Internet connectivity throughout the country. 
However, since 2000, many more service providers have connected, and growth has sky 
rocketed. A study to determine to what extent Indian companies were using the Internet in 
the operations and management of their supply chains found that (in order of ranked impor-
tance) (Rahman, 2004):

50% used the internet for transportation

45% used the internet for order processing

40% used the internet for relations with vendors

49% used the internet for purchasing and procurement 

37% used the internet for customer service

30% used the internet for inventory management

7% used the internet for production scheduling

Path Forward
After analyzing India’s retail market, Staples Future Office’s structure and value in India, and 
the many challenges and opportunities facing them in the market, members of Karwa’s team 
had different ideas about what Staples needed to focus on in order to provide the growth 
needed to reach the $135 M (USD) revenue and store expansion goals provided by Staples CEO, 
Ron Sargent. For example, some members of the team believed that Staples should leverage 
its already successful American model to grow in India. Others were concerned with effec-
tive implementation of such a model in India’s unique retail market. And still others were con-
cerned with geographic expansion and potential cities / regions Staples should consider for 
growth. Regardless, members of Staples India team knew they had only 30 days to reach a con-
sensus and present a cohesive recommendation in the upcoming meeting scheduled with Ron 
Sargent’s emerging markets team.
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Appendix A

Customer Target Market

Contract Mid-size businesses and organizations with between 20 and 500 office workers
Fortune 1000 companies

Catalog Small businesses and organizations with up to 20 office workers

On-Line Small businesses and organizations with up to 20 office workers

Retail “Power Customers” / home offices (customers spending over $500 per year on office products 
excluding computers and furniture, including home-based businesses and teachers), and small 
businesses with up to 10 office workers. 
‘‘Casual Consumers,’’ less frequent shopping and spend less than “Power Customers” / home office 
and small business customers.

Format Size Number

“Dover” superstore 18,000- 20,000 sq ft 850 ‘Dover’ style stores

Rural area format 14,600 sq ft
985 stores divided between Rural & Urban area format

Urban area format 10,000 sq ft

Copy and print shops 4,000 sq ft 18 stand alone copy & print stores in U.S., and 4 in Canada

Table A2  North American Retail Formats (2008)

Table A1  Description of Customer Market

Unit Description / Target Market

Staples Business Delivery: 
served consumers and 
small businesses through a 
combination of catalogs 

Reached customers through dir. mail catalog and Staples.com® website in U.S. 
& Cad

Targeted to reach small businesses and home offices, offering next business day 
delivery for most office supply orders in a majority of Staples’ markets.

Source: Staples Inc, 2009 10K
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Table A3  North American Delivery

Unit Description / Target Market

Quill: an office supply 
direct marketer that Staples 
acquired in 1998 and 
continued to operate as a 
separate brand. 

Direct mail catalog & internet business service to sm & med-sized businesses in 
the US. 

Quill operated Medical Arts Press, a specialty Internet and catalog business 
offering products for medical professionals. 

Staples Contract: provided 
office supply solutions to 
mid- and large regional (20 
plus employees) companies.

Staples’ largest and fastest growing business

Services customers through Staples Business Advantage® (creates custom 
programs for the unique needs of midsize to large regional organizations).

Services Fortune 1000 companies through Staples National Advantage® (works 
with clients to drive procurement costs down, increase compliance, consolidate 
vendor services, and apply cutting-edge technologies and practices to ensure 
success).

Continent Country Year Partner Company Customer Type

North 
America

United States 1986 Online, Catalog, Retail, Contract

Canada 1991 Online, Catalog, Retail, Contract

Europe

Ireland 2008 Retail, Contract

United 
Kingdom

1993 Neat Ideas & Staples; 
Kingfisher; Office World

Online, Catalog, Retail, Contract

Portugal 1999 Online, Catalog, Retail

Spain 2002 Kalamazoo Online, Catalog, Contract

France 2002 Bernard; JPG Online, Catalog, Contract

Luxemburg 2008 Online, Catalog, Contract

Belgium 1999 Office Centre Online, Catalog, Retail, Contract

Germany 1992 MAXI Paper; Office Centre Online, Catalog, Retail, Contract

Netherlands 1999 Office Centre Online, Catalog, Retail, Contract

Denmark 2004 Malling Beck Online, Catalog, Contract

Norway 2008 Retail, Contract

(Continued)

Source: Staples Inc, 2009 10K
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Table A4  Staples’ Countries of Operation, Year Entered, Partner Company, and Type of Customer Addressed

Continent Country Year Partner Company Customer Type

Sweden 2004 Quill Kontorslagret Online, Catalog, Retail, Contract

Switzerland 2008 Online, Catalog

Italy 2008 MondOffice Online, Catalog, Contract

Austria 2004 Pressel International Online, Catalog, Contract

Poland 2008 Online, Catalog, Contract

Czech 
Republic

2008 Online, Catalog

Hungary 2008 Online, Catalog, Contract

Asia
China 2004 OA365; PeiPei; UPS Online, Catalog, Retail, Contract

Taiwan 2006 UB Office Systems Online, Catalog, Contract

India 2007 Future Group Online, Catalog, Retail, Contract

South 
America

Argentina 2004 OfficeNet S.A. Online, Catalog, Retail, Contract

Brazil 2004 OfficeNet S.A. Online, Catalog, Retail, Contract

Australia
New Zealand 2008 Corporate Express Contract

Australia 2008 Corporate Express Contract

(Continued)

Table A5  Comparison Key Demographics Between 20 Growth Urban Indian Cities and Others

Share 
of Total 
Population 
by

% of Population

Rural Cities

Urban

All India

20 Growth Urban Cities (Categories)

Other Urban 
Cities

Total Urban 
CitiesMega Cities

Boom 
Towns

Niche 
Cities

Households 69 8 2 1 20 31 100

Population 71 7 2 1 20 30 100

Income 56 25 4 2 13 44 100

Expenditure 64 17 3 1 15 36 100

Surplus 
Income

23 49 8 3  8 68 100

Source: 2008 Report from the National Council of Applied Economic Research (NCAER) co-authored with the Future Capital Research (FCR)
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Table A6  Consumer Spending for Middle-Class Residents in 20 Growth Indian Urban Cities (by Category) 

Middle-Class Penetration Rates
(as a percent of middle-class households) Mega Cities Boom Towns Niche Cities

Air Conditioners 10 15 10

Refrigerators 90 90 91

Microwave Ovens 14 14 14

Washing Machines 66 55 62

Computers 17 20 17

DVD Players 63 63 59

Televisions 90 87 86

Mobile Phones 77 79 76

Motorcycles 47 61 44

Figure A1  The 20 Growth Cities and the Golden Quatrilateral

Jalandhar

Chandigarh
Amritsar

New Delhi

Ludhiana

LucknowJaipur

Surat

Mumbai

Ahmedabad

Coimbatore

Bangalore

Pune

Nagpur

Hyderabad

Chennai

Kolkata

Bhopalr

Megacities: Mumbai, New 
Delhi, Kalkata, Chennai, 
Bangalore, Hyderbad, 
Ahmedabad

Boomtowns: Surat, Kanpur, 
Jaipur, Lucknow, Nagpur, 
Bhopal, Coimbatore

Niche cities: Faridabad, 
Amritar, Ludhaina, 
Chandigarh, Jalandhar 

DELHI

National Highways Development Project
GOLDEN QUADRILATERAL
Status as of Nov 30, 2009

Completed 5,743 km
Under construction 103 km

The 20 Growth Cities

Faridabad

Kanpur

Source: National Highways Authority of India 

Source: 2008 Report from the National Council of Applied Economic Research (NCAER) co-authored with the Future Capital Research (FCR)
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Table A7  Cities Connected Along the Golden Quadrilateral

Delhi - Kolkata Delhi - Mumbai Chennai – Mumbai Kolkata - Chennai

•	 Agra

•	 Allahabad

•	 Asansol

•	 Baidyabai

•	 Bardhaman

•	 Barhi

•	 Bhoganipur

•	 Delhi

•	 Durgapur

•	 Etawah

•	 Faridabad

•	 Kanpur

•	 Kolkata

•	 Mathur

•	 Mohania

•	 Palsit

•	 Shaktigarh

•	 Varanasi

•	 Ahmedabad

•	 Ajmer

•	 Chittaurgarh

•	 Delhi

•	 Gandhinagar

•	 Gurgaon

•	 Jaipur

•	 Mumbai

•	 Silvassa

•	 Suraat

•	 Udaipur

•	 Vadodara

•	 Babgalore

•	 Belgaum

•	 Chennai

•	 Chitradurga

•	 Davangere

•	 Haveri

•	 Hosur

•	 Hubli-Dharwad

•	 Kanchipuram

•	 Karad

•	 Kolhapur

•	 Krishnagiri

•	 Mumabai

•	 Panvel

•	 Pune

•	 Ranebennur

•	 Ranipet

•	 Sangli-Miraj

•	 Satara

•	 Sira

•	 Tumkur

•	 Vellore

•	 Walajapet

•	 Baleshwar

•	 Berhampur

•	 Bhubaneswar

•	 Chennai

•	 Cuttack

•	 Eluru

•	 Guntur

•	 Kaikinada

•	 Jharagpur

•	 Kolkata

•	 Nellore

•	 Ongole

•	 Rajahmundry

•	 Srikakulam

•	 Vijayawada

•	 Vishakapatnam

•	 Vizianagaram

Table A8  Additional Consumption Statistics in India

2005 2006 2007 2008 2009

Consumer expenditure on 
food (US$ million)

160,002 175,947 214,203 231,617 230,334

Internet users (‘000,000) 60 89.9 128.9 167.9 207.1

New registrations of 
passenger cars (‘000)

1,106 1,311 1,606 1,669 Data Not 
Available

Consumer electronics 
(US $ million)

3,350 3,921 4,692 5,776 Data Not 
Available

Source: 2008 Report from the National Council of Applied Economic Research (NCAER) co-authored with the Future Capital Research (FCR) and 
National Highways Authority of India.

Source: Euromonitor International 
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Table A9  Current Routes of Entrance for Foreign Retailers

Entrance 
Strategy

FDI 
Allowed Description Examples

Single-brand 
retail

51% 51% FDI is currently allowed in single-
brand retail. 

Nike and Lee Cooper are prominent 
players to have used this single-
brand route to enter India.

Franchising   0% This form is the most common – and used 
by Staples with Pantaloon. As in the U.S., the 
franchisor owns the intellectual capital and 
brand name. The franchisee is permitted to 
conduct business using this ‘know-how’ and 
brand name of the franchisor. 

Tommy Hilfiger, Pizza Hut and 
Staples are three examples 
of companies to have used 
franchising to enter India. 

Strategic 
License 
Agreement

  0% This route is fairly simple and requires 
low involvement on the part of the foreign 
companies. The foreign retailer enters into a 
licensing agreement with the domestic retailer. 

Mango, a Spanish apparel brand, 
is an example of a retailer who 
signed an agreement with Pyramid 
to enter India.

‘Cash and 
Carry’ 
Wholesale 
Trading

100% With this route the government allows 
100% FDI in wholesale trading and 
involves establishing a large distribution 
network and supply chain to aid local 
manufacturers reach the retailer. The 
wholesaler can deal with small retailers but 
not directly with the consumers. 

Metro AG 
Wal-Mart
Staples 

Store format Description Value proposition Key players Area sq ft

Hypermarket Large array of product 
offerings: groceries, fresh & 
processed food, & beauty and 
household products, clothing, 
and appliances. Sometimes 
has a warehouse appearance; 
Largest format in Indian retail 
as a one stop shop for the 
modern Indian shopper.

Low prices, vast 
choice available 
including services 
as cafeterias.

RPG Spencers 
(Giant), Pantaloon 
Retail’s Big 
Bazaar, Hypercity, 
Star India Bazaar, 
Vishal Megamart. 

15,000 – 
100,000

‘Cash & Carry’ 
Wholesale 

Wholesale stores focused on 
buying and selling in bulk. 
Geared toward commercial 
customers. 

Low prices, 
vast choice to 
businesses.

Metro, Wal-Mart, 
Staples

100,000 +

(Continued)

Source: Macquarie Research, February 2009
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Table A10    Retail Stores in India—Alternative Formats, Format Description, Key Players and Average Size

Store format Description Value proposition Key players Area sq ft

Supermarket Large self-service retail outlets. 
Offer groceries and household 
products. Target families. 
Similar to Hypermarket, but 
smaller.

Convenience - 
One stop shop 
catering to varied 
consumer needs.

Apna Bazaar, 
FoodWorld, 
Trinethra, 
Subshiksha, Food 
Baazar

3,000 – 
15,000

Department 
store 

Carry a wide range of 
merchandise mix, often 
organized into different 
departments (as clothing, 
housewares, furniture, 
appliances, toys, etc) and 
cater to wider consumer base. 
Service is the primary focus. 

One stop shop 
catering to varied 
consumer needs.

Shoppers’ Stop, 
Pantaloon, 
Westside, Ebony, 
Lifestyle, and 
Globus 

10,000 – 
50,000

Shopping Mall Enclosure offering wide variety 
of store formats, product / 
service choice, entertainment 
and shopping experience. Tier 
1 cities largest concentration of 
shopping malls.

Variety of shops 
available to 
shoppers. 
Convenience, 
service and 
choice.

Pantaloon Retail’s 
Central, Mumbai’s 
Iorbit, Mall of 
India.

60,000 – 
7,000,000

Specialty 
stores

1.  Large 
Category 
Killers

2.  Single Brand 
Outlets

3.  Multibrand 
Specialty 
Stores

1.  Large specialty stores 
focused on one or more 
categories of merchandise 
(electronics, office supplies, 
apparel), offering a wide 
selection at low prices.

