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p r e f a c e

The first edition of Global Strategy intended to set a new standard for strategic manage-
ment and international business textbooks in general and for global strategy textbooks 
in particular. This book serves the needs of three types of undergraduate or MBA 
courses: (1) global or international strategy courses, (2) strategic management courses 
(especially those taught by internationally oriented instructors), and (3) international 
business courses (especially those taught by strategically oriented instructors). Based on 
enthusiastic support from students and professors in Australia, Austria, Brazil, Britain, 
Canada, China, France, Germany, Hong Kong, India, Macau, the Netherlands, New 
Zealand, Norway, Portugal, Romania, South Korea, Sweden, Taiwan, Thailand, and 
the United States, the first edition achieved unprecedented success, and was already 
translated into Chinese and Portuguese. 

The second edition of Global Strategy aspires to do even better. It continues the 
market-winning framework centered on the “strategy tripod” pioneered in the first 
edition, and has been thoroughly updated to capture the rapidly moving research 
and events of the past several years. Its most strategic features include (1) a broadened 
definition of “global strategy,” (2) a comprehensive and innovative coverage, (3) an 
in-depth and consistent explanation of cutting-edge research, and (4) an interesting and 
accessible way to engage students. 

A Broadened Definition of “Global Strategy”
In this book, “global strategy” is defined not as a particular multinational enterprise 
(MNE) strategy, but as “strategy around the globe.” While emphasizing international 
strategy, we do not exclusively focus on it. Just like “international business” is about 
“business” (in addition to being “international”), “global strategy” is most fundamentally 
about “strategy” before being “global.” Most global strategy and international business 
textbooks take the perspective of the foreign entrant, typically the MNE, often dealing 
with issues such as how to enter foreign markets and how to look for local partners. 
Important as these issues are, they cover only one side of international business—
namely, the foreign side. The other side, naturally, is how domestic firms strategize by 
competing against each other and against foreign entrants. Failing to understand the 
“other side,” at best, covers only one side of the coin.

A Comprehensive and Innovative Coverage
With a broadened definition of “global strategy,” this book covers the strategies of both 
large MNEs and small entrepreneurial firms, both foreign entrants and domestic firms, 
and both firms from developed economies and companies from emerging economies. 
As a result, this text offers the most comprehensive and innovative coverage of global 
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strategy topics available on the market. In short, it is the world’s first global, global-
strategy book. Its unique features include:

• A chapter on institutions, cultures, and ethics (Chapter 4) and a focus on the 
emerging institution-based view of strategy (in addition to the traditional industry- 
and resource-based views) throughout the book. 

• A chapter on entrepreneurship (Chapter 5), especially its internationalization aspects.

• A chapter on global competitive dynamics (Chapter 8), including substantial 
discussions on cartel, antitrust, and antidumping issues typically ignored by other 
textbooks.

• A chapter on both product and geographic diversification (Chapter 9), which is the 
first time these crucial aspects of corporate strategies appear in the same textbook 
chapter.

• A chapter on corporate governance around the world (Chapter 11). This is the first 
time in a major textbook both the principal-agent conflicts and principal-principal 
conflicts are given equal “air time.”

• A chapter on corporate social responsibility (Chapter 12), an increasingly important 
area of interest. 

• Geographically comprehensive coverage, not only covering firms from the 
developed economies of the Triad (North America, Western Europe, and Japan), 
but also those from emerging economies of the world (including Africa, Asia, 
and Latin America).

• A consistent theme on ethics, which is not only highlighted in Chapters 4 and 12 
but also throughout all chapters in the form of Ethical Challenge features and 
ethics-based critical discussion questions.

An In-depth and Consistent Explanation
The breadth of the field poses a challenge to textbook authors. My respect and 
admiration for the diversity of the field has increased tremendously as research for the 
book progresses. To provide an in-depth and evidence-based explanation, I have system-
atically drawn on the latest research, including some of my own work. Specifically, 
every article in each issue published in the last ten years in leading journals such as the 
Academy of Management Journal, Academy of Management Review, Journal of International 

Business Studies, and Strategic Management Journal has been consulted. Much other 
related work has also been cited. Consequently, the Endnotes after each chapter are 
lengthy and comprehensive. While not every work in the literature is cited, I am 
confident that I have left no major streams of research untouched. Readers, especially 
contributors to the literature, should feel free to check the Index of Names to verify 
this claim.

Given the breadth of the field, it is easy to lose focus. To combat this tendency, I 
have endeavored to provide a consistent set of frameworks in all chapters. This is done 
in three ways. First, I have focused on the four most fundamental questions in strategic 
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management raised by Richard Rumelt, David Teece, and Dan Schendel.1 These are 
(1) Why do firms differ? (2) How do firms behave? (3) What determines the scope of 
the firm? and (4) What determines the success and failure of firms around the globe? 
I have emphasized the fourth question about firms’ performance, which has also been 
argued to be the leading question guiding global strategy and international business 
research today.2

Another way to combat the tendency to lose sight of the “forest” while scrutinizing 
various “trees” is to consistently draw on the “strategy tripod”—the three leading per-
spectives on strategy, namely, the industry-, resource-, and institution-based views. An 
innovative feature is the development of the institution-based view.3 In every chapter, 
these three views are integrated to develop a comprehensive model.4

Finally, I have written a “Debates and Extensions” section for every chapter except 
Chapter 1 (which is a debate in itself). Virtually all textbooks uncritically present 
knowledge “as is” and ignore the fact that the field is alive with numerous debates. 
Because debates drive practice and research ahead, it is imperative that students be 
exposed to various cutting-edge debates.

An Interesting and Accessible Way 
to Engage Students
If you fear this book might be very boring because it draws so heavily on current 
research, you would be wrong. I have used a clear, engaging, conversational style to 
tell the “story.” Relative to rival books, my chapters are generally livelier and shorter. 
In fact, most chapters in the second edition have been downsized relative to their 
length in the first edition. In addition, I have developed a number of tactics to engage 
students:

• Every chapter starts with an Opening Case, which draws students into the plot. 

• I have woven a large number of interesting anecdotes into the text. In addition 
to examples from the business world, nontraditional examples range from ancient 
Chinese military writings to the Roman Empire’s import quotas, from quotes from 
Anna Karenina to the mutually assured destruction (MAD) strategy during the Cold 
War. 

• Every chapter contains a number of Strategy in Action boxes, which single out 
interesting examples as “mini-cases” to enhance learning.

• Every chapter ends with a Closing Case with case discussion questions.