2.  Retail outlet offering products 
of a single brand (apparel, 
footwear, food, furniture).

3.  Retail outlet offering multiple 
branded products belonging 
to a single category 
class (footwear, apparel, 
electronics, books).

Greater choice 
to consumers; 
comparison 
between brands 
possible. Service 
to consumer.

1.  Best Buy, 
Staples.

2.  Nike, 
McDonalds, 
Gucci, TBZ.

3.  Planet Sports, 
Planet Fashion, 
Crosswords.

1.  20,000 – 
100,000

2.  1,000 – 
5,000

3.  1,000 – 
20,000

Discount stores 
Large variety of products at 
discount prices. Sell high 
volumes to reap economies of 
scale or sell excess stock left 
over at the end of season.

Low prices, 
choice.

Subhiksha, 
Margin Free, 
Levi’s and Nike’s 
factory outlets

1,000

Convenience 
store 

Limited range of products, but 
offer location and convenience. 
Small self-service formats, 
typically located in crowed 
urban areas.

Convenient 
location and 
extended 
operating hours.

In & Out, Safal, 
Reliance Retail’s 
Fresh & Select. 

500 – 3,000

(Continued)

Source: India Biz News 
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Figure A2  Key Supply Chain Management (SCM) Challenges
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Figure A3  Growth of Logistics Segments in India (in million tones)
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Figure A4  Inefficiencies Attributed to Logistical Challenges
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Table A11  2009 Road Network in India and Modal Shift

2009 Indian Road Network (1km = 0.621371 mi)

Indian road network of 33 million Km. (second largest in the world) and consisted of:

Length (In Km)

Expressways 200

National Highways 70,548

State Highways 1,31,899

Major District Roads 4,67,763

Rural and Other Roads 26,50,000

Total Length 33 million Kms(Approx)

Modal Shift

•	 About 65% of freight and 80% passenger traffic is carried by the roads.

•	 National Highways constitute only about 2% of the road network but carry about 40% 
of the total road traffic.

•	 Number of vehicles has been growing at an average pace of 10.16% per annum over 
the last five years.

Figure A5  Proportion of Vocationally Trained Workforce—Ages 20 to 24 Years

Proportion of vocationally trained workforce (ages 20–24 years)
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Source: National Highways Authority of India

Source: KPMG in India 2007
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Appendix B-Financials 

Table B1  Key Financials of Staples and Key Competitors

Staples Office Depot Office Max Wal-mart

Profitability

Ebidta 1.94 B –1.29 –1.71B 29.82 B

Operation Margin 6.69% 017% 2.32% 4.59%

Gross Profit Margin 26.76% 27.74% 24.85% 23.70%

Growth

Net Income 805.26 M –1.47B –1.65 B 13.18 B

Revenue 23.08 B 14.19 8.26 B 401.24 B

Financial Strength

ROE 14.49 –66.72 –129.25 20.34

ROA 6.84 –33.41 –7.99 8.72

ROIC (Return on 
Invested Capital)

11.91 –46.55 –50.17 13.42

Assets

Asset Turnover 1.77 2.75 2.21 2.46

Asset per Employee 142,728   122,516  113,254  77,727

Inventory Turnover 7.34 6.70 5.94 8.60
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Endnotes
1. Where Rs. = Rupees, and 1 Crore = 10 Million Rupees, and 1 Rupee = .021993 US Dollars.
2. 1 Kilometer (km) = 0.62137 Miles (mi)
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Abstract
The decade from 2000 until 2010 was a turbulent time for Toyota Motor Company. The car-
maker came under significant criticism from the United States government, consumers through-
out the world, and media critics amid allegations of poor quality control and vehicle safety 
concerns. Problems with accelerators and brake systems were found on several of its most 
popular models, a situation initially exacerbated by the slow and somewhat tentative response 
from top management. Toyota was accused of not addressing early warning signs that appeared 
several years before the crisis received intense negative publicity. Toyota struggled to retain the 
confidence of consumers and governmental regulators, eventually recalling approximately eight 
million automobiles.

Background
Toyota Motor Company began with the founding of the Toyoda Automatic Loom Works division of 
Toyota Industries in 1933 and the production of its first car in 1936. Headquartered in Toyota City, 
Japan, the company was formally founded as a spinoff by Kiichiro Toyota in 1937, eventually spawn-
ing over 500 subsidiaries. It grew to employ over 172,000 workers in the United States, including 
personnel at production facilities and dealers. Toyota produced several lines of automobiles under 
its own banner, as well as the Lexus and Scion brands. It also had a majority stake in several other 
vehicle manufacturers, including Daihatsu Motors and Isuzu. Over time the Toyota Group eventually 
included Toyota Industries and Toyota Motor Company which has become one of the largest con-
glomerates in the world. Toyota’s speed to market, lean manufacturing program, and groundbreak-
ing technology helped it attain near-legendary status in the industry (Reed & Simon, 2010).

From its beginning Toyota’s continuous improvement or kaizen production process was the 
hallmark of its reputation and success. In later years the kaizen concept was called into question, 
however (Shimizu, 1998). Following its recall in the United States of cars due to “sticky accelera-
tor pedals” Toyota lost more than 20 percent of its market value (Reed & Simon, 2010). While the 
Toyota recalls were not the largest in the history of auto manufacturing, the response should not 
have been such a grim affair for Toyota. Although recalls were common in the auto industry, many 
were surprised that Toyota—the world’s leading car manufacturer and a name synonymous with 
quality—was so embroiled in a product safety issue (Asia News, 2010; Mitchell, 2010g). 

The company dealt with a complex media onslaught that included allegations of an 
“unseemly cover-up.” Bad publicity was new territory for Toyota, whose rise was marked 
mostly by favorable press and accolades from the industry for safety and quality (Reed, 
2010).

The Market for Automobiles

Domestic U.S. Market

The prominence of Japanese automakers in the United States can be traced to the oil 
embargo declared by the Organization of Arab Petroleum Exporting Countries (OAPEC) 
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in 1973. OAPEC’s move was a political response to the alliance between the United States 
and Israel. By 1974 the price of oil had quadrupled to $12 a barrel. American drivers who 
had grown accustomed to inexpensive gasoline were facing shortages and steep price 
increases. Many turned to the fuel-efficient vehicles produced by Japanese carmakers. 
Brands like Toyota and Honda gained notoriety in the U.S., gaining a foothold that per-
sisted after the oil crisis abated. 

By 1980, the market for new cars and trucks in the United States exceeded seventeen mil-
lion units. The leading producer was General Motors (GM) with a market share of 44 percent, 
followed by Ford and Chrysler with 22 percent and 12 percent respectively. Toyota was fourth 
at that time with approximately 8 percent of the market. Over the next three decades, however, 
Toyota eroded market share of each of the so-called big three U.S. firms, cornering a 16.8 per-
cent share by 2008. Also rising in share percentage during the 1990’s and 2000’s was Honda, 
moving from a 4 percent share to 10.8 percent by 2008 (Taylor, 2007). 

The precipitous decline in number of units sold by the big three, GM, Ford, and 
Chrysler, was well chronicled in the business press from 1980 to 2008. GM lost $72 bil-
lion from 2004 to 2008 (Taylor, 2008). Critics pointed to product deficiencies, too many 
brands that were not differentiated, poorly negotiated labor agreements, and stiff foreign 
competition from Toyota, Honda, and Nissan to explain the struggles experienced by the 
“big three” automakers in the U.S. GM, in particular, personified an insular, protected cor-
porate culture that did not foster clear and quick confrontation of competitive problems. 
During this time, Japanese and German manufacturers earned a reputation for higher qual-
ity vehicles.

Foreign automobile competitors capitalized on the demise of the “big three” by constructing 
manufacturing facilities in the U.S. that employed thousands of domestic workers. Strategically 
placed throughout the South in search of inexpensive, nonunionized labor, these massive new 
facilities became a source of pride for the states where they were located, and product accep-
tance steadily grew for these firms that included Toyota, Nissan, Hyundai, Mercedes Benz, and 
BMW. A severe economic downturn in the U.S., however, led to sales reductions and financial 
losses for almost every carmaker from 2007 until 2009. Domestic sales for new cars and light 
trucks fell to 10.4 million units in 2009 after averaging 16.8 from 2000 until 2008 (Green & Welch, 
2010). Nissan CEO Carlos Ghosn related to reporters in 2008 that “there is a recession in the 
United States, at least in the car market” and rising costs in metals “represent a risk for the indus-
try” (Olsen, 2008). Forty-three-year-old Hyundai surpassed 107-year-old Ford in 2009 to secure 
the fifth position in terms of global sales. Analysts predicted Hyundai and Kia would surpass 
Chrysler and Nissan in U.S. sales by 2013, making them the fifth largest seller of new automo-
biles (Taylor, 2010a). 

By the end of 2009, GM and Chrysler received bailout funds from the U.S. government. Both 
firms were unable to compete effectively without vast reductions in debt obligations, new union 
agreements, and new top management teams. Ford managed to avoid government assistance 
and prospered, but its debt load was considered a problem.

International Auto Market
The twenty-year period from 1985 until 2005 was marked by industry consolidation in 
the international market. To add product lines without the costs of product development, 
Ford and GM acquired other carmakers including Saab, Volvo, and Jaguar. Others chose 
to pursue partnerships or joint ventures to reduce costs and increase market share, such 
as Renault-Nissan, Daimler-Benz-Chrysler, and Hyundai-Kia. These consolidation efforts, 
however, largely failed. Ford divested itself of Volvo and sold Jaguar to Tata Motors of India. 
GM discontinued the Oldsmobile, Saturn, Pontiac, and Hummer brands, and Daimler-Benz 
sold Chrysler to a private equity group.



595Traditional Cases

When the worldwide economy experienced a downturn in 2007, emerging markets 
became the focus of attention from the largest auto companies. Russia, China, India, and Brazil 
were the economies that demonstrated the most promise, as Russia and Brazil’s markets both 
grew at a twenty-five percent pace from 2007 to 2008, with growth rates in China and India not 
far behind (Olsen, 2008). With the established markets of Western Europe and the U.S. satu-
rated and stagnant, Africa and Latin America became potential areas for growth for established 
producers like Toyota.

The Crisis
Toyota’s trouble officially began on September 26, 2007, when it recalled 55,000 Camry and 
Lexus ES300 vehicles with all-weather floor mats. The second recall occurred on November 2, 
2009 to correct a possible incursion of the front driver’s side floor mat that could cause accel-
erator pedal entrapment. Approximately 3.8 million Toyota and Lexus vehicles were recalled, 
regardless of type of floor mat. On November 26, this recall was amended to include brake 
override, pushing the total to 4.2 million vehicles (Healey, 2010b).

On January 21, 2010, Toyota initiated a third recall after some crashes were related to factors 
other than the floor mat. The problem was later identified as a mechanical sticking accelerator 
pedal. Approximately 2.3 million vehicles were included in the recall, 2.1 million of which were 
already included in the floor mat recall. This event was followed by another recall on January 
27, an additional 1.1 million vehicles. Two days later, 1.8 million Toyotas in China and Europe 
were added to the faulty accelerator recall.

The accelerator pedal mechanism was manufactured for Toyota by two firms: CTS of 
Elkhart, Indiana, and Denso, of Japan (Taylor, 2010b). The accelerators that failed were all 
manufactured by CTS. It was speculated that the two firms did not manufacture the accel-
erators to the exact same specifications (Taylor, 2010b). For example, the CTS and Denso 
parts did not use the same wiring harness, which suggested that upper management did not 
perform the due diligence to confirm that the parts from the two manufacturers were, in fact, 
identical. CTS Corp. said the problem was related to Toyota’s design, not the electronic sen-
sors that were part of the accelerator assembly system as some people in the industry had 
speculated (Linebaugh & Terlep, 2010). Clearly, this was a quality control issue that was not 
identified prior to installation.

During the early part of 2010, the recall delay came under close scrutiny. Specifically, the 
amount of time it took for Toyota and The National Highway Traffic Safety Administration 
(NHTSA) to recall millions of cars and trucks suspected of sudden acceleration problems was 
scrutinized by a congressional House panel that demanded detailed information. Tension 
between Toyota and NHTSA grew amid allegations that the company did not have an approved 
“fix” for the problem (underlying defect) in place while still selling the models affected by the 
recall (Trottman & Mitchell, 2010a).

Another damaging issue for Toyota in June of 2010 was the disclosure that a former Toyota 
product liability lawyer had documents that indicated Toyota had acted in a criminal manner 
during the four years he was employed. Dimitrios Biller (Feyerick & Steffen, 2010), who left 
Toyota with a $4 million severance package, turned the documents over to the U.S. committee 
investigating Toyota, and Rep. Edolphous Towns, a Democrat from New York, indicated they 
were very disturbing. Towns was referring to the “Books of Knowledge” references in the docu-
ments from Biller, internally generated reports on design, safety systems, and testing records. 
Specifically, Biller’s documents suggested a “systematic disregard for the law and routine vio-
lation of court discovery orders in litigation” (Feyerick & Steffen, 2010). Lawyers for Toyota 
claimed that the company acted appropriately “with respect to product-liability litigation and 
(in regards to information), took appropriate steps to maintain the confidentiality of competitive 
business information and trade secrets” (Mitchell & Searcey, 2010).
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As events unfolded for Toyota, it was evident that other auto manufacturers were also hav-
ing problems. Ford stated that it was watching Toyota’s vehicle recall effort carefully, and it 
temporarily halted production of a Ford commercial vehicle in China because it used a gas 
pedal similar to the one at the center of Toyota’s recall problem (Dolan & Bennett, 2010). On 
March 3, GM announced a recall of 1.3 million Chevrolet and Pontiac cars in North America 
because of a power steering motor problem that was linked to 14 crashes. GM blamed a sup-
plier partly owned by Toyota for a faulty part (Simon, 2010b).

Due to a precipitous decline of Toyota’s U.S. sales of 16 percent in January of 2010, rivals 
GM, Ford, and Hyundai attempted to capitalize on the company’s woes by offering $1,000 
rebates to buyers trading in a Toyota. Ford’s sales rose by 25 percent in January, recaptur-
ing the number-two position from Toyota, while GM’s sales increased by 14 percent (Simon, 
2010a).

Not only did the recall problems exist with new and used autos, they also extended to car 
rental companies. Some car rental agencies grounded those autos affected by Toyota’s recall 
and sales postponements. Hertz noted only a “minimal impact on our operations” as it moni-
tored reservations and shifted to other auto brands to meet demand. Approximately 20 percent 
of Hertz’s fleet was composed Toyota vehicles. Although only four percent of its fleet were 
Toyotas, Enterprise executives removed thousands of Toyotas from their fleets after Toyota’s 
halt in sales was announced over safety worries that stemmed from faulty accelerator systems. 
Dollar Auto Rentals reported that it took Toyota vehicles off the road and worked with Toyota 
on inspections of recalled vehicles (Conway, 2010).

On February 1, 2010, Toyota officials embarked on an ambitious schedule to repair 
the 2.3 million vehicles it recalled over sudden acceleration reports by inserting a steel bar 
on the pedal assembly. Toyota provided a timetable for resuming sales of eight models it 
halted and started production of new vehicles that were free of the gas pedal problem. After 
federal regulators allowed Toyota to go forward with its proposed repair of the sticky gas 
pedal issue (Linebaugh, 2010b), Toyota expressed confidence that this repair and another 
one involving floor mats had ended the speed-control problem (Linebaugh, Tamman & 
Mitchell, 2010).

As the media probed into the genesis of the Toyota recall problem, Jim Lentz, Toyota’s 
executive in charge of U.S. sales, gave his first media appearance on NBC’s Today show 
to address the recall issues. He also appeared in a video for dealers to inform them of 
the status of the recall and how Toyota was going to address the problem. Lentz stated 
that Toyota had found no evidence of any problems associated with electronic compo-
nents (Linebaugh, 2010b; Linebaugh, Tamman, & Mitchell, 2010). The fact that Toyota did 
not develop a convincing solution to the problem provoked a government and consumer 
response.

Government and Consumer Response
By late January, the litigation effort was in full swing. Consumers who complained that 
they had been injured or feared they would be from the unintended acceleration issues of 
Toyota, contacted attorneys. Most of the complaints were minor injuries or the fear of injury, 
and those who had not been injured complained that they had been damaged by a drop 
in the resale value of their Toyota and Lexus vehicles. Experts speculated that to save face 
Toyota had to settle potential lawsuits out of court (Koppel, 2010). Expectations of quick 
monetary settlements were not fulfilled, but they likely contributed to the deluge of lawsuits 
filed against the company in 2010. NHTSA announced, in early February 1, 2010, that it had 
reopened at least seven investigations into incidents of sudden acceleration in Toyotas since 
2004 involving thirteen fatalities (Linebaugh, 2010b). United States Secretary of Transportation 
Ray LaHood intensified the pressure when he stated, “We’re not finished with Toyota . . . ” He 
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advised Toyota owners not to drive their cars, but later referred to his previous advice as an 
“obvious misstatement,” and suggested instead that Toyota owners contact a dealer as soon as 
possible (Leibovich & Wald, 2010).

Toyota was accused of dragging its feet on fixing defective gas pedals, and the NHTSA 
threatened civil penalties and further reviews of Toyota products. Regulators were seemingly 
annoyed that Toyota had to be “greatly helped . . . to act swiftly on the problem.” Toyota, 
according to their chief quality officer, “had been considering whether to take action for some 
time” and admitted that the company may not have done enough to look at “how vehicle parts 
perform as a whole inside the car under different usage conditions” and how that could cause 
system failures (Linebaugh, Mitchell, & Shirouzu, 2010b).

On February 4, 2010, NHTSA launched a formal investigation into brake concerns on the 
2010 Toyota Prius. Meanwhile, Ford and Toyota (in separate press releases) said they were fix-
ing software problems with electronic brakes in hybrid vehicles that prompted complaints from 
consumers. Toyota expanded its own safety probe to include all its hybrids, even the Lexus 
250h. Toyota rewrote the braking system software in late January for newer models but had not 
decided whether or how to reprogram 2010 models already on the road, mainly in the U.S. and 
Japan (Trottman & Mitchell, 2010b).

Later that week in February 436,000 hybrid vehicles were recalled worldwide after 
approximately 200 reports of Prius brake problems. In addition, 7300 2010 Camrys were also 
recalled because of potential brake tube problems. Toyota insisted that the problem was not 
a safety risk and resisted labeling it a manufacturing fault, something it would be forced to do 
in the event of a recall (Soble & Reed, 2010a). Later that week, on February 12, eight thousand 
2010 four-wheel drive Tacoma trucks were recalled over concerns about possible defects in 
the front drive shafts.

NHTSA confirmed that uncontrolled acceleration occurred when vehicles were moving 
at low speeds and this action would not make cars accelerate out of control. CTS Corp., the 
Indiana-based maker of the pedals, concurred with NHTSA conclusion that no accidents 
were caused by sticky gas pedals. In an effort to reassure customers and minimize the 
damage to its image after issuing the two recalls for floor mats and sticking-pedals, Toyota 
halted sales and production of vehicles suspected of sudden acceleration (Linebaugh & 
Dolan, 2010).

Bob Carter, general manager of Toyota’s U.S. unit refuted charges that the company 
attempted to cover up safety problems. Carter also stated that Toyota was repairing 50,000 
recalled cars a day and insisted that its sticky-pedal fix would last “a lifetime.” In the wake of 
this crisis, a number of Congressional representatives announced their interest in meeting with 
Toyota’s chief, Akio Toyoda. Toyoda announced that Yoshimi Inaba, head of Toyota’s North 
American operations, would testify at congressional hearing looking into the recall problem 
(Bennett & Cameron, 2010). Pressure mounted, and Toyoda announced a week later that he 
would testify in person (Kirchgaessner & Simon, 2010; Mitchell, 2010c). 

Attorneys and safety advocates tried to gain access to the data stored inside Toyota’s “event 
data recorder,” also known as the black box, hoping that doing so would shed additional light 
on the situation. Police and attorneys reported that Toyota contested efforts to use black box 
data to reconstruct accidents. The company simply believed the retrieved data was not useful 
in accident reconstruction. In 2006, NHTSA established black box standards and a rule that if a 
manufacturer equipped a vehicle with a black box then it must also make available to car own-
ers the tools to download and read the data. Automakers collectively pushed back the imple-
mentation of the rule to the start of the 2013 model year. An industry trade group that included 
Toyota requested another one-year delay in 2009, citing the adverse economic climate (Searcey 
& Linebaugh, 2010b).

On February 17, safety regulators launched an investigation into Toyota’s Corolla model 
because of steering complaints. Three additional deaths allegedly linked to runaway Toyotas 
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were posted on the government’s auto safety database. These events brought the total to 37 fatal-
ities in 29 incidents, not including a growing list of unconfirmed complaints. NHTSA questioned 
whether Toyota gave the government complete and timely information involving three recalls for 
problems that caused gas pedals to stick. NHTSA indicated that it could eventually fine Toyota 
$49.1 million if it decided the automaker dragged its feet reporting those problems (Healey, 
2010b). All of this investigative turbulence around Toyota’s automobile recalls had an impact on 
the auto market. U.S. regulators demanded documents from the Japanese automaker to deter-
mine if it conducted safety recalls “in a timely manner.” NHTSA increased pressure came a week 
before two congressional panels were to hold hearings on the car maker’s troubles and after 
some lawmakers even questioned the administration’s response to the problems. Some repre-
sentatives hinted that Toyota had full knowledge of the problem as early as 2002 (Roland, 2010).

The law provided a maximum civil fine of as much as $16.4 million for any auto maker that 
did not notify NHTSA within five days of spotting a safety defect and then promptly conducting 
a recall. The NHTSA, however, had never made an auto maker pay more than $1 million in fines 
for a violation (Mitchell & Linebaugh, 2010c).

Also in the spring of 2010, U.S. Senator Jay Rockefeller suggested that some of Toyota’s 
problems could have been prevented had the automaker equipped its vehicles with “smart 
pedal” technology years ago. This technology, known as brake-override systems, might have 
helped, but it was difficult to suggest any remedy when federal safety regulators still didn’t 
know the root causes of all the complaints about Toyota vehicles surging out of control. 
The Obama administration considered whether to recommend that all new U.S. vehicles be 
equipped with technology designed to stop a car when both the gas pedal and brakes are acti-
vated (Mitchell & Linebaugh, 2010). 

Market Effects of the Crisis
Toyota’s ability to command a premium price for many of its vehicles suffered substantially 
during this period. Premiums in the $20,000 to $25,000 price range that had historically aided 
Toyota’s U.S. operations fell, resulting in large declines in company profits in early 2010. Some 
Toyota dealers cut prices to jumpstart declining sales. Kelley Blue Book lowered its projections 
of prices for used Toyotas, another indication that an important power shift in the industry had 
occurred because of the crisis (Terlep & Kellogg, 2010).

During mid-February of 2010, Toyota began to address the auto recall crisis in its advertise-
ments. In spots shown during the Olympics, Toyota emphasized a longstanding commitment 
to quality and acknowledged that consumers had questioned its reputation. The sales spots 
touched on the difficulties confronting the Toyota brand. The firm offered an apology, special 
deals, and promoted a redesigned minivan. A considerable amount of material about the recalls 
was added to the Toyota web site, including a video of the apology commercial that ran during 
the Olympics’ opening ceremony (Elliott, 2010).

In an attempt to gain control of the crisis, Toyota announced that a study it had com-
missioned found no evidence of problems in the electronics in Toyota and Lexus products. 
The study was Toyota’s attempt to shift to a more offensive public strategy in addressing 
the recalls and safety concerns on its vehicles. Toyota dealers’ anger, for the most part, 
appeared to be directed at the media for its intense coverage of the recalls that they felt 
had overdramatized Toyota’s problems. The company also announced that it had repaired 
about 500,000 of the 2.3 million vehicles recalled over a potentially sticky gas pedal (Terlep 
& Linebaugh, 2010).

By mid-February, evidence suggested that market share shifts away from Toyota were not 
as drastic as some analysts had originally anticipated. Honda chose not to act in a predatory way 
towards either Toyota or its customers. Other carmakers were more aggressive, offering incen-
tives and discounts to customers for Toyota trade-ins. 
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Toyota ran full-page advertisements in several newspapers, including the New York Times, 
stating, “Our Commitment to Customers: History shows that great companies learn from their 
mistake. We are fixing the vehicles covered by our recent recalls. Toyota engineers have rigor-
ously tested our solutions—and we are confident that no problems exist with the electronics in 
our vehicles…We’re taking steps to ensure that we learn from this experience—and operate in a 
more open and transparent way” (Rural Marketing News, 2010). 

On March 2, USA Today-Gallup released a poll suggesting that 55 percent of Americans 
believed Toyota dragged its feet in addressing the acceleration problem. A significant minority 
(31 percent) believed it was unsafe to be in a Toyota or Lexus (Healey, 2010a).

A few days before Toyoda’s testimony before Congress, documents leaked which showed 
Toyota referred to the “changing political environment” of the Obama administration and 
Democratic Congress as one of its main challenges and anticipated a “more challenging reg-
ulatory” environment that was “not industry friendly.” Toyota began an aggressive rehabilita-
tion campaign on Capitol Hill in an attempt to shape its image amid the crisis (Mitchell, 2010d, 
2010e; Sherman, 2010). To satisfy and respond to market and consumer issues, the head of 
Toyota met with Congress and auto market officials to explain and defend the company’s 
actions.

Akio Toyoda Addresses Congress  
and the Markets
Toyota CEO Akio Toyoda formally apologized on February 5 for causing “worry for so many 
people . . . from my heart,” referring to more than 8 million cars that had been recalled by 
Toyota by that time. He also stated that he would head a company task force to lift quality 
standards. Toyoda promised a return to the genchi genbutsu and “customer first” principles 
on which the company was founded, but the firm faced a stiff challenge because of its global 
expansion (Reed & Simon, 2010). Toyoda had been criticized for not addressing the defect 
publicly since the first of a wave of recalls was announced in November. During the press 
conference, he offered little explanation for what went wrong (Pilling, 2010; Soble, Simon & 
Reed, 2010b). Shareholders and consumers alike questioned his leadership acumen (Greimel, 
2010).

On February 24, 2010, Akio Toyoda addressed the U.S. Congressional Committee on 
Government Oversight and Reform. Toyoda appeared before the committee with his sec-
ond in command, Yoshi Inaba, and said he was “absolutely confident” there was no design 
flaw in Toyota’s electronic throttle-control system. Representative Dennis Kucinich pressed 
the Toyota executives on whether they were advised by attorneys to withhold information 
on potential electronic defects to shield the company from lawsuits. NHTSA announced 
plans to conduct a deeper review of automotive-electronics issues (Linebaugh & Mitchell, 
2010). Meanwhile, debates over the cause of the sudden acceleration continued (Linebaugh & 
Searcey, 2010).