1 R. Rumelt, D. Teece, & D. Schendel (eds.), 1994, Fundamental Issues in Strategy: A Research Agenda, 
Boston: Harvard Business School Press.
2 M. W. Peng, 2004, Identifying the big question in international business research, Journal of International 

Business Studies, 35 (2): 99–108.
3 M. W. Peng, D. Wang, & Y. Jiang, 2008, An institution-based view of international business strategy: 
A focus on emerging economies, Journal of International Business Studies,39 (5): 920-936.
4 K. E. Meyer, S. Estrin, S. Bhaumik, & M. W. Peng, 2008, Institutions, resources, and entry strategies in 
emerging economies, Strategic Management Journal (in press).
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• Every chapter also contains ethics-based critical discussion questions to facilitate 
discussions, driving home the point that ethics is a theme that cuts across all the 
chapters, not just Chapters 4 and 12.

• A number of shorter Video Cases (drawn from 50 Lessons) and longer Integrative Cases.

What’s New in the Second Edition?
Thoroughly revised, every chapter has numerous updates, each containing a new 
“Ethical Challenge” feature and an added “The Savvy Strategist” section. All Video 
Cases have been replaced, eight new Integrative Cases have been introduced, and six 
Integrative Cases used in the first edition have all been updated by the original authors. 
Some highlights of the changes include:

• Chapter 1 Opening Case: How did Global Strategy enter and compete in China?

• Chapter 1: The idea of “semiglobalization”

• Strategy in Action 3.2. ANA: Refreshing the parts other airlines can’t reach

• Strategy in Action 4.1. Kenya’s flower industry copes with recent riots

• Chapter 5 Opening Case: An American chasing the China dream

• Chapter 7 Opening Case: Danone versus Wahaha: From alliance to divorce

• Chapter 8 Closing Case: Fighting the online video game wars in China

• Strategy in Action 8.1: Cisco versus Huawei: War and peace

• Strategy in Action 8.2: Publish or perish in patent race

• Strategy in Action 9.3. Making M&As fly in China (based on a Harvard Business 

Review article I published)

• Chapter 10 Closing Case: Moving headquarters overseas

• Chapter 11 Opening Case: The private equity challenge

• Strategy in Action 11.2. Sarbanes-Oxley and New York

• Chapter 12 Closing Case: Which side is Toyota on?

• Strategy in Action 12.1: Is Icelandic Glacial really “carbon neutral”?

Again, these are mere highlights of the changes throughout the chapters. In terms 
of cases outside of the chapters, a completely new set of Video Cases, which are inter-
views of global strategists coming from a dedicated video provider (50 Lessons) has 
been assembled. They are available to help instructors enhance the effectiveness of their 
teaching. Leading organizations featured in the Video Cases include:

• Body Shop International

• Boston Scientific

• Halifax Bank of Scotland

p r e f a c e

Openmirrors.com



xxv

• Ford Motor Company

• Marriott International 

• Publicis Groupe

• Rio Tinto

• Royal Bank of Scotland

In terms of Integrative Cases, the “incumbents” used in the first edition have all been 
thoroughly revised and updated. The majority of Integrative Cases are new ones:

• AGRANA

• Mattel and the toy recalls

• How Chinese toymakers respond to recalls

• Unilever’s “Fair & Lovely” whitening cream—a reprint of a complete article 
from the field’s leading journal, Strategic Management Journal (a first among all 
strategy textbooks)

• 3i’s private equity investment in China’s Little Sheep

• Have you offset your own carbon emissions?

• Building a better rat trap for the Irula in rural India

Overall, the second edition of Global Strategy has packed its pages with relevance, 
timeliness, and excitement, not to mention the strategic with the practical. To see how 
this book, itself a global product, competes around the world, check out the Chapter 1 
Opening Case.

Support Materials 
A full set of supplements is available for students and adopting instructors, all designed 
to facilitate ease of learning, teaching, and testing. 

INSTRUCTOR’S RESOURCE DVD-ROM. Instructors will find at their fingertips all of 
the teaching resources they need to plan, teach, grade, and assess student understand-
ing and progress with this all-in-one resource for Global Strategy. The IR-DVD-ROM 
contains: 

• Instructor’s Manual—This valuable time-saving Instructor’s Manual includes com-
prehensive resources to streamline course preparation, such as teaching suggestions, 
lecture notes, and answers to all chapter questions. Also included are discussion 
guidelines and answers for the Integrative Cases found at the end of each part.

• Testbank—The Global Strategy Testbank in ExamView® software allows instructors 
to create customized tests by choosing from true/false, multiple choice, and short 
answer/essay questions for each of the 12 chapters. Ranging in difficulty, all questions 
have been tagged to the text’s Learning Objectives and AASCB standards to ensure 
students are meeting the course criteria.
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• PowerPoint® Slides—A comprehensive set of PowerPoint® slides assists instructors in 
the presentation of the chapter material, enabling students to synthesize key concepts.

• Video Cases—Perhaps one of the most exciting and compelling bonus features 
of this edition, these 17 short and powerful video clips, produced by 50 Lessons, 
provide additional guidance on strategies around the globe. The video clips offer 
real-world business acumen and valuable learning experiences from an array of 
internationally known business leaders. 

PRODUCT SUPPORT WEBSITE. We offer a Global Strategy product support website at 
academic.cengage.com/peng, where instructors can download files for the Instructor’s 
Manual, Testbank, and PowerPoint slides. 
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c h a p t e r  1

Strategizing Around 
the Globe

KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Offer a basic critique of the traditional, narrowly defined “global strategy”

2. Articulate the rationale behind studying global strategy

3. Define what is strategy and what is global strategy 

4. Outline the four fundamental questions in strategy

5. Participate in the debate on globalization with a reasonably balanced view and a keen 
awareness of your likely bias
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OPENING CASE: HOW DID GLOBAL STRATEGY ENTER 
AND COMPETE IN CHINA?

Every reader naturally expects this book 
to talk about the global strategy of other

companies. However, how many of you 
thought that this book would also be a global prod-
uct, published by a multinational enterprise (MNE) 
that competes around the world? Our publisher, 
known as Cengage Learning since 2007, is an MNE 
that operates in 39 countries. Cengage Learning 
emphasizes its brands, such as our own South-
Western brand that specializes in business and 
economics college textbooks. The history of South-
Western Cengage Learning is interesting. Founded 
in 1902, South-Western, based in Cincinnati, 
Ohio, was an independent US publisher. In 1986, 
Canada’s Thomson Corporation bought South-
Western, which then became a division known as 
South-Western Thomson Learning. In early 2007, 
Thomson Corporation, in order to raise funds 
to acquire Reuters, sold Thomson Learning for 
$7.75 billion to two private equity groups in Britain 
and Canada. In July 2007, Thomson Learning, 
under new British and Canadian ownership, 
changed its name to Cengage Learning. The name 
was based on being at the “center of engagement” 
for learning. 

In business and economics textbooks, South-
Western Cengage Learning is number one in 
the world in terms of market share, followed by 
McGraw-Hill Irwin and Pearson Prentice Hall. 

While competition historically focused on the 
United States and other English-speaking coun-
tries, it is now worldwide. Launched in January 
2005 and copyrighted in 2006, Global Strategy

targeted courses in strategic management and 
international business. While there was no short-
age of textbooks in these two areas, Global Strategy

broke new ground by being the first to specifi-
cally address their intersection. Thanks to enthusi-
astic students and professors in Australia, Austria, 
Brazil, Britain, Canada, China, France, Germany, 
Hong Kong, India, Macau, the Netherlands, 
New Zealand, Norway, Portugal, Romania, South 
Korea, Sweden, Taiwan, Thailand, and the United 
States, Global Strategy achieved unprecedented 
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success. The first edition was already translated into 
two foreign languages (Chinese and Portuguese)—
in contrast, most translated textbooks are later edi-
tions, published after the “bugs” have been worked 
out of earlier editions. 

Although competition, in theory, is global, in 
practice Cengage Learning needs to win one market 
after another. How the first edition of Global Strategy 
entered and competed in China is a case in point. 
China’s rising appetite for high-quality business 
education has attracted most Western textbook pub-
lishers. Many leading English-language textbooks 
you study have translated versions in Chinese.

To stand out among the crowd, valuable, 
rare, and hard-to-imitate capabilities are a must. 
Global Strategy is packed with value. (Who doesn’t 
want to strategize around the globe?) To enhance 
the value added for different customers, Global 

Strategy is available in three versions in China: 
(1) a paperback form known as the International 
Student Edition (ISE), (2) a Chinese–English 
bilingual edition (select Chinese passages are 
translated and printed on the margin of the ISE), 
and (3) a Chinese-only translation. Global Strategy 
is also rare because (as noted earlier) no previ-
ous textbook successfully merged “global” with 
“strategy.” Furthermore, not only is the Chinese 
translation of Global Strategy hard to imitate, it is 
impossible to imitate. This is because your author, 
born in China, is the only Chinese-speaking author 
of a leading Western textbook, and I offered 
direct help when translators encountered difficul-
ties. Because of jargon, translating textbooks is 
always challenging, and most translated textbooks 
contain translation errors. Because none of the 
authors of other translated textbooks speaks or 
reads Chinese, it is impossible for them to lend a 
helping hand in translation. It is not surprising that 

the Chinese version of Global Strategy offers the 
highest quality and smoothest translation among all 
translated textbooks in China. (In comparison, the 
Portuguese translation of Global Strategy published 
in Brazil has no such unique advantage because I 
could not help with it.) Finally, the time and exe-
cution of the launch were also impeccable. Since I 
co-chaired the first Strategic Management Society 
conference in China in Shanghai in May 2007, the 
launch team included a copy of the Chinese trans-
lation as part of the conference materials for all 
150 attendees (professors and PhD students), who 
would most likely be interested in this book.

A foreign entrant also needs to know the rules 
of the game—both formal and informal. The formal 
rules in China stated that foreign companies could 
not publish books on their own. Cengage Learning 
thus licensed the translation of Global Strategy to a 
leading Chinese publisher: Posts and Telecom Press. 
(In comparison, Brazil allowed Cengage Learning’s 
wholly owned subsidiary to publish the Portuguese 
translation.) A thorough understanding of the infor-
mal rules is also a must. Experienced editors at Posts 
and Telecom Press advised that the title be changed 
to Global Business Strategy (Quanqiu Qiye Zhanlue). 
Since books in China need to clear censorship, 
censors might dislike “global strategy,” fearing it 
could be seen as a reference to “global military 
strategy.” Throughout the book, when “China, 
Hong Kong, and Taiwan” were mentioned, the 
politically correct translated version would read 
“China, Hong Kong, China, and Taiwan, China.” 
Finally, one entire case was preemptively taken out 
by Chinese editors. That case was titled “Dealing 
with Counterfeiting” (see pages 137 and 138 in the 
first edition). 

Overall, behind Global Strategy’s launch in China 
was a combination of a capable global publisher and 
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A Global Global-Strategy Book
How do firms, such as Cengage Learning, McGraw-Hill, and Pearson, compete around 
the globe? In the publishing industry in China, how do various foreign entrants 
and local firms interact, compete, and/or sometimes collaborate? What determines 
their success and failure? Since strategy is about competing and winning, this book 
on global strategy will help current and would-be strategists answer these and other 
important questions. Setting an example by itself, the book you are reading is a real 
global product that leverages its strengths, engages rivals, and competes around the 
world (see Opening Case).

However, this book does not focus on a particular form of international (cross-
border) strategy, which is characterized by the production and distribution of 
standardized products and services on a worldwide basis. For over two decades, 
this strategy, commonly referred to as “global strategy” for lack of a better word, 
has often been advocated by traditional global strategy books.1 However, there is 
now a great deal of rumbling and soul-searching among managers frustrated by the 
inability of their “world car,” “world drink,” or “world commercial” to conquer 
the world. 

In reality, multinational enterprises (MNEs), defined as firms that engage in foreign 
direct investment (FDI) by directly controlling and managing value-adding activities 
in other countries,2 often have to adapt their strategies, products, and services for local 
markets. For example, the Opening Case clearly shows that in the publishing indus-
try, one size does not fit all. In the automobile industry, there is no “world car.” Cars 
popular in one region are often rejected by customers elsewhere. The Toyota Camry 
is America’s best-selling car but a poor seller in Japan. The Volkswagen Golf and the 
Ford Mondeo (marketed as the Contour in the United States), which have dominated 
Europe, have little visibility in the streets of Asia and North America.3 The so-called 
“world drink,” Coke Classic, actually tastes different around the world (with varying 
sugar content). The Coca-Cola Company’s effort in pushing for a set of “world com-
mercials” centered on the polar bear cartoon character presumably appealing to some 
worldwide values and interests has been undermined by uncooperative TV viewers 
around the world. Viewers in warmer weather countries had a hard time relating to 
the furry polar bear. In response, Coca-Cola switched to more costly but more effec-
tive country-specific advertisements. For instance, the Indian subsidiary launched an 
advertising campaign that equated Coke with “thanda,” the Hindi word for “cold.” 

its experienced Chinese partner, a winning prod-
uct, excellent country-specific knowledge, and a 
meticulous attention to detail. Not surprisingly, 
most leading universities in China, such as Peking, 
Shanghai Jiaotong, Sun Yat-sen, Tsinghua, and 
Xi’an Jiaotong Universities, have embraced this 
book, quickly making it a market leader.