Toyoda had only been in his position as CEO for less than a year at the time of the hear-
ing, and it appeared that someone else had prepared his opening remarks. The suggestions 
he put forth to correct Toyota’s quality issues were weak, described by one auto journalist 
as “eleventh hour Band-Aids” (Taylor, 2010c). Toyoda promised a product safety committee 
and an Automotive Center of Quality Excellence, measures that seemed after-the-fact, not 
an examination of all processes that was known to be the hallmark of total quality programs 
(Taylor, 2010c). 

On February 28, Akio Toyoda visited China in an effort to contain damage to customer 
confidence and its reputation in China’s huge market. Toyota struggled in this market even 
before the recall. A new program was launched that provided aggressive incentives on relatively 
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new products to bring customers in China into showrooms after the company’s recall crisis. 
Enticements included free insurance for a year, gas cards, free maintenance, and no-interest 
loans (Shirouzu, 2010a).

On March 3, relatives of a California Highway Patrol officer killed with his family filed a 
lawsuit against Toyota. In the accident, a Lexus accelerated out of control at 120 miles an hour 
on a freeway then slammed into a Ford Explorer. A harrowing tape of a 911 call from the vehi-
cle before its crash intensified the negative publicity for Toyota (Searcey, 2010c). As pressure 
mounted and other negative events occurred, Toyota began to address its impending legal 
concerns.

There was also a political dimension of the crisis. The Obama Administration supported 
efforts to “bailout” General Motors in late 2008, and the U.S. government owned 61 percent 
of the company when the Toyota crisis was in full swing. From a competitive standpoint, one 
could argue that the federal government—as part owner of GM—had a strong financial and 
political incentive to penalize Toyota and damage the company’s reputation as much as pos-
sible. In Congress, the charge against Toyota was led disproportionately by representatives from 
Michigan and other states closely tied to U.S. automobile production. The problems Toyota was 
attempting to address were serious enough without attempts to amplify them for political gain.

Toyota Confronts Legal Challenges
Rather than seek out-of-court settlements, Toyota decided to defend itself aggressively 
against legal challenges. On March 4, 2010, the firm refuted a report about sudden accel-
eration from a college professor who testified at a House hearing. David Gilbert, a profes-
sor at Southern Illinois University, said he was able to produce sudden acceleration in a 
Toyota Avalon without creating an error code in the vehicle’s on-board computer. Toyota 
maintained that faults in its electronics were not behind incidents of unwanted acceleration 
(Linebaugh, 2010c).

Later in March, Toyota hired its own research teams to investigate the causes of the sud-
den acceleration and to challenge the credibility of their former company attorney and 
self-described whistleblower, Dimitrios Biller. The company was faced with more than 70 class-
action lawsuits (Searcey & Linebaugh, 2010a). 

On March 8, Toyota identified discrepancies in a report aired by ABC News of a proba-
ble short and unexpected engine surge from the diagnostic system in a Toyota vehicle. ABC 
replaced part of its original video and denied that it staged part of the aired report. The dispute 
was reminiscent of an incident in 1993 when General Motors sued NBC for defamation where 
NBC acknowledged it staged a video. GM reached a settlement with NBC in that case (Boudette, 
2010). In another reaction to the events, Toyota demanded a retraction and public apology from 
ABC News over a Feb. 22 story, and ABC acknowledged that the video it used showing a surg-
ing tachometer was an “editorial error” (Shepardson, 2010).

The case of James Sikes’ 2008 Toyota Prius was widely reported on television and the 
Internet in early March. The car allegedly accelerated to more than 90 miles per hour and the 
California Highway Patrol found no direct evidence to refute Mr. Sikes’ claim. Sikes’ version of a 
sudden acceleration claim was questioned by Toyota and NHTSA. Called into question was the 
technology in the Prius that cut the car’s engine when the brake was engaged. During the 911 
call, Mr. Sikes did not follow the operator’s request to shift the car into neutral, later stating that 
he was afraid to do so because he thought the car might flip or shift into reverse (Linebaugh & 
Kahn, 2010).

Federal investigators concluded that the Sikes incident was caused by human error, not 
faulty brakes. Retrieved information indicated there was no application of the brakes when the 
throttle was fully open. Toyota did a separate investigation of the March 8 incident and discov-
ered no evidence to back up the claim. The investigation showed the brakes and accelerator 
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had been applied more than 250 times. A joint investigation of the incident by NHTSA and 
Toyota cast serious doubts on Sikes’ claims. His car was equipped with a smart accelerator that 
cut power when the accelerator and brakes were fully applied simultaneously, something Sikes 
claimed to have done. His attorney hesitated to respond to inquiries and later said his client just 
wanted to be left alone (Cameron & Watson, 2010). 

In late March, Toyota selected Steve St. Angelo as quality chief for its North American 
vehicle operations as the Japanese automaker strived to regain customer trust after a mas-
sive recall over safety issues. St. Angelo was selected to lead a regional quality task force 
and serve on company President Akio Toyoda’s global panel. Toyota unveiled measures 
to improve quality control, including opening customer-service training centers by July 
2010 in all major regions, as it sought to regain consumer trust lost by recalls. The com-
pany increased technology offices to provide more engineers checking vehicle problems. 
Toyota’s overall recall cost had reached about $2 billion by this time, and forecasts sug-
gested another $5 billion for the following fiscal year (Stynes & Takahaski, 2010; Takahashi, 
2010c). Moody’s Investors Service cut the credit rating on Toyota’s long-term debt by a 
notch to match its lowest-ever level, saying the recalls raise questions about profitability 
until 2012 at the earliest (Kachi, 2010).

On March 30, U.S. regulators announced a broad investigation into automotive computer 
systems and software by experts from the National Aeronautics and Space Administration 
(NASA). Simultaneously, the National Academy of Sciences announced its own 15-month study. 
Several other automakers had experienced software issues with their cars, but NHTSA did not 
have any software or electronics specialists on staff (Worthen, 2010). 

For the month of March 2010, Toyota’s sales in Japan rose 51 percent over the previous 
year, which highlighted the strength of its brand in Japan despite a series of global safety recalls. 
In China, sales rose 33 percent in response to a major advertising campaign. Analysts said that 
government purchasing incentives boosted demand for the Prius fuel-efficient hybrid model 
(Takahashi, 2010c). Toyota’s global production rose 97 percent in March of 2010 compared to 
the same month in 2009. While much of the gain was attributed to low production in 2009 
associated with the global recession, the increase demonstrated resiliency for the battered car-
maker (Kachi, 2010). This was the clearest signal that the company had started to recover from 
its global recalls. Net profits were expected to grow 48 percent to $3.32 billion in the fiscal year 
ending March, 2011 (Takahashi, 2010d).

On April 9, a federal panel selected a U.S. district court judge (Federal Judge James V. Selna) 
in California to hear the growing number (approximately 100) of lawsuits against Toyota for 
sudden-acceleration incidents in its vehicles. The panel pooled the suits dealing with the valu-
ation of vehicles with the serious injury and wrongful death suits since each sought the same 
types of evidence as the other suits (Searcey, 2010d).

On April 12, Toyota was broadsided when Consumer Reports issued a rare “don’t buy” 
recommendation for the Lexus GX460 sport utility vehicle pending a manufacturer fix, stating 
that it could roll over in certain situations and cause a serious accident. On April 13, Toyota 
responded by temporarily halting sales of the GX460 while the company attempted to repro-
duce the test and consider appropriate remedies (Linebaugh, 2010a).

A total of 9,400 Lexus SUVs were recalled to fix stability-control software that could create 
a rollover risk. Sales resumed on April 28 when the company sent dealers a hand-held soft-
ware adjustment tool that was plugged into the vehicle’s computer (Linebaugh, 2010d; Mitchell 
& Linebaugh, 2010b). Toyota President Akio Toyoda stated that Transportation Secretary Ray 
Hood, who had criticized Toyota’s slow response to quality concern, told him that the com-
pany made a swift decision to recall the Lexus GX 460 (Takahashi, 2010d). On the same day, 
however, Toyota recalled 50,000 Sequoia SUVs for a similar problem after Consumer Reports 
magazine called the vehicles unsafe. Toyota replaced the engine-control computer to correct 
the problem (Linebaugh, 2010c). 
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Experts on consumer psychology suggested Toyota’s relentless attention from the media 
and government since the fall of 2009 made it much more likely that drivers would mistake any-
thing unexpected for actual danger. In the first ten weeks of 2010, 272 complaints were filed for 
speed control problems with the Prius compared to 74 in 2009 and only eight in 2008 (McClam 
& Krisher, 2010). Analysts, quality experts, and customers all wondered what went wrong when 
Toyota had been the leader in quality control for so long.

Toyota Endures the Crisis
In July, 2010 the Obama administration came under pressure to disclose more information 
about its investigation of Toyota, with Congressional representatives questioning whether 
officials were withholding data that could favor Toyota in some crashes (Mitchell, 2010a). 
Legislation was also introduced to mandate certain safety features in vehicles and increase the 
maximum amount that car makers could be fined for safety lapses along with public disclosure 
of vehicle-design information. 

Toyota continued to operate with extreme caution throughout the summer of 2010 with 
seemingly regular recall announcements. About 480,000 vehicles worldwide—mostly Avalon 
large sedans in the U.S.—were recalled due to steering-system flaws that could develop over 
time and lead to a loss of control. Toyota also recalled 270,000 Lexus vehicles globally for an 
engine problem that could have led to stalling over time (Ramsey, 2010). A much anticipated 
class-action lawsuit filed on August 2 accused Toyota of knowing its vehicles had electronic 
problems long before several high-profile acceleration incidents that prompted the worldwide 
recalls (Searcey, 2010a). This lawsuit aims to hold Toyota responsible for a drop in resale value 
that stemmed from the reports of its vehicles speeding out of control. 

Rivals Nissan and Honda were able to release strong 2010 fourth quarter net profits due to 
Toyota’s slow numbers in the wake of image problems. Meanwhile, Toyota boldly raised its 
earnings forecast for the next fiscal year thanks to improvements in its U.S. finance division and 
cost-reduction efforts (Ramsey & Takahashi, 2010). During the downturn, Toyota chose to retain 
workers even as its plants were idled, mimicking union-organized plants owned by the U.S. car 
makers. By reducing costs, Toyota was able to lift its operating profit during a time when profit-
ability was further threatened by the dollar’s fall against the yen. Toyota eventually posted a $2.2 
billion first quarter profit and raised its full-year profit forecast through March 2011 by $353 mil-
lion, to $4 billion (Simms, 2010). 

In August 2010, U.S. safety officials were yet to identify any new defects beyond those 
reported by the car maker itself. The data presented supported Toyota’s assertion that electronic 
defects in their cars did not cause the incidents. There was still no evidence that glitches in 
the electronic components of gas pedals could have caused sudden acceleration, as some auto 
safety advocates had suggested (Ramsey & Mitchell, 2010). Toyota also examined the placement 
design of its accelerator and brake pedals to see whether the current setup makes drivers more 
prone to hit the wrong one. Indeed, data collected from crashed Toyotas since March 2010 have 
shown that in most cases where sudden acceleration was reported, the driver had actually hit 
the gas pedal instead of the brake (Ramsey, 2010b).

In September 2010, an arbitrator allowed an ex-Toyota attorney to use documents typi-
cally covered by attorney-client privilege to accuse Toyota of fraudulently hiding evidence in 
product-liability litigation. In a favorable decision for Toyota, Dimitrios Biller’s claims were later 
dismissed in January 2011 (Searcey, 2011). Biller was ordered to pay $2.6 million for confidenti-
ality breaches, other matters, and to return to Toyota all confidential documents. In September, 
Toyota also reached a settlement with the relatives of a California Highway Patrol officer who 
was killed along with three passengers in the 2009 car accident believed to have been caused by 
a floor mat that became lodged against the accelerator pedal. 
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In November 2010, automakers lobbied heavily against the bill—proposed in response to 
the crisis—to mandate new safety technologies and increased government oversight. The pro-
posal, which included a boost in the average new-car fuel economy to as much as 62 miles a 
gallon by 2025, failed to garner enough support (Mitchell, 2010b). Industry leaders indicated 
they would support a scaled-back version of the proposed legislation to appease Congressional 
leaders.

In December 2010, Toyota and the Obama administration agreed to “turn the page to an 
even more constructive relationship with U.S. safety regulators” by paying a $32.425 million civil 
penalty for failing to properly disclose what the company knew about safety defects linked to 
recalls of millions of vehicles (Mitchell, 2010f). 

On February 8, 2011, the long-awaited report of the findings for alleged unintended 
acceleration in Toyota vehicles was revealed. The government investigation showed no link 
between electronic throttles and unintended acceleration in Toyota vehicles (Thomas, 2011). 
Government investigators stated that the only known cause of the problems were mechani-
cal defects that were fixed in previous recalls. The study, which was launched at the request of 
Congress, responded to consumer complaints that flawed electronics could have been behind 
Toyota’s continued series of recalls throughout 2010. The report lends credence to the argument 
that government, media and other entities may have blown the crisis out of proportion. When 
Toyota agreed to recall an additional 2.17 million vehicles to address potential floor-mat prob-
lems in late February, U.S. regulators officially closed the case (Ramsey, 2011).

Why Did Toyota’s Quality Control Fail? 
Some analysts speculated that the Toyota crisis was linked to the company’s high growth trajec-
tory. They point to Toyota’s 2002 declaration of “Global 15,” a shift from a customer-oriented 
focus to one emphasizing world market share growth from 10.7 percent at the time to a goal of 
15 percent. In the wake of testifying before a Congressional committee about the recall crisis, 
Akio Toyoda admitted that the company “lost its way and its sense of priorities in its rapid rise 
to the top of the auto industry” (Greimel, 2010; Simon & Kirchgaessner, 2010). It did not devote 
its total attention to the issues of kaizen or the continuous improvement of its products and 
processes.