Sources: I thank Michele Rhoades and Terri Coats (both at South-
Western Cengage Learning) for their assistance. Based on (1) 
Author’s interviews with executives at South-Western Cengage 
Learning and Posts and Telecom Press, 2005–08; (2) M. W. 
Peng, 2006, Global Strategy, Cincinnati: South-Western Cengage 
Learning; (3) M. W. Peng, 2007, Quanqiu Qiye Zhanlue, translated 
by W. Sun & X. Lui, Beijing, China: Posts & Telecom Press; 
(4) M. W. Peng, 2008, Estratégia Global, translated by J. C. Racy & 
G. B. Rossi, São Paulo, Brazil: South-Western Cengage Learning. 

 multinational 
enterprise (MNE)
A firm that engages in 
foreign direct investment 
(FDI) by directly con-
trolling and managing 
value-adding activities 
in other countries.

foreign direct 
investment (FDI)
A firm’s direct invest-
ment in production 
and/or service activities 
abroad.
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The German subsidiary has developed a series of commercials that show a “hidden” 
kind of eroticism (!).4

It is evident that the narrow notion of “global strategy” in vogue over the past two 
decades (in other words, the “one-size-fits-all” strategy), while useful for some firms 
in certain industries, is often incomplete and unbalanced. This is reflected in at least 
three manifestations:

• Too often, the quest for worldwide cost reduction, consolidation, and restructuring 
in the name of “global strategy” has sacrificed local responsiveness and global learning. 
The results have been unsatisfactory in many cases and disastrous in others. Many 
MNEs have now decided to pull back from such a strategy. MTV has switched 
from standardized (American) English-language programming to a variety of local 
languages. With over 5,000 branches in 79 countries, HSBC is one of the world’s 
largest and most global banks. Yet, instead of highlighting its “global” power, HSBC 
brags about being “the world’s local bank.”

• Almost by definition, the narrow notion of “global strategy” focuses on how to 
compete internationally, especially on how global rivals, such as Coca-Cola and 
Pepsi, Toyota and Honda, and Boeing and Airbus, meet each other in one coun-
try after another. As a result, the issue of how domestic companies compete with 
each other and with foreign entrants seems to be ignored. Does anyone know the 
nationalities and industries of the following companies: Cemex, Embraer, Huawei, 
Hutchison Whampoa, and Ranbaxy? Based in Mexico, Brazil, China, Hong Kong, 
and India, these five firms are world-class competitors in, respectively, cement, 
aerospace, telecommunications equipment, ports and telecommunications services, 
and pharmaceutical industries. They represent some of the top MNEs from emerg-
ing economies. If such firms are outside the radar screen of global strategists, then 
perhaps the radar has too many blind spots.5

• The current brand of “global strategy” seems relevant only for MNEs from 
developed economies, primarily North America, Europe, and Japan—commonly 
referred to as the Triad—to compete in other developed economies, whereby 
income levels and consumer preferences may be similar. Emerging economies 
(or emerging markets), a term that has gradually replaced the term developing 
economies since the 1990s, now command a full one-third of the worldwide FDI 
flow and half of the global gross domestic product (GDP) measured at purchasing 
power parity.6 Brazil, Russia, India, and China—now known as BRIC in the new 
jargon—command more attention. Many local firms rise to the challenge, not only 
effectively competing at home but also launching offensives abroad, thus creating 
serious ramifications for Triad-based MNEs.7 (see Strategy in Action 1.1)

As a result, modifying (or even abandoning) the traditional “global strategy” has 
increasingly been entertained.8 The Closing Case illustrates how to strategically focus 
on the base of the global economic pyramid (or, in short, base of the pyramid), 
which has been ignored by traditional “global strategy.” Overall, this book can be 
considered as part of this broad movement in search of a better understanding of 
how to effectively strategize and compete around the globe, not being merely about 
“global strategy” per se. This book differentiates itself from existing global strategy 

Triad
Three primary regions 
of developed econo-
mies: North America, 
Europe, and Japan.

 emerging economies 
(emerging markets)
A label that describes 
fast-growing developing 
economies since the 
1990s.

BRIC
Brazil, Russia, India, 
and China

base of the pyramid
The vast majority of 
humanity, about four 
billion people, who 
make less than $2,000 
a year.
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books by providing a more balanced coverage, not only in terms of the traditional 
“global strategy” and “non-global strategy,” but also in terms of both MNEs’ and 
local firms’ perspectives. Furthermore, in addition to developed economies, this 
book has also devoted extensive space to competitive battles waged in emerging 
economies (see both Opening Case and Closing Case). In a nutshell, this is truly a 
global global-strategy book.

L i Ning is China’s leading sporting goods com-
pany. It was founded in 1989 by Li Ning, who 

captured three gold medals in gymnastics in the 
1984 Los Angeles Olympic Games. Li Ning thus 
became a national hero in China at the age of 21, 
and he enjoys almost 100% recognition of his name 
in the country. On August 8, 2008, Li Ning lighted 
the flame for the games at the opening ceremony of 
the Beijing Olympics. 

Li Ning (hereafter referring to the company, 
not the founder) positioned itself at an intermediate 
price/value range between international and local 
brands. In China, Nike and Adidas focus on the high 
end with footwear retail prices of $75 to $125 per 
pair, and most local rivals target the low end at $7 
to $25 per pair. Li Ning is the only player with the 
midrange pricing of $25 to $60 per pair. There are 
more than 200 sporting goods brands in China. The 
top-three players—Nike, Adidas, and Li Ning (in 
that order)—have approximate market shares of 10%, 
9.3%, and 8.7%, respectively. Li Ning thus is well 
within striking distance to surge ahead. It remains 
well ahead of local competitors (its closest local peer, 
Anta, has a 3% market share). 

Li Ning intensely benchmarks itself against the 
industry leader, Nike. Over time, as Li Ning grows, 
it has gained more self-confidence with a clearer 
identity. Li Ning has become a genuine upgrade, 
rather than a cheaper alternative, for China’s emerging 
middle class.

Li Ning embarked on internationalization in 
2001 by sponsoring Spain’s men’s and women’s 
basketball teams. In 2005, it forged a strategic 

partnership with the (US) National Basketball 
Association (NBA), as part of its “Anything is 
Possible” marketing campaign. Since then, Li 
Ning signed agreements with three NBA stars: 
Shaq O’Neal of the Miami Heat, Damon Jones 
of the Cleveland Cavaliers, and Chuck Hayes of 
the Houston Rockets. Over the last few years, 
Li Ning has undergone visible brand-image and 
product quality upgrades. It now brags about its 
global credentials as a sponsor of NBA superstars 
and the 2006 men’s basketball world championship 
team, Spain.

All eyes are now on the 2008 Beijing Olympics. 
Although Li Ning has lost out to Adidas to be the offi-
cial sponsor of the games, Li Ning has instead spon-
sored four Chinese teams with gold medal potential 
(gymnastics, diving, table tennis, and shooting), the 
Spanish men’s and women’s basketball teams, the 
Sudanese track and field team, the Argentinean bas-
ketball team, as well as the entire Swedish Olympic 
delegation. Li Ning hopes that the Beijing Olympics 
will mark its coming of age as one of the top-five 
global sporting goods brands.

Sources: This case was written by Sunny Li Sun (University of 
Texas at Dallas) under the supervision of Professor Mike W. 
Peng. It was based on (1) D. Chai & K. So, 2007, Li Ning Co. 
Ltd.: New NBA coup to strengthen brand appeal, Merrill Lynch 
Research, December 12; (2) A. Jenwipakul & P. McKenzie, 2006, 
CLSA Research on Li Ning, December 14; (3) Li Ning Company 
IPO and Annual Reports, 2004, 2005, 2006; (4) Y. Liu, 2006, 
Li Ning rebounding with Shaq? Beijing Review, December 21; 
(5) M. W. Peng, 2006, Li Ning: From Olympic gold medalist to 
star entrepreneur, in M. W. Peng, Global Strategy (pp. 205–206), 
Cincinnati, OH: South-Western Cengage Learning.

Strategy in Action 1.1 - Strategy in Action 1.1 - Li Ning Goes Global
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Why Study Global Strategy?
Global strategy is one of the most exciting and challenging subjects offered by business 
schools. Why study it? There are three compelling reasons. First, the most sought-after 
and highest-paid business school graduates (both MBAs and undergraduates) are typically 
management consultants with expertise in global strategy. You can be one of them. Outside 
the consulting industry, if you aspire to join the top ranks of many large firms, expertise in 
global strategy is often a prerequisite. While eventually international experience, not merely 
knowledge, may be required,9 mastery of the knowledge of, and demonstration of interest 
in, global strategy during your education will eventually make you a more ideal candidate 
to be selected as an expatriate (expat) manager to gain such an experience.10 So, don’t forget 
to add a line on your resume that you have studied this strategically important course.

Second, even for graduates at large companies with no interest in working for the 
consulting industry and no aspiration to compete for the top job, as well as those indi-
viduals who work at small firms or are self-employed, you may find yourself dealing with 
foreign-owned suppliers and buyers, competing with foreign-invested firms in your home 
market, and perhaps even selling and investing overseas. Or alternatively, you may find 
yourself working for a foreign-owned corporation, your previously domestic employer 
acquired by a foreign player, or your unit ordered to shut down for global consolida-
tion. Approximately 80 million people worldwide, including six million Americans, 
one million British, and 18 million Chinese, are directly employed by foreign-owned 
firms. Understanding how strategic decisions are made may facilitate your own career in 
such organizations.11 If there is a strategic rationale to downsize your unit, you would want 
to be able to figure this out as soon as possible and be the first to post your resume on 
Monster.com, instead of being the first to receive a pink slip. In other words, you want to 
be more strategic. After all, it is your career that is at stake. Don’t be the last in the know!

Overall, in this age of globalization, “how do you keep from being Bangalored? Or 
Shanghaied?”12 (That is, have your job outsourced to India or China.) To do this, you 
must first understand what strategy is, which is discussed next.

What Is Strategy? 
Origin
Derived from the ancient Greek word strategos, the word “strategy” originally referred 
to the “art of the general.” Strategy has very strong military roots, the word itself dating 
back to around 500 bc with the work of Sun Tzu, a Chinese military strategist.13 Sun 
Tzu’s most famous teaching is “Know yourself, know your opponents; encounter a 
hundred battles, win a hundred victories.” The application of the principles of military 
strategy to business competition, known as strategic management (or strategy in short), 
is a more recent phenomenon, developed since the 1960s.14

Plan versus Action
Because business strategy is a relatively young field (despite the long roots of military 
strategy), what defines strategy has been a subject of intense debate.15 Three schools 
of thought have emerged (shown in Table 1.1). The first, “strategy as plan” school is 
the oldest. Drawing on the work of Carl von Clausewitz, a Prussian (German) military 

strategic 
management
A way of managing the 
firm from a strategic, 
“big picture” perspective.

strategy as plan
A perspective that sug-
gests that strategy is 
most fundamentally 
embodied in explicit, 
rigorous formal plan-
ning as in the military.
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strategist of the 19th century,16 this school suggests that strategy is embodied in the same 
explicit rigorous formal planning as in the military. The most extreme long-range plan-
ning can probably be found in Matsushita’s 250-year plan (see Strategy in Action 1.2).

However, the planning school has been challenged by the likes of Liddell Hart, a 
British military strategist of the early 20th century, who argued that the key to strategy is 
a set of flexible goal-oriented actions.17 Hart favored an indirect approach, which seeks 
rapid flexible actions to avoid clashing with opponents head-on. Within the field of busi-
ness strategy, this “strategy as action” school has been advocated by Henry Mintzberg, 
a Canadian scholar. Mintzberg posited that in addition to the intended strategy that the 
planning school emphasizes, there can be an emergent strategy that is not the result of 
“top-down” planning, but that is the outcome of a stream of smaller decisions from the 
“bottom up.”18 For example, Meg Whitman, eBay’s CEO, shared:

This is a completely new business, so there’s only so much analysis you can do . . . 
It’s better to put something out there and see the reaction and fix it on the fly. 
You could spend six months getting it perfect in the lab . . . But we’re better off 
spending six days putting it out there, getting feedback, and then evolving it.19

TABLE 1.1 What is Strategy?