Corporate culture was also suggested as a key contributor to the crisis. Executives 
preferred secrecy to openness, fueling suspicion of wrongdoing from the beginning. Corporate 
arrogance, complacency, and the company’s insular nature were also cited as concerns (Treece, 
2010). 

The crisis called into question Akio Toyoda’s leadership. Toyoda was perceived to be an 
aloof chief executive who needed to engage with the public, especially during the difficult 
time of the crisis. When he took over the company in June, 2008, which was founded by his 
grandfather, the global recession had devastated sales. Toyoda remained virtually invisible 
for weeks in what some experts call, “the worst-handled auto recall in history.” He had been 
“groomed” for his position since 1984 when he joined the company, and he had a reputation as 
a near-obsessive “car guy” (Soble & Reed, 2010b).

The crisis also rekindled a longstanding internal feud between the founding Toyoda family 
and a group of unrelated company executives. Shortly after the January recalls, Akio Toyoda 
attempted to push out the nonfamily executives, particularly his predecessor as president 
and vice chairman Katsuaki Watanabe. Toyoda argued that members of his clan placed a top 
emphasis on quality, whereas nonfamily executives were more concerned with faster growth 
and higher margins. According to Jim Press—once Toyota’s top U.S. executive—Toyota “was 
hijacked, some years ago, by anti-family, financially oriented pirates . . . [who] didn’t have the 
character to maintain a customer-first focus” (Shirouzu, 2010b).
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Other internal issues surfaced during the crisis. Toyota was organized in 2010 the 
same way it was 50 years earlier. The management structure lacked functional integration, 
creating the classical smokestack isolation issue (Taylor, 2010d). Functional divisions of 
the corporation, such as sales, manufacturing, and purchasing, reported to headquarters 
in Japan. The U.S. head of Toyota Motor Sales, Jim Lentz, stated flatly that he had no 
authority to order a vehicle recall. This kind of top-down management was reminiscent of 
U.S. automakers in decades past. For the most respected leader in the industry, Toyota, to 
operate in such a manner stunned other auto executives (Taylor, 2010d). Another structural 
and cultural issue involved the shusas, the chief engineers at Toyota who are responsible 
for a vehicle from its inception until its demise (Taylor, 2010e). These shusas are isolated 
in Toyota City, somewhat shielded from consumers. Some Toyota executives in the U.S. 
believed the shusas were reluctant to admit problems with their vehicles because they 
might lose face.

Another issue related to the crisis was Toyota’s focus on cost cutting designed to 
improve the profit margin goal that was emphasized by the nonfamily executives (Taylor, 
2010). Suppliers were pressed by Toyota to lower costs, some by as much as 30 percent. 
For example, components for the automobiles were grouped into categories in an effort to 
monitor costs of each. 

What Does the Future Hold?
In April, 2010 the U.S. Department of Transportation (DOT) Secretary Ray LaHood assessed 
a $16.4 million fine against Toyota. He reasoned that the automaker “knowingly hid” safety 
problem from regulators. The proposed fine, which was the maximum allowed under law 
against a carmaker, was the first linked to Toyota’s recall of more than eight million cars globally 
for gas-pedal and sudden-acceleration problems. “We now have proof that Toyota failed to live 
up to its legal obligation. Worse yet, they knowingly hid a dangerous defect for months from 
U.S. officials and did not take action to protect millions of drivers and their families.” Toyota also 
faced additional fines related to other recalls from the DOT and settlements in civil suits. The 
company was also subject to an investigation by the Securities & Exchange Commission and 
a federal grand jury. The action came as Toyota appeared to be putting the safety crisis behind 
it with rebounding sales in March thanks in part to generous incentives it offered to buyers. 
LaHood and his department took criticism from lawmakers and safety advocates for being too 
quick to accept Toyota’s explanations for sudden-acceleration incidents or for assessing fines 
that were not “big enough” (Mitchell & Linebaugh, 2010a).

The Toyota crisis triggered a momentary loss of confidence in Japanese management 
and quality control in the U.S., but the Japanese people’s faith in Toyota remained unshaken 
since most of the recalled models were in the U.S. (Sanchanta & Inada, 2010; Vranica, 2010). 
According to a CBS News poll, 81 percent of Americans believed “the company will be able 
to fix all the problems” and 78 percent still felt it safe to drive a Toyota vehicle. In China, a poll 
was conducted with similar results but with one interesting difference. Chinese car owners did 
not believe that Toyota delayed or engaged in a cover-up, and they indicated that Toyota had 
done a good job handling the issue. One suggested reason for this finding was that prevailing 
corruption and collusion among Chinese Communist officials encouraged manufacturers to 
cheat and to not recall. For manufacturers, the maximum fine was about $3,624, which created 
little if any incentive to recall faulty products (Before It’s News, 2010).

Some analysts predicted the financial impact on Toyota from its global recall would total 
more than $5 billion by 2011 because of increased incentive campaigns, litigation costs and 
marketing efforts (Sanchanta & Takahashi, 2010). By 2012, the recovery was underway. Sales 
rebounded, and Consumer Reports once again recognized Toyota as the top carmaker for 
overall quality.
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Acquisition: A form of a merger whereby one firm purchases another, often with a 
combination of cash and stock.

Adaptive Culture: A culture whereby members of an organization are willing and eager to 
embrace any change that is consistent with the core values.

Adverse Selection: The inability of shareholders to identify the precise competencies and 
personal attributes of top managers when they are hired. 

Agency Problem: A situation in which a firms’ top managers (i.e., the “agents” of the 
firms’ owners) do not act in the best interests of the shareholders.

Anthropogenic Climate Change: The notion that human activity (e.g., heavy 
manufacturing) has a substantial effect on global weather patterns.

Backward Integration: A firm’s acquisition of its suppliers.

Balanced Scorecard: An approach to measuring performance based on an array of 
quantitative and qualitative factors, such as ROA, market share, customer loyalty and 
satisfaction, speed, and innovation.

Barriers to Entry: Obstacles to entering an industry, including economies of scale, 
brand identity and product differentiation, capital requirements, switching costs, access to 
distribution channels, cost disadvantages independent of size, and government policy.

BCG Growth-Share Matrix: A corporate portfolio framework developed by the Boston 
Consulting Group that categorizes a firm’s business units by the market share that they hold 
and the growth rate of their respective markets.

Best Practices: Processes or activities that have been successful in other firms.

Blockholders: Large shareholders who monitor firm strategies to ensure effective 
management.

Blue Ocean Strategy: A growth strategy contingent on inventing or discovering a new 
industry or industry segment that creates new demand.

Brand Manager: The project manager in P&G’s version of the matrix structure.

Business Model: The economic mechanism by which a business hopes to sell its goods or 
services and generate a profit.

Business Process Reengineering: The application of technology and creativity in 
an effort to eliminate unnecessary operations or drastically improve those that are not 
performing well.

Business Strategy: A strategy delineating how a business unit competes with its rivals; 
also called competitive strategy.

Glossary
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Business Unit: An organizational entity with its own unique mission, set of competitors, 
and industry.

Business-to-Business (B2B): The segment of electronic commerce whereby businesses 
utilize the Internet to solicit transactions from each other.

Business-to-Consumer (B2C): The segment of electronic commerce whereby businesses 
utilize the Internet to solicit transactions from consumers, also known as e-tailing.

Business-to-Government (B2G): The segment of electronic commerce whereby 
businesses utilize the Internet to solicit transactions from government entities.

Capabilities: A firm’s skills at coordinating and leveraging resources to create value (often 
called strategic capabilities or dynamic capabilities).

Capital-Labor Substitution: An organization’s ability to substitute labor for capital or vice 
versa as production increases.

Centralization: An organizational decision-making approach with most strategic and 
operating decisions made by managers at the top of the organization structure (at corporate 
headquarters).

CEO Duality: A situation in which the CEO also serves as the chair of the board.

Clicks and Bricks: The simultaneous application of both electronic (“clicks”) and 
traditional (“bricks”) forms of commerce.

Commoditization: A process whereby firms are having a more difficult time 
distinguishing their products and services from those of their rivals.

Comparative Advantage: The idea that certain products may be produced more cheaply 
or at a higher quality in particular countries due to advantages in labor costs or technology.

Competitive Advantage: A state whereby a business unit’s successful strategies cannot be 
easily duplicated by its competitors.

Competitive Benchmarking: The process of measuring a firm’s performance against that 
of the top performers—usually in the same industry.

Conglomerate (Unrelated) Diversification: A form of diversification in which a firm 
acquires a business to reduce cyclical fluctuations in cash flows or revenues.

Consumer-to-Business (C2B): The segment of electronic commerce whereby consumers 
utilize the Internet to solicit transactions from businesses.

Consumer-to-Consumer (C2C): The segment of electronic commerce whereby 
consumers utilize the Internet to solicit transactions from each other.

Contingency Theory: A view that states the most profitable firms are likely to be the ones 
that develop the best fit with their environment.

Core Competencies: The firm’s key capabilities and collective learning skills that are 
fundamental to its strategy, performance, and long-term profitability.

Corporate Governance: The board of directors, institutional investors, and blockholders 
who monitor firm strategies to ensure managerial responsiveness.

Corporate Profile: Identification of the industry or industries in which a firm operates.

Corporate Restructuring: A change in the organization’s structure to improve efficiency 
and firm performance, including such activities as realigning divisions in the firm, reducing 
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the amount of cash under the discretion of senior executives, and acquiring or divesting 
business units.

Corporate-Level Strategy: The strategy that top management formulates for the overall 
company.

Creative Destruction: A process whereby managers consciously and constantly destroy 
the old by recombining its elements into new forms.

Crisis: Any substantial disruption in operations that physically affects an organization, its 
basic assumptions, or its core activities.

Crisis Management: The process of planning for and implementing the response to a 
wide range of negative events that could severely affect an organization.

Crisis Management Team: A cross-functional group of individuals within the 
organization who have been designated to develop and plan for worst-case scenarios 
and define standard operating procedures that should be implemented prior to any crisis 
event.

Critical Success Factors (CSFs): Elements of the strategy that are essential for success 
among most or all competitors within a given industry.

Culture: A society’s generally accepted values, traditions, and patterns of behavior.

Decentralization: An organizational decision-making approach with most strategic and 
operating decisions made by managers at the business unit level.

Differentiation Strategy: A generic business unit strategy in which a larger business 
produces and markets to the entire industry products or services that can be readily 
distinguished from those of its competitors.

Distinctive Competence: Unique resources, skills, and capabilities that enable a firm to 
distinguish itself from its competitors and create competitive advantage.

Diversification: The process of acquiring companies to increase a firm’s size.

Diversity: The extent to which individuals within an organization are different; what 
constitutes “different” is often debated, however.

Divestment: A corporate-level retrenchment strategy in which a firm sells one or more of 
its business units.

Downsizing: A means of organizational restructuring that eliminates part or all of one or 
more hierarchical levels from the organization and pushes decision-making downward in 
the organization.

Ecology: Relationships between humans and their surrounding environment, including 
other living creatures, plants, air, and water.

Economies of Scale: The decline in unit costs of a product or service that occurs as the 
absolute volume of production increases.

Economies of Scale: The reduction in per-unit costs as volume increases.

Emotional Intelligence: One’s collection of psychological attributes, such as motivation, 
empathy, self-awareness, and social skills.

Employee Stock Ownership Plans (ESOPs): Formal programs that transfer shares of 
stock to a company’s employees.
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Environmental Scanning: The systematic collection and analysis of information about 
relevant macroenvironmental trends.

E-tailing: Another term for B2C.

Ethical Relativism: The idea that ethics is based on accepted norms in a culture, meaning 
that what is ethical in one nation or culture might be unethical in another.

Exit Barriers: Economic, strategic, or emotional obstacles to leaving an industry.

Experience Curve: The reduction in per-unit costs that occur as an organization gains 
experience producing a product or service.

External Growth: A corporate-level growth strategy whereby a firm acquires other 
companies.

First-Mover Advantages: Benefits derived from being the first firm to offer a new or 
modified product or service.

Flat Organization: An organization characterized by relatively few hierarchical levels and 
a wide span of control.

Focus-Differentiation Strategy: A generic business unit strategy in which a smaller 
business produces highly differentiated products or services for the specialized needs of a 
market niche.

Focus–Low-Cost Strategy: A generic business unit strategy in which a smaller business 
keeps overall costs low while producing no-frills products or services for a market niche 
with elastic demand.

Focus–Low-Cost–Differentiation Strategy: A generic business unit strategy in which 
a smaller business produces highly differentiated products or services for the specialized 
needs of a select group of customers while keeping its costs low.

Formal Organization: The official structure of relationships and procedures used to 
manage organizational activity.

Forward Integration: A firm’s acquisition of one or more of its buyers.

Functional Strategies: The strategies pursued by each functional area of a business unit, 
such as marketing, finance, or production.

Functional Structure: A form of organizational structure whereby each subunit of 
the organization engages in firm-wide activities related to a particular function, such as 
marketing, HR, finance, or production.

Gap Analysis: Identifying the distance between a firm’s current position and its desired 
position with regard to an internal weakness. All things equal, it is desirable to take action 
to close the gap, especially when the gap leaves a firm vulnerable to external threats in its 
environment.

Generic Strategies: Strategies that can be adopted by business units to guide their 
organizations.

Geographic Divisional Structure: A form of organizational structure in which jobs and 
activities are grouped on the basis of geographic location—for example, northeast region, 
Midwest region, and far west region.

Goals: Desired general ends toward which efforts are directed.
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Gross Domestic Product (GDP): The value of a nation’s annual total production of 
goods and services.

Growth Strategy: A corporate-level strategy designed to increase revenues, and ultimately 
profits and/or market share.