STRATEGY AS PLAN

•  “Concerned with drafting the plan of war and shaping the individual campaigns and, within 
these, deciding on the individual engagements” (von Clausewitz, 1976)1

•  “A set of concrete plans to help the organization accomplish its goal” (Oster, 1994)2

STRATEGY AS ACTION

•  “The art of distributing and applying military means to fulfill the ends of policy” (Liddel Hart, 
1967)3

•  “A pattern in a stream of actions or decisions” (Mintzberg, 1978)4

•  “The creation of a unique and valuable position, involving a different set of activities . . . making 
trade-offs in competing . . . creating fit among a company’s activities” (Porter, 1996)5

STRATEGY AS INTEGRATION

•  “The determination of the basic long-term goals and objectives of an enterprise, and the adop-
tion of courses of action and the allocation of resources necessary for carrying out these goals” 
(Chandler, 1962)6

•  “An integrated and coordinated set of commitments and actions designed to exploit core com-
petencies and gain a competitive advantage” (Hitt, Ireland, and Hoskisson, 2003)7

•  “The analyses, decisions, and actions an organization undertakes in order to create and sustain 
competitive advantages” (Dess, Lumpkin, and Eisner, 2008)8

Sources: Based on (1) C. von Clausewitz, 1976, On War, vol. 1 (p. 177), London: Kegan Paul; (2) S. Oster, 
1994, Modern Competitive Analysis, 2nd ed. (p. 4), New York: Oxford University Press; (3) B. Liddell Hart, 
1967, Strategy, 2nd rev. ed. (p. 321), New York: Meridian; (4) H. Mintzberg, 1978, Patterns in strategy 
formulation (p. 934), Management Science, 24: 934–948; (5) M. Porter, 1996, What is strategy? (pp. 68, 
70, 75), Harvard Business Review, 74 (6): 61–78; (6) A. Chandler, 1962, Strategy and Structure (p. 13), 
Cambridge, MA: MIT Press; (7) M. Hitt, D. Ireland, & R. Hoskisson, 2003, Strategic Management, 5th ed. 
(p. 9), Cincinnati: South-Western Cengage Learning; (8) G. Dess, G. T. Lumpkin, & A. Eisner, 2008, Strategic 
Management, 4th ed. (p. 8), Chicago: McGraw-Hill Irwin.

strategy as action
A perspective that 
suggests that strategy 
is most fundamentally 
reflected by firms’ pat-
tern of actions.

intended strategy
A strategy that is delib-
erately planned for.

emerging strategy
A strategy based on the 
outcome of a stream of 
smaller decisions from 
the “bottom up.”
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Each of these two schools of thought has merits and drawbacks. Strategy in 
Action 1.3 compares and contrasts them by drawing on real strategies used by the 
German and French militaries in 1914.

Strategy as Theory
Although the debate between the planning school and action school is difficult to 
resolve, many scholars and managers have realized that, in reality, the essence of 
strategy is likely to be a combination of both planned deliberate actions and unplanned 
emergent activities, thus leading to a “strategy as integration” school.20 First advocated 
by Alfred Chandler,21 an American business historian, this more balanced, “strategy as 
integration” school of thought has been adopted in many strategy textbooks, and is 
the perspective we embrace here. Specifically, we extend the “strategy as integration” 
school by defining strategy as a firm’s theory about how to compete successfully.22 In other 
words, if we have to define strategy with one word, our choice is neither plan nor 
action—it is theory.

strategy as 
integration
A perspective that 
suggests that strategy 
is neither solely about 
plan nor action and 
that strategy integrates 
elements of both 
schools of thought.

strategy
A firm’s theory about 
how to compete 
successfully.

Konosuke Matsushita is universally referred to as 
KM at Matsushita, the company he established in 

Japan. The electronics giant Matsushita is now known 
for its world-class brands such as Panasonic, Pioneer, 
and JVC. On May 5, 1932, the fourteenth anniver-
sary of the company’s founding, KM announced 
his business philosophy and a 250-year plan for the 
company, broken up into ten 25-year segments. The 
business philosophy, which has become institutional-
ized through training programs worldwide, defines 
fundamental goals and primary means of achieving 
them. The philosophy proposes that “the purpose 
of an enterprise is to contribute to society by sup-
plying goods of high quality at low prices in ample 
quantity,” and that “profit comes in compensation 
for contribution to society.” It is encapsulated in 
the Seven Spirits of Matsushita: (1) service through 
industry, (2) fairness, (3) harmony and cooperation, 
(4) struggle for progress, (5) courtesy and humility, 
(6) adjustment and assimilation, and (7) gratitude.

To sarcastic outsiders, this plan may sound like a 
joke, because it is hardly a “plan” and cannot be very 
precise. However, serious strategists would argue 
that this plan is defined by actions, thus leading to an 
integration of both the “strategy as plan” and “strategy 
as action” schools of thought. Within Matsushita, 

managers still refer to these obviously flexible princi-
ples constantly and have used them to guide strategic 
thinking long after the death of KM. 

Sources: Based on (1) C. Bartlett & S. Ghoshal, 1989, Managing Across 

Borders: The Transnational Solution (p. 41), Boston: Harvard Business 
School Press; (2) www.panasonic.co.jp. 
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Table 1.2 outlines the four advantages associated with our “strategy as theory” 
definition. First, it capitalizes on the insights of both planning and action schools. 
This is because a firm’s theory of how to compete will simply remain an idea until it 
has been translated into action. Thus, formulating a theory (advocated by the plan-
ning school as strategy formulation) is merely a first step; implementing it through a 
series of actions (noted by the action school as strategy implementation) is a necessary 
second part. Graphically (Figure 1.1), a strategy entails a firm’s assessment at point A 
of its own strengths (S) and weaknesses (W), its desired performance levels at point B, 
and the opportunities (O) and threats (T) in the environment. Such a SWOT analysis
resonates very well with Sun Tzu’s teachings on the importance of knowing “yourself ” 
and “your opponents.” After such an assessment, the firm formulates its theory on how 
to best connect points A and B. In other words, the broad arrow becomes its intended 

strategy formulation
The crafting of a firm’s 
strategy.

strategy 
implementation
The actions undertaken 
to carry out a firm’s 
strategy.

Although Germany and France are now the best
 of friends within the European Union (EU), 

they had fought for hundreds of years (World War II 
was the last war in which they butted heads). Prior 
to the commencement of hostilities that led to World 
War I in August 1914, both sides had planned for a 
major military confrontation.

Known as the Schlieffen Plan, the German plan 
was meticulous. Focusing on the right wing, German 
forces would smash through Belgium. Every day’s 
schedule of march was fixed in advance: Brussels 
would be taken by the 19th day, the French frontier 
crossed on the 22nd, and Paris conquered and a deci-
sive victory attained by the 39th. Heeding Carl von 
Clausewitz’s warning that military plans that left no 
room for the unexpected could result in disaster, the 
Germans with infinite care had endeavored to plan 
for every contingency except one—flexibility.

Known as Plan 17, the French plan was a radical 
contrast to the German plan. Humiliated in the 1870 
Franco–Prussian War, during which France lost two 
provinces (Alsace and Lorraine), the French were 
determined to regain their lost territories. However, 
the French had a smaller population and thus a smaller 
army. Since the French army could not match the 
German army man for man, the French military 
emphasized the individual initiatives, actions, and 
bravery (known as élan vital, the all-conquering will). 

A total of five sentences from Plan 17 was all that 
was shown to the generals who would lead a million 
soldiers into battle. As a strategy exercise, we can 
speculate that Sentence 1 would be “Target Berlin,” 
Sentence 2 “Recover Alsace and Lorraine,” and the 
last sentence “Good luck!” Now, fill in the blanks for 
the two other sentences—it won’t be too hard.

Sources: Based on (1) B. Tuchman, 1962, The Guns of August, New 
York: Macmillan; (2) US Military Academy, 2008, Map: Northwest 

Europe 1914, Department of History, www.dean.usma.edu.
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TABLE 1.2 Four Advantages of the “Strategy as Theory” Definition

•  Integrating both planning and action schools

•  Leveraging the concept of “theory,” which serves two purposes (explanation and prediction)

•  Requiring replications and experimentations

•  Understanding the difficulty of strategic change

Sources: Adapted from (1) World Bank, 2004, World Development Indicators database (www.worldbank.org, 
accessed July 25, 2004), and (2) Fortune, 2004, The Fortune Global 500, July 26: F1–F2. 

strategy. However, given so many uncertainties, not all intended strategies may prove 
successful, and some may become unrealized strategies. On the other hand, other unin-
tended actions may become emergent strategies with a thrust toward point B. Overall, 
this definition of strategy enables us to retain the elegance of the planning school with 
its more orthodox logical approach and to entertain the flexibility of the action school 
with its more dynamic experimental character.

Second, this new definition rests on a simple but powerful idea, the concept of 
“theory.” The word “theory” often frightens students and managers because it seems 
to imply “abstract” and “impractical.”23 But it shouldn’t. A theory is merely a state-
ment describing relationships between a set of phenomena. At its core, a theory serves 
two powerful purposes: to explain the past and to predict the future. If a theory is too 
complicated, nobody can understand, test, or use it. For example, the theory of gravity 
explains why many people committing suicide were successful by jumping off a cliff, 
and predicts that should you (hypothetically) harbor such a dangerous tendency, you 
will be equally successful by doing the same. Likewise, Wal-Mart’s theory, “every-
day low prices,” captures the essence of all the activities performed by its 1.8 million 
employees in 6,000 stores in 15 countries. This theory explains why Wal-Mart has 
been successful in the past. Even many people who don’t like Wal-Mart often shop 
there. After all, who doesn’t like “everyday low prices”? It also predicts that Wal-Mart 
will continue to do well by focusing on low prices. 
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Point A
Unrealized

strategy

Point B

Emergent
strategy

Intended strategy

Where must
we be?

FIGURE 1.1 The Essence of Strategy

SWOT analysis
A strategic analysis of a 
firm’s internal strengths 
(S) and weaknesses (W) 
and the opportunities 
(O) and threats (T) in 
the environment.

Openmirrors.com

www.worldbank.org


c h a p t e r  1    Strategizing Around the Globe 13

Third, a theory proven successful in one context during one time period does not 
necessarily mean it will be successful elsewhere. As a result, a hallmark of theory build-
ing and development is replication—that is, repeated testing of theory under a variety 
of conditions to establish its applicable boundaries. For instance, after several decades of 
experiments in outer space, we now know that the theory of gravity is Earth bound and 
that it does not apply in outer space. This seems to be the essence of business strategy.24

Firms successful in one product or country market—that is, having proven the merit of 
their theory once—constantly seek to expand into newer markets and replicate their pre-
vious success. In new markets, firms sometimes succeed, and other times fail. As a result, 
these firms are able to gradually establish the limits of their particular theory about how to 
compete successfully. For instance, Wal-Mart’s theory failed in both Germany and South 
Korea and the retail giant had to pull out from those markets recently.

Finally, the “strategy as theory” perspective helps us understand why it is often dif-
ficult to change strategy.25 Imagine how hard it is to change an established theory. The 
reason certain theories are widely accepted is because of their past success. However, 
past success does not guarantee future success. Although scientists are supposed to be 
objective, they are also human and many of them may be unwilling to concede the 
failure of their favorite theories even in the face of repeatedly failed tests. Think about 
how much resistance from the scientific establishment that Galileo, Copernicus, and 
Einstein had to face initially. The same holds true for strategists. Bosses were promoted 
to current positions because of their past success in developing and implementing “old” 
theories. National heritage, organizational politics, and personal career considerations 
may prevent many bosses from admitting the evident failure of an existing strategy. Yet, 
the history of scientific progress suggests that although difficult, it is possible to change 
established theories. If enough failures in testing are reported and enough researchers 
raise doubts about certain theories, their views, which may be marginal initially, gradu-
ally drive out failed theories and introduce better ones. The painful process of strategic 
change in many companies is similar. Usually a group of managers, backed by perfor-
mance data, challenge the current strategy. They propose a new theory on how to best 
compete, which initially is often marginalized by top management. But eventually, the 
momentum of the new theory may outweigh the resistance of the old strategy, thus 
leading to some strategic change. For example, Wal-Mart recently changed its strategy 
from “everyday low prices” to “save money, live better,” in order to soften its reputa-
tion as a ruthless cost cutter, an image that had attracted much criticism.   

Overall, strategy is not a rulebook, a blueprint, or a set of programmed instructions. 
Rather, it is a firm’s theory about how to compete successfully, a unifying theme that 
gives coherence to its various actions. Because every firm—just like every individual—is 
different, one firm’s successful theory (strategy) will not necessarily work for other firms. 
Just as military strategies and generals have to be studied simultaneously, an understand-
ing of business strategies around the globe would be incomplete without an appreciation 
of the role top managers play as strategists. Although mid- and lower-level managers 
need to understand strategy, they typically lack the perspective and confidence to craft 
and execute a firm-level strategy. Top management must exercise leadership by making 
strategic choices.26 Since the directions and operations of a firm typically are a reflection 
of its top managers, their personal preferences, based on their own culture, background, 
and experience, may affect firm strategy.27 Therefore, although this book focuses on firm 
strategies, it is also about strategists who lead their firms.

replication
Repeated testing of 
theory under a variety 
of conditions to estab-
lish its applicable 
boundaries.
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Fundamental Questions in Strategy
Although strategy around the globe is a vast area, we will focus our attention only on 
the most fundamental issues, which act to define a field and to orient the attention of 
students, practitioners, and scholars in a certain direction. Specifically, we will address 
the following four fundamental questions:28

• Why do firms differ?