Hedge Fund: An investment fund open to only a small number of investors but permitted 
by regulators to undertake riskier and more speculative investments.

Herfindahl-Hirschman Index (HHI): A sophisticated measure of market concentration 
calculated by summing the squares of the market shares for each firm competing in an 
industry.

Horizontal Growth: An increase in the breadth of an organization’s structure.

Horizontal Integration: A form of acquisition in which a firm expands by acquiring other 
companies in its same line of business.

Horizontal Related Diversification: A form of diversification in which a firm acquires 
a business outside its present scope of operation but with similar or related core 
competencies.

Horizontal Structure: An organizational structure with fewer hierarchies designed to 
improve efficiency by reducing layers in the bureaucracy.

Human Capital: The sum of the capabilities of individuals in an organization.

Human Resources (HR): The experience, capabilities, knowledge, skills, and judgment 
of the firm’s employees.

Hypercompetition: The notion that industries emerge, develop, and evolve so rapidly 
that identifying the current life cycle stage may be neither possible or worthwhile.

Industrial Organization (IO): A view based in microeconomic theory that states firm 
profitability is most closely associated with industry structure.

Industry: A group of competitors that produces similar products or services.

Industry Life Cycle: The stages (introduction, growth, shakeout, maturity, and decline) 
through which industries are believed to pass.

Inert cultures: Conservative cultures that encourage maintenance of existing resources.

Informal Organization: Interpersonal norms, behaviors, and expectations that evolve 
when individuals and groups come into contact with one another.

Information Asymmetry: When one party has information that another does not.

Information Symmetry: When all parties to a transaction share the same information 
concerning that transaction.

Innovation: Developing something new.

Integrative Social Contracts View of Ethics: Perspective suggesting that decisions 
should be based on existing norms of behavior, including cultural, community, or industry 
factors.

Intended Strategy: The original strategy top management plans and intends to 
implement.
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Internal Growth: A corporate-level growth strategy in which a firm expands by internally 
increasing its size and sales rather than by acquiring other companies.

International Franchising: A form of licensing in which a local franchisee pays a 
franchiser in another country for the right to use the franchiser’s brand names, promotions, 
materials, and procedures.

International Licensing: An arrangement whereby a foreign licensee purchases the 
rights to produce a company’s products and/or use its technology in the licensee’s country 
for a negotiated fee structure.

Intrapreneurship: The creation of new business ventures within an existing firm.

Justice View of Ethics: Perspective suggesting that all decisions will be made in 
accordance with established rules or guidelines.

Just-In-Time (JIT) Inventory System: An inventory system, popularized by the 
Japanese, in which suppliers deliver parts just at the time they are needed by the buying 
organization to use in its production process.

Knowledge Management: People and their skills and abilities (i.e., knowledge capital) 
represent the only resource that cannot readily be reproduced by a firm’s competitors. 
Knowledge capital must be effectively leveraged if high-performing firms are to remain as 
such over the long term.

Leadership: The capacity to secure the cooperation of others in accomplishing 
organizational goals.

Leadership Style: The consistent pattern of behavior that a leader exhibits in the process 
of governing and making decisions.

Learning: The increased efficiency that occurs when an employee performs a task 
repeatedly.

Leveraged Buyout (LBO): A takeover in which the acquiring party borrows funds to 
purchase a firm.

Liquidation: A corporate-level retrenchment strategy in which a firm terminates one or 
more of its business units by the sale of their assets.

Low-Cost Strategy: A generic business unit strategy in which a larger business produces, 
at the lowest cost possible, no-frills products and services industry-wide for a large market 
with a relatively elastic demand.

Low-Cost–Differentiation Strategy: A generic business unit strategy in which a larger 
business unit maintains low costs while producing distinct products or services industry-
wide for a large market with a relatively inelastic demand.

Macroenvironment: The general environment that affects all business firms in an 
industry, which includes political-legal, economic, social, and technological forces.

Managerial Ethics: An individual’s responsibility to make business decisions that are 
legal, honest, moral, and fair.

Market Share: The percentage of total market sales attributed to one competitor (i.e., firm 
sales divided by total market sales).

Mass Customization: The ability to individualize product and service offerings to meet 
specific buyer needs.
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Matrix Structure: A form of organizational structure that combines the functional and 
product divisional structures.

Merger: A corporate-level growth strategy in which a firm combines with another firm 
through an exchange of stock.

Micro-localization: Customizing products and services to suit the taste and needs of 
diverse consumers across a nation or region. 

Mission: The reason for an organization’s existence. The mission statement is a broadly 
defined but enduring statement of purpose that identifies the scope of an organization’s 
operations and its offerings to affected groups (i.e., stakeholders, as defined later in the 
book).

Mobile Commerce (M-Commerce): Transactions conducted in an entirely wireless 
environment, such as using a smartphone to both purchase and download an airline ticket 
or piece of music. 

Moral Hazard: When parties in an arrangement do not share equally in the risks and 
benefits. 

Multidivisional Structure: A structural form with two or more divisions based on 
products (a product divisional structure) or geography (a geographic divisional structure); 
also called an M-form.

Multiple Strategies: A strategic alternative for a larger business unit in which the 
organization simultaneously employs more than one of the generic business strategies.

Objectives: Specific, verifiable, and often quantified versions of a goal.

Objectivism: A philosophical perspective, espoused by Ayn Rand, that emphasizes an 
objective reality understood by logic and reason and focuses on individual freedom and 
property rights. 

Offshoring: Relocating some or all of a firm’s manufacturing or other business processes 
to another country typically to reduce costs.

Organizational Culture: The shared values and patterns of belief and behavior that are 
accepted and practiced by the members of a particular organization.

Organizational Resources: The firm’s systems and processes, including its strategies at 
various levels, structure, and culture.

Organizational Structure: The formal means by which work is coordinated in an 
organization.

Outsourcing: Contracting out a firm’s noncore, non-revenue-producing activities to other 
organizations primarily to reduce costs.

Outsourcing: Contracting out a firm’s noncore, non-revenue-producing activities to other 
organizations primarily (but not always) to reduce costs.

Partnerships: Contractual relationships with enterprises outside the organization.

PEST: An acronym referring to the analysis of the four macroenvironmental forces: 
(1) political-legal, (2) economic, (3) social, and (4) technological.

Physical Resources: An organization’s plant and equipment, geographic locations, access 
to raw materials, distribution network, and technology.
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PIMS (Profit Impact of Market Strategy) Program: A database that contains 
quantitative and qualitative information on the performance of more than 5,000 business 
units.

Process Innovations: A business unit’s activities that increase the efficiency of operations 
and distribution.

Process R & D: R & D activities that seek to reduce the costs of operations and make them 
more efficient.

Product Divisional Structure: A form of organizational structure whereby the 
organization’s activities are divided into self-contained entities, each responsible for 
producing, distributing, and selling its own products.

Product Innovations: A business unit’s activities that enhance the differentiation of its 
products or services.

Product/Service R & D: R & D activities directed toward improvements or innovations in 
the quality or uniqueness of a company’s outputs.

Profit Center: A well-defined organizational unit headed by a manager accountable for its 
revenues and expenditures.

Quality: The features and characteristics of a product or service that allow it to satisfy 
stated or implied needs.

Realized Strategy: The strategy top management actually implements.

Recession: A decline in a nation’s GDP for two or more consecutive quarters.

Relative Market Share: A firm’s share of industry sales when only the firm and its key 
competitors are considered (i.e., firm sales divided by sales of the key firms in the industry).

Religious View of Ethics: Perspective that evaluates organizational decisions on the basis 
of personal or religious convictions.

Resource-Based Theory: The perspective that views performance primarily as a function 
of a firm’s ability to utilize its resources.

Retrenchment Strategy: A corporate-level strategy designed to reduce the size of the 
firm.

Rights View of Ethics: Perspective that evaluates organizational decisions on the extent to 
which they protect individual rights.

Sarbanes-Oxley Act: Legislation passed in 2002 that created more detailed reporting 
requirements for boards and executives in public U.S. companies and accounting firms.

Self-Interest View of Ethics: Perspective suggesting the benefits of the decision maker 
should be the primary consideration when weighing a decision.

Self-Reference Criterion: The unconscious reference to one’s own cultural values as a 
standard of judgment.

Simple Structure: An organizational form whereby each employee often performs 
multiple tasks, and the owner/manager is involved in all aspects of the business.

Social Responsibility: The expectation that business firms should serve both society and 
the financial interests of shareholders.

Societal Values: Concepts and beliefs that members of a society tend to hold in high 
esteem. 
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Span of Control: The number of employees reporting directly to a given manager.

Stability Strategy: A corporate-level strategy intended to maintain a firm’s present size and 
current lines of business.

Stakeholders: Individuals or groups who are affected by or can influence an 
organization’s operations.

Strategic Alliances: A corporate-level growth strategy in which two or more firms agree 
to share the costs, risks, and benefits associated with pursuing new business opportunities. 
Strategic alliances are often referred to as partnerships.

Strategic Control: The process of determining the extent to which an organization’s 
strategies are successful in attaining its goals and objectives.

Strategic Group: A select group of direct competitors who have similar strategic 
profiles.

Strategic Leadership: Creating the vision and mission for the firm, developing strategies, and 
empowering individuals throughout the organization to put those strategies into action.

Strategic Management: The continuous process of determining the mission and goals 
of an organization within the context of its external environment and its internal strengths 
and weaknesses, formulating and implementing strategies, and exerting strategic control to 
ensure that the organization’s strategies are successful in attaining its goals.

Strategy: Top management’s plans to attain outcomes consistent with the organization’s 
mission and goals.

Strategy Level-Strategy Complexity (SLSC) Matrix: A tool for evaluating strategic 
alternatives that considers the organizational level of the alternative and the degree of 
strategic complexity.

Strong Culture: A culture characterized by deeply rooted values and ways of thinking that 
regulate firm behavior. 

Structural Innovations: Modifying the structure of the organization and/or the business 
model to improve competitiveness.

Subcultures: Culture within broader cultures.

Substitute Products: Alternative offerings produced by firms in another industry that 
satisfy similar consumer needs.

Sustainable Strategic Management (SSM): The strategies and related processes that 
promote superior performance from both market and environmental perspectives.

Sustained Competitive Advantage: A firm’s ability to enjoy strategic benefits over an 
extended period of time.

Switching Costs: One-time costs that buyers of an industry’s outputs incur as they switch 
from one company’s products or services to another’s.

SWOT (Strengths, Weaknesses, Opportunities, and Threats) Analysis: An analysis 
intended to match the firm’s strengths and weaknesses (the S and W in the acronym) with 
the opportunities and threats (the O and T) posed by the environment.

SW/OT Matrix: A tool for generating alternative courses of action by identifying relevant 
combinations of internal characteristics (i.e., strengths and weaknesses) and external forces 
(i.e., opportunities and threats).
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Synergy: When the combination of two firms results in higher efficiency and effectiveness 
that would otherwise be achieved by the two firms separately.

Takeover: The purchase of a controlling quantity of shares in a firm by an individual, a 
group of investors, or another organization. Takeovers may be friendly or unfriendly.

Tall Organization: An organization characterized by many hierarchical levels and a 
narrow span of control.

Top Management Team: A team of top-level executives—headed by the CEO—all of 
whom play instrumental roles in the strategic management process.

Total Quality Management (TQM): A broad-based program designed to improve 
product and service quality and to increase customer satisfaction by incorporating a holistic 
commitment to quality as seen through the eyes of the customer.

Transactional Leadership: The capacity to motivate followers by exchanging rewards for 
performance.

Transformational Leadership: The capacity to motivate followers by inspiring 
involvement and participation in a mission.

Triple Bottom Line: The notion that firms must maintain and improve social and 
ecological performance in addition to economic performance.

Turnaround: A corporate-level retrenchment strategy intended to transform the firm into 
a leaner and more effective business by reducing costs and rethinking the firm’s product 
lines and target markets.

Utilitarian View of Ethics: Perspective suggesting that anticipated outcomes and 
consequences should be the only considerations when evaluating an ethical dilemma.

Value Chain: A useful tool for analyzing a firm’s strengths and weaknesses and 
understanding how they might translate into competitive advantage or disadvantage. 
The value chain describes the activities that comprise the economic performance and 
capabilities of the firm.

Value Innovations: Modifying products, services, and activities in order to maximize the 
value delivered to customers.

Vertical Growth: An increase in the length of the organization’s hierarchical chain of 
command.

Vertical Integration: A form of integration in which a firm expands by acquiring a 
company in the distribution channel.

Vision: A view of the future when the mission is achieved in the present.

VRIO (Valuable, Rare, Inimitable, and Organization) Framework: A tool for 
assessing the competitive quality of a firm’s resources by examining value, rarity, 
imitability, and organization.

Weak Culture: A culture that lacks values and ways of thinking that are widely accepted 
by members of the organization.
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Downsizing, 275
Dreiling, Richard W., 424 (exhibit)
Drexel University, 4
Dunder Mifflin brand of paper, 223
Dunkin’ Donuts, 200

Earthquake and tsunami, Japan, 337
East Dawning, 200
Eating habits, 83–86
eBay, 99
E-books, 91
Eckhardt, Giana M., 146–148
Ecological influences, 67–68
Ecology, 67
Ecomagination, 477–479
e-Commerce times (website), 357 (table)
Economic forces, 63–68, 68 (box)
Economic recession. See Recession
Economies of scale, 38, 100, 221, 228
Economist, The (website), 357 (table)
Edgar Database (website), 357 (table)
Education, continuous, 233 (table)
E85 ethanol, 41
Electric vehicles, 91, 258
Electronic commerce, forms of, 98–99
Elevate America, 244
Emerging economies, 74–75, 111–112, 

314–315, 314 (exhibit)
See also specific countries

Emotional intelligence, 303
Employee benefits, 232
Employees, 111, 119 (table), 232, 250
Employee stock ownership plans (ESOPs), 122
Engagement, rules of, 27

Entrepreneurship, in China, 21–22
Entry, barriers to, 37–38 (box), 37–40
Entry, threat of, 37–40
Environmental labeling program, 83
Environmental responsibility, 87, 521
Environmental scanning, 100–101
Equal Employment Opportunity Act (1972), 

58 (table)
Equal Pay Act (1963), 58 (table)
Equity, return on, 226 (table)
ESOPs. See Employee stock ownership plans
E-tailing, 98–99
Ethical consumerism, 146–148
Ethical relativism, 125
Ethics, managerial, 122–129

about, 117
ethical decisions, memory device for 

making, 128 (box)
ethical problem examples, 123 (table)
integrative social contracts view of, 127
justice view of, 127
myths and realities, 129 (table)
perspectives on, 126–129, 129 (table)
rationalization tactics, 128–129
religious view of, 127
rights view of, 126–127
scandals, corporate, 124 (table)
self-interest view of, 126
social responsibility and, 139–140
strategy formulation issues, 262
utilitarian view of, 126

Ethnic minorities, 81
Etsy.com, 243
Europages (website), 357 (table)
European Economic Area, 61
European Mini-Storage S. A., 268–269
Everson, Mark W., 123 (table)
Exchange rates, 66–67, 138
Exit barriers, 36–37
Experience curve, 227–228
Experimental mind-set, 233 (table)
Expertise, 250
External environment:

analysis of, 2, 53–54, 54 (figure)
Costco, 408–411
environmental scanning, 100–101
Macy’s Inc., 519–522
Netflix, 541–543
See also Economic forces; Political-legal 

forces; Social forces; Technological 
forces

External growth, 154–156, 155 (box)
Exxon Valdez oil spill, 336
EZCorp, 65

Facebook, 51
Fair Labor Standards Act (1938), 57 (table)
Family and Medical Leave Act (1993), 58 (table)
Family Dollar Stores:

balance sheet, 441–442 (box), 464–465 (box)
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as Dollar General competitor, 432–434, 
433 (exhibit), 434 (exhibit), 
441–442 (box), 446–447 (table)

income statement, 441 (box), 463 (box)
merchandise, 433–434, 434 (exhibit), 

453–454 (exhibit)
mission, 433 (exhibit), 452, 452 (exhibit)
stores, 434 (exhibit), 451 (exhibit), 

453 (exhibit)
See also Family Dollar Stores case study

Family Dollar Stores case study, 448–475
balance sheet, 464–465 (box)
cash flows statement, 465–467 (box)
challenges, 462
customer loyalty, 452
Dollar General as competitor, 457–458 

(exhibit), 457–460, 459 (exhibit), 
468–470 (box), 470–471 (box)

dollar stores and the recession, 448–449, 
449 (exhibit)

dollar stores as small box discounters, 448
Dollar Tree as competitor, 460–461, 

460–461 (exhibit), 462 (exhibit), 
472 (box), 473 (box), 474–475 (box)

employee teams, 455–456
financial data, 451 (exhibit)
growth, 453–454 (exhibit), 453–455
history, 449–451
improvement, continuous, 455
income statement, 463 (box)
legal issues, 456
merchandise, 453–454 (exhibit)
mission, 452, 452 (exhibit)
sales data, 450 (exhibit)
stores, 451 (exhibit), 453 (exhibit)
takeover bid, 456

FAQs. See Frequently asked questions
Fashion, fast, 521
Fast Company (website), 357 (table)
Fast-food restaurants:

bargaining power of buyers, 41
business unit strategies, 192–193 (box)
China, 84–85, 89, 200
critical success factors, 43 (box)
defining, 28, 29, 40
economic forces, 64
global corporate strategy, 167
growth strategies, 153–154, 154 (table)
marketing, 224–225
social forces, 84–85, 89
social responsibility, 131
See also Kapai New Zealand case study; 

specific restaurants
Favaro, Ken, 311–325
Federal Trade Commission Act (1914), 

57 (table)
Federated Department Stores, 223
FedEx case study, 376–377
Fiat, 163
Fiat Industrial, 163

Finance, 220 (table), 225–226, 226 (table), 
227 (box), 236 (table)

Financial Times, 331, 357 (table)
FindArticles (website), 357 (table)
Fiorina, Carly, 120–121
First Cash Financial Services, 65
First-mover advantages, 196
Fisher-Price, 261
Five forces model. See Porter’s five forces model
Flat organizations, 273, 274
Focus. See Growth through focus
“Focus and Scale on the Internet” (Laseter), 

47–51
Focus-differentiation strategy, 190–191
Focus–low-cost–differentiation strategy, 195
Focus–low-cost strategy, 187–188
Fonterra Brands, 211, 215
Food consumption patterns, cultural 

differences in, 84–85
Food labeling, 57
Food Quality Protection Act (1996), 58 (table)
Footprint Chronicles, 244
Ford Motor Company:

case study, 377–378
corporate-level strategies
management model, 317 (exhibit), 319
outsourcing, 137
political-legal forces, 63 (box)
social forces, 86, 87

Foreign Corrupt Practices Act (1978), 58 (table)
Formal organization, 333, 334
Forrester Research (website), 357 (table)
Fortune 500 (website), 357 (table)
Fortune magazine, 330, 331
Forward integration, 157
Founders, 296
Franchising, international, 166
FreeMarkets Inc., 47, 48
Frequently asked questions (FAQs), 99
Friedman, Thomas, 90
Friedrich, Roman, 108–115
Friendly takeovers, 135–136
Fuan Textiles, 139
Fuel prices, 86–87
Functional relationships, pull-based, 290
Functional strategies, 219–245

about, 219–221, 220 (table)
defined, 219
finance, 220 (table), 225–226, 226 (table), 

227 (box), 236 (table)
human resources, 220 (table), 231–234, 

233 (table), 235 (box), 236 (table)
industry life cycle and, 235, 236 (table)
information systems management, 

220 (table), 234–235, 235 (box)
marketing, 220 (table), 221–225, 224 (box), 

225 (box), 236 (table)
production, 220 (table), 227–230, 

231 (box), 236 (table)
purchasing, 220 (table), 230–231, 231 (box)
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Functional structure, 275–276, 276 (figure)
Future Group, 568
Future Logistics Solutions Limited, 569–570

Gap (company) 1, 65
Gap analysis, 248
Gasoline prices, 86–87
GATT. See General Agreement on Tariffs and 

Trade
GDP. See Gross domestic product
Geely Automobile Holdings, 74
General Agreement on Tariffs and Trade 

(GATT), 61
General Electric (GE), 136, 302

See also General Electric case study
General Electric (GE) case study, 475–483

Africa healthcare initiative, 477
criticism of GE, 480–481
Ecomagination, 477–479
history, 475–476
Hudson River clean-up, 476
light bulbs, 476–477
social responsibility dilemma, 481
social responsibility efforts, past, 476–479
social responsibility models, 479–480, 

481 (exhibit), 482 (exhibit)
General Mills, 134, 179
General Motors (GM):

corporate-level strategies, 158
health care costs, 138
outsourcing, 137
reorganization, 73
social forces, 86, 87

Generation C, 108–114
characteristics, 109–111
described, 108–109
emerging economies, 111–112
industry effects, 112–115
tech future and, 113–114
as workers, 111

Generation gap, 110–111
Generic strategies, 183
Geographic divisional structure, 277–278, 

277 (figure)
Germany, 168–169
Gerzema, John, 241–245
Ghemawat, Pankaj, 75
Gillette, 4
Girl Scouts, 134
Global corporate strategy, 166–170
Global governance trends, 313–316, 

314 (exhibit), 315 (exhibit)
Globalist, The (website), 357 (table)
Globalization, 12, 341
Global level of global corporate strategy, 167
Global middle-class market, 73–77
Global orientation assessment, 169–170
GM. See General Motors
Goals, 118–119, 119 (table), 250
Goldman Sachs, 269

Goodyear, 161, 199 (box)
Google, 11, 160, 201, 357 (table)
Governance, corporate, 7–10, 313–316, 

314 (exhibit), 315 (exhibit)
Government:

China, 22–24, 23 (exhibit)
entry, threat of, 39–40
regulation, threat of, 60

GP Batteries International, 139
Grocery stores, 101, 187–188, 190–191

See also specific stores
Gross domestic product (GDP), 61, 64–65
Gross profit margin, 226 (table)
Groupe Danone, 216
Groupon, 50, 51, 94
Groups, strategic, 183–184
Grover, Surbhee, 176–181, 177 (exhibit), 

178 (exhibit)
Growth stage, of industry life cycle, 30
Growth strategies, 153–159

conglomerate (unrelated) diversification, 
152, 157

defined, 153
external growth, 154–156, 155 (box)
horizontal, 274–275
horizontal integration, 156
horizontal related diversification, 151–152, 

156–157
internal growth, 153–154, 154 (table)
strategic alliances, 157–159
vertical, 273–274
vertical integration, 157
See also Growth through focus

Growth through focus, 208–217
about, 208
scale, building, 216
steps, 210–214
traps, avoiding, 215–216
winemaker’s logic, 208–209, 209 (table)

“Growth Through Focus” (Khosla and 
Sawhney), 208–217

Guarantees, 229
Guardian Preservation Services, 55

H. J. Heinz, 88
Haddock, Ronald, 73–77
Haier Group, 73, 268
Hammergren, John H., 318–319
Hampton Inn, 221
Harley-Davidson, 256
Hasbro, Inc., 82 (box)
Hastings, Reed, 338, 543
HBO. See Home Box Office
Health and fitness trend, 81
Health care, 80, 112–113, 138
Health clubs, 221–222
Healthy-snack market, 29
Hedge funds, 9
Herfindahl-Hirschman Index (HHI), 34
Herrington, Doug, 51



STRATEGIC MANAGEMENT630

Hewlett-Packard (HP), 120–121, 123 (table), 125
Heyer, Steven, 123 (table)
HHI. See Herfindahl-Hirschman Index
Hill, Steve, 49
Hispanics, 81
Holding companies, 317–318, 317 (exhibit), 

320–323 (exhibit), 321, 324
Hollywood Entertainment, 541–542
Home Box Office (HBO), 123 (table)
Home Depot, 133 (box), 191, 378–379
Honda Motor Company, 256, 268
Hon Hai Precision Industry, 337–338
Hoover’s (website), 357 (table)
Horizontal growth, 274–275
Horizontal integration, 156
Horizontal related diversification, 151–152, 

156–157
Horizontal structure, 275
Hotels, 36, 94, 199 (box)
Hot-fill technology, 290–291
“How to Prevent Self-Inflicted Disasters” 

(Kronenberg), 347–352
HP. See Hewlett-Packard
Huawei, 21
Hudson River clean-up, 476
Huiyuan Juice Group, 24, 62, 136
Human capital, 233–234, 233 (table)
Human resources:

about, 220 (table), 231–232
board of directors, 249
case analysis, 235 (box)
Costco, 411–412
functional strategies, 231–234
human capital and knowledge 

management, 233–234, 233 (table)
industry life cycle and, 236 (table)
knowledge and competitive advantage, 234
middle management, supervisors, and 

employees, 250
organizational culture and, 298
planning program, 250
strengths and weaknesses, 248–250

Hungary, 555 (table)
Hurd, Mark, 123 (table), 125
Hurricane Ivan, 133 (box)
Hurricane Katrina, 338
Hypercompetition, 31
Hyundai Motor Company, 74, 194–195

IBM Corporation, 18, 24, 123 (table)
IKEA, 201
Impact Articles (website), 357 (table)
Imus, Don, 337
InBev, 156
Incentives, 350–351
Income statements:

Costco, 415–416 (exhibit)
Dollar General, 438 (box)
Dollar Tree, 474–475 (box)
Family Dollar Stores, 441 (box), 463 (box)

Kodak, 502–503 (table)
Macy’s Inc., 530–532 (exhibit)
Netflix, 547–548 (exhibit)
Skoda Auto, 560 (exhibit)

India:
air cargo networks, 578–579
automobile industry, 168, 557
business unit strategies, 202
cities, 571 (table), 582 (table), 583 (table), 

584 (table), 587 (figure)
consumer spending, 570–572, 583 (table), 

584 (table)
Dunkin’ Donuts, 200
entry into, 567–568, 574, 585 (table)
micro-localization, 201
motorcycle industry, 256
outsourcing to, 136–137
railway network, 577
real estate costs, 573
retail, 572–575, 585–586 (table)
road networks, 576–577, 588 (table)
shipping ports, 578
Skoda Auto, 557
soft drink industry, 337
supply chain management/logistics, 

575–578, 587 (figure)
Taco Bell, 88
Wal-Mart, 169
warehousing, 578
web-based operations/capabilities, 579
workforce, 570, 588 (figure)
Yum! Brands, 167
See also Staples case study

Indonesia, 168
Industrializing countries, 74–75, 111–112, 

314–315, 314 (exhibit)
See also specific countries

Industrial organization (IO), 6–7
Industries:

critical success factors, 27–28
defined, 27
growth, slow, 35
identifying, 32 (box)
position in, 251
primary, 29
profitability, potential, 43 (box)
rules of engagement, 27
secondary, 29

Industry competition:
about, 27–29, 32, 33 (figure)
bargaining power of buyers, 40–41
entry, threat of, 37–40
industry life cycle, 30–31, 30 (figure)
rivalry among incumbent firms, intensity 

of, 32–37
substitute products, 40
See also Industry structure

Industry life cycle, 30–31, 30 (figure), 32 
(box), 196–197, 235, 236 (table)

Industry structure, 32–42
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about, 32, 33 (figure)
bargaining power of buyers, 40–41
entry, threat of, 37–40
intensity of rivalry among incumbent firms, 

32–37
limitations of Porter’s five forces model, 42
substitute products, 40

Industry Week (website), 357 (table)
Inert cultures, 297
Inflation rates, 66
Influence on strategic management, 6–7, 

6 (table)
Informal leaders, 350
Informal organization, 333–334
Information asymmetry, 96
Information flow and mindsets, 348, 

349 (exhibit), 351
Information symmetry, 96–97
Information systems management, 

220 (table), 234–235, 235 (box)
Infosys Technologies Ltd., 268
Ingredient synonymy, 179
Injury, denying, 128
Innovation:

about, 176
adaptive culture and, 296
advantage, paths to, 178–180, 178 (exhibit)
aptitude for, 289–290
Costco, 412–413
mis-investment, 176–178, 177 (exhibit)
product, 193, 194
published information for strategic 

control, 331
reverse, 76
scale, advantage of, 180–181
structural, 195
value, 193, 194–195

Inside directors, 8, 9
Inside perspectives on strategy, 2–3
Insider CEOs, 313
Integration, 156, 157, 180
Integrative social contracts view of ethics, 127
Intel, 160
Intelligence:

competitive, 125
emotional, 303

Intended strategy, 5
Interest rates, 66
Internal environment:

analysis of, 2
Costco, 411–414
Macy’s Inc., 522–525
Netflix, 543–546

Internal growth, 153–154, 154 (table)
International franchising, 166
International level of global corporate 

strategy, 166
International licensing, 166
International Paper (IP) case study, 379–380
Internet:

as distribution channel, 97
marketing, 222
social trends, 82
strategic dimensions of, 96–97
strategic management trends, 341
as technological force, 92–95

Internet companies:
business unit strategies, 191
capabilities, local, 49–51
China, 62
execution, 51
focus, 49–51
grocery stores, 191
marketing, 223, 224 (box)
retailers, 223, 224 (box)
scale, 47–49
search firms, 62
technological forces, 94
travel agencies, 94
See also specific companies

Internet Public Library (website), 357 (table)
Intrapreneurship, 196
Introduction stage, of industry life cycle, 30
Inventory system, just-in-time, 231
Inventory turnover, 226 (table)
IO. See Industrial organization
IP. See International Paper case study
Iraq war, 56
Ivan, Hurricane, 133 (box)

J. D. Power, 331
J. Hilburn (company), 50
Jack in the Box case study, 380–381
Japan:

automobile industry, 60, 64, 67, 337
business negotiations, 89
earthquake and tsunami, 337
exchange rates, 67
inventory system, just-in-time, 231

J.C. Penney Company, Inc., 522
JCPenney.com, 224 (box)
JetBlue Airways, 159–160, 192, 302
JIT. See Just-in-time inventory system
Johnson & Johnson, 130 (figure), 291, 

301 (box), 336, 340
Joint Juice, 268
Justice view of ethics, 127
Just-in-time (JIT) inventory system, 231

Kandybin, Alexander, 176–181, 177 (exhibit), 
178 (exhibit)

Kapai New Zealand case study, 483–498
business concept development, 484–485
competitors, 492
costs, 489, 490 (figure)
future, 492–493, 495
growth opportunities, 493–495, 494 (figure)
health concerns and industry responses, 

491–492
management and staffing, 488
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marketing, 490
menu, 487–488, 496 (box)
New Zealand, fast-food and salad stores in, 

490–491
operations, 488
stores, 485–487
supply procurement, 488–489
values, 486 (figure)

Karlsson, Per-Ola, 311–325
Kate Spade LLC, 260 70
Katrina, Hurricane, 338
Kelleher, Herb, 301 (box), 302 (box)
Kellogg’s, 168
Ketchup consumption, Mexican, 88
KFC, 21, 43 (box), 167, 200

See also Yum! Brands
Khosla, Sanjay, 208–217
Kirchner, Cristina, 55
Kmart, 155 (box)
Knight-Ridder, 93–94 (box)
Knight-Ridder Digital, 93 (box)
Knowledge, 234, 250
Knowledge management, 233–234, 233 (table)
Kodak case study, 498–517

balance sheet, 501–502 (table)
definitions, 511
demand, 508–509, 508 (figure)
digital strategy, 500, 503–504
growth abroad, 508–509
history, 2003-2007, 504–506, 505 (table)
income statement, 502–503 (table)
market share, 509–510, 510 (table), 

511 (table)
new Kodak, emergence of, 511–514, 

512 (figure), 513 (figure)
technological innovations, 506–507

Kola Real, 185 (box)
Koster, Alex, 108–115
Kraft Foods:

business unit strategies, 201
growth through focus, 210–211, 212, 213, 

214, 215, 216
synergy, 152
See also Oreo cookies

Kramer, Mark, 480, 482 (exhibit)
Kroc, Ray, 296
Kroger case study, 382
Kronenberg, Eric, 347–352

Labels and labeling, 57, 59–60, 83
Lands’ End case study, 382–383
Laseter, Tim, 47–51
Latin America, 53–54
Latinos, 81
Lauster, Steffen, 286–291
LBO. See Leveraged buyout
Leadership:

about, 295
Costco, 411
informal, 350

involved, 233 (table)
Netflix, 543–544
style of, 300–303, 303 (figure)
transactional, 300, 302, 303 (figure)
transformational, 300–301, 302, 303 (figure)
See also Strategic leadership

Lean finely textured beef (LFTB), 82
Learning, 228
Ledger, metaphor of the, 129
Legal forces. See Political-legal forces
Lego, 187
Leighton, David, 9
Leveraged buyout (LBO), 136
Leverage ratios, 226 (table)
Levi Strauss, 40
LFTB. See Lean finely textured beef
LG Corporation, 317 (exhibit), 318
Licensing, international, 166
Life cycle, industry, 30–31, 30 (figure), 

32 (box), 196–197, 235, 236 (table)
Light bulbs, 476–477
Lipton, 210, 211–212, 213
Liquidation, 163
Liquidity ratios, 226 (table)
Liquidity test, 226 (table)
Loans, negative amortization, 119
Local capabilities, 49–51
Localization, 200–201, 214
Location, as physical resource, 251
Long-term debt-to-equity ratio, 226 (table)
Lorillard, 31
Low-cost–differentiation strategy, 184, 

191–195, 192–193 (box), 193 
(table), 341

Low-cost (cost leadership) strategy (without 
focus):

Porter’s generic strategies, 184, 185–187, 
185 (box)

Lowe’s, 133 (box)

Macroenvironment, 53
See also External environment

Macy’s Inc. case study, 517–538
balance sheet, 532–533 (exhibit)
Bloomingdale’s, 523–524
competition, 521–522, 525 (exhibit), 

526 (exhibit), 527 (exhibit)
employee training, 524
environmental movement, 521
external environment, 519–522
fast fashion, 521
history, 517–519
income statement, 530–532 (exhibit)
internal environment, 522–525
Macy’s Online, 522
Material Girl line, 523
merchandise, 523
My Macy’s, 523, 529 (exhibit)
operations, 525
organizational culture, 524
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organizational structure, 522, 
528–529 (exhibit)

social responsibility, 524
stock price, 530 (exhibit)

Macy’s Online, 522
Mad-cow disease, 56
MagPortal (website), 357 (table)
Malaysia, 200
Mall retailers, 65
Management models, 316–324

about, 316–317
active management companies, 

317 (exhibit), 318–319, 320–323 
(exhibit), 323, 324

holding companies, 317–318, 317 (exhibit), 
320–323 (exhibit), 321, 324

operationally involved companies, 
317 (exhibit), 319–323, 
320–323 (exhibit), 324

strategic management companies, 317 
(exhibit), 318, 320–323 (exhibit), 321, 
322, 324

Managerial ethics. See Ethics, managerial
Managers as stakeholders, 118–119, 119 (table)
Marchionne, Sergio, 163
Marco’s Pizza, 187
Marketing:

about, 220 (table), 221
case analysis, 225 (box)
Costco, 413
Dollar General, 430–431, 430 (exhibit), 

431 (exhibit)
food to children, 85–86
industry life cycle and, 236 (table)
Kapai New Zealand, 490
place (distribution) strategies, 224–225, 

224 (box)
pricing strategies, 221–222
product/service strategies, 222–224
promotion strategies, 222
to women, 80

Marketing Power (website), 358 (table)
Market share, 29, 331–332, 509–510, 

510 (table), 511 (table)
Mars Inc., 176, 179, 181
Más Club, 195
Mass customization, 99–100
Massmart Holdings, 169
Material Girl line, 523
Matrixes:

Boston Consulting Group growth-share, 
163–165, 164 (figure), 165 (figure)

strategy level-strategy complexity, 257–258, 
258 (figure)

SW/OT, 255–257, 257 (figure)
Matrix structure, 278–279, 279 (figure)
Matrixx Initiatives, 337
Mattel case study, 384–385
Maturity stage, of industry life cycle, 30–31
McCarthy, Barry, Jr., 543

McClatchy, 94 (box)
McCord, Patty, 544
McDonald’s:

attributes, 28
business unit strategies, 191–192
China, 61, 85, 294
corporate-level strategies, 154, 

154 (table), 167
crisis management, 337
critical success factors, 43 (box)
industry, 29, 40, 42
marketing, 222, 225
organizational culture, 296
political-legal forces, 59
Russia, 167
social forces, 84, 85
social responsibility, 133–134
strategic change, 293–294
strategy level-strategy complexity matrix, 

258 (figure)
SW/OT matrix, 256–257, 257 (figure)

McKesson Corporation, 317 (exhibit), 318–319
M-commerce (mobile commerce), 98
Measurement, concern for, 233 (table)
Memory device for making ethical decisions, 

128 (box)
Mendesh, John, 134
Mergers, 154, 424

See also specific companies
Metaphor of the ledger, 129
Mexico:

bribery, 125
Coca-Cola, 185 (box)
ketchup consumption, 88
PepsiCo, 185 (box)
soft drink industry, 185 (box)

M-form structure (multidivisional structure), 276
Micro-localization, 201
Microsoft, 34, 244
Middle-class market, global, 73–77
Middle management, 250
Miles and Snow strategy framework, 196–197, 

197 (box)
Military conflicts, 56
Miller, Robert “Steve,” 162
Minorities, ethnic, 81
Minow, Nell, 9 (box)
Mintel International Group, 29
Mintzberg, Henry, 5
Mis-investment, 176–178, 177 (exhibit)
Mission:

Bob’s Supermarket, 396
defined, 1
Dollar General, 425 (exhibit)
Dollar Tree, 460 (exhibit)
Family Dollar Stores, 433 (exhibit), 452, 

452 (exhibit)
organizational direction and, 118
Skoda Auto, 555
strategy consistency with, 250
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Mobile commerce (m-commerce), 98
Mobile phones, 36, 60, 97, 507
Models:

business, 3–4, 94–95
Carroll’s social responsibility, 479–480, 

481 (exhibit)
Porter and Kramer’s social responsibility, 

480, 482 (exhibit)
See also Management models; Porter’s five 

forces model
Moffat, Robert, 123 (table)
Moral hazard, 120, 159
Morningstar (website), 358 (table)
Mortgage crisis, 119
Motel 6, 221
Motivators in organizational DNA, 348, 

349 (exhibit), 350–351
Motley Fool, The (website), 358 (table)
Motorcycle industry, 256, 268
MSNBC, 337
Mulally, Alan, 319
Multidivisional structure (M-form 

structure), 276
Multinational companies, 24–25, 42, 74–75
Multinational level of global corporate 

strategy, 166
Multiple strategies, 185
My Dollar Store, 65
My Macy’s, 523, 529 (exhibit)

NAFTA. See North American Free Trade 
Agreement

NAICS. See North American Industry 
Classification System

Napster, 91
National Association of Realtors, 60
Negative amortization loans, 119
Negotiations, business, 89
Neilson, Gary L., 286–291, 311–325
Nespresso System, 180
Nestlé, 85, 167, 180
Netflix, 338

See also Netflix case study
Netflix case study, 539–551

balance sheet, 548–549 (exhibit)
competition, 541–542, 546 (exhibit)
devices, app ready, 546 (exhibit)
external environment, 541–543
financial operations, 545–546
history, 539–540
income statement, 547–548 (exhibit)
internal environment, 543–546
leadership, 543–544
organizational culture, 544
promotion, 545
research & development, 544–545
stock price, 547 (exhibit)
trends, 542–543

Netto, 169
Networks:

distribution, 39, 251
in organizational DNA, 348, 349 (exhibit), 351
social, 110

Newspapers, 93–94 (box)
Newswise (website), 358 (table)
New Zealand. See Kapai New Zealand 

case study
Nextag, 160
Nicorette, 181
Nike case study, 385–386
9/11 terrorist attacks, 83, 335
Nokia, 24
Nordstrom, Inc., 521–522
North American Free Trade Agreement 

(NAFTA), 61
North American Industry Classification System 

(NAICS), 28, 358 (table)
Novak, David, 167

Objectives, 118
Objectivism, 126
Occupational Safety and Health Act (1970), 

58 (table)
Occupy Wall Street movement, 124 (box), 139
Office Depot, 34, 590 (figure)
Offshoring and outsourcing, 95, 136–139, 

186, 351
Oil companies, 41, 347
Olofsson, Lars, 261
Online auction industry, 31
Online companies. See Internet companies
Openness, climate of, 233 (table)
Operationally involved companies, 
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