• How do firms behave? 

• What determines the scope of the firm?

• What determines the success and failure of firms around the globe?

Why Do Firms Differ?
In every modern economy, firms, just like individuals, differ. This question thus seems 
obvious and hardly generates any debate. However, much of our knowledge about 
“the firm” is from research on firms in the United States and to a lesser extent the 
United Kingdom, both of which are embedded in what is known as Anglo-American 
capitalism. A smaller literature deals with other Western countries such as Germany, 
France, and Italy, collectively known as continental European capitalism.29 While 
some differences between Anglo-American and continental European firms have been 
reported (such as a shorter and a longer investment horizon, respectively),30 the con-
trast between these Western firms and their Japanese counterparts is more striking.31 
For example, instead of using costly acquisitions typically found in the West, Japanese 
firms extensively employ a network form of supplier management, giving rise to the 
term keiretsu (interfirm network). The word keiretsu is now frequently used in English-
language publications without the explanation given in the parentheses—an educated 
reader of Business Week, The Economist, or The Wall Street Journal is presumed to already 
understand it.32 

More recently, as the strategy radar screen scans the business landscape in emerging 
economies, more puzzles emerge. For example, it is long established that economic 
growth can hardly occur in poorly regulated economies. Yet, given China’s strong 
economic growth and its underdeveloped formal institutional structures (such as a lack 
of effective courts), how can China achieve rapid rates of economic growth?33 Among 
many answers to this intriguing puzzle, a partial answer suggests that interpersonal 
networks ( guanxi), cultivated by managers, may serve as informal substitutes for formal 
institutional support. In other words, interpersonal relationships among managers are 
translated into an interfirm strategy of relying on networks and alliances to grow the 
firm, which, in the aggregate, contributes to the growth of the economy.34 As a result, 
the word guanxi has now become the most famous Chinese business word to appear 
in English-language media, again often without the explanation provided in parenthe-
ses.35 Similarly, the Korean word chaebol (large business group) and the Russian word 
blat (relationships) have also entered the English vocabulary.36 Behind each of these 
deceptively simple words lies some fundamental differences on how to compete around 
the world. 
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How Do Firms Behave? 
This question focuses on what determines firms’ theories about how to compete. 
Figure 1.2 identifies three leading perspectives that collectively lead to a strategy tripod. 
The first, the industry-based view, suggests that the strategic task is mainly to examine 
the five competitive forces affecting an industry (interfirm rivalry, threat of potential 
entry, bargaining power of suppliers, bargaining power of buyers, and threat of substi-
tutes), and stake out a position that is less vulnerable relative to these five forces. While 
the industry-based view primarily focuses on the external opportunities and threats (the 
O and T in a SWOT analysis), the second, the resource-based view, largely concentrates 
on the internal strengths and weaknesses (S and W) of the firm. This view posits that it 
is firm-specific capabilities that differentiate successful firms from failing ones.

Recently, an institution-based view has emerged to account for differences in firm 
strategy.37 This view argues that in addition to industry- and firm-level conditions, 
firms also need to take into account the influences of formal and informal rules of 
the game. Shown in our Opening Case, an understanding of the formal and informal 
rules of the game explains a great deal about how South-Western Cengage Learning 
launched the first edition of Global Strategy in China.

Collectively viewed as a strategy tripod, these three views form the backbone of the 
first part of this book, “Foundations of Global Strategy” (Chapters 2, 3, and 4). They 
shed considerable light on the question “How do firms behave?”

What Determines the Scope of the Firm?
This question first focuses on the growth of the firm. Most companies in the world 
seem to have a lingering love affair with growth. The motivation to grow is fueled by 
the excitement associated with a growing organization. For publicly listed firms, with-
out growth, the share price will not grow. However, there is a limit, beyond which 
further growth may backfire. As a result, downsizing, downscoping, and withdrawals 
are often necessary. In other words, answers to the question, “What determines the 
scope of the firm?” pertain not only to the growth of the firm, but also to the contraction 
of the firm.
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FIGURE 1.2 The “Strategy Tripod”: Three Leading Perspectives on Strategy
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In developed economies, a conglomeration strategy featuring unrelated product 
diversification, which was in vogue in the 1960s and 1970s, was found to destroy value 
and was largely discredited by the 1980s and 1990s—witness how many firms are still 
trying to divest and downsize in the West. However, this strategy seems to be alive and 
well in many emerging economies.38 Although puzzled Western media and consultants 
often suggest that conglomerates destroy value and should be dismantled in emerging 
economies, empirical evidence suggests otherwise. Recent research in China, India, 
Indonesia, Israel, Peru, South Africa, South Korea, and Taiwan reports that some (but 
not all) units affiliated with conglomerates may enjoy higher profitability than inde-
pendent firms, suggesting that there are some discernible performance benefits associated 
with conglomeration in emerging economies.39 One reason behind such a contrast lies 
in the institutional differences between developed and emerging economies. Viewed 
through an institutional lens, conglomeration may make sense (at least to some extent) 
in emerging economies, because this strategy and its relatively positive link with per-
formance may be a function of the level of institutional (under)development in these 
countries.40

In addition to product scope, careful deliberation of the geographic scope is impor-
tant. On the one hand, for companies aspiring to become global leaders, a strong 
position in each of the three Triad markets is often necessary. Expanding market posi-
tion in key emerging economies, such as Brazil, Russia, India, and China (known 
as BRIC), may also be desirable. But on the other hand, it is not realistic that all 
companies can, or should, “go global.” Given the recent hype to “go global,” many 
companies may have entered too many countries too quickly and may be subsequently 
forced to withdraw. 

What Determines the Success and Failure of Firms around the Globe?
This focus on performance, more than anything else, defines the field of strategic 
management and international business.41 We are not only interested in acquiring and 

leveraging competitive advantage, but also in sustaining such advantages over time and 
across regions. All three major perspectives that form the “strategy tripod” ultimately 
seek to answer this question. 

The industry-based view posits that the degree of competitiveness in an industry 
largely determines firm performance. Shown in the Opening Case, the structure of 
the college textbook publishing industry, such as stable brands and high entry barriers, 
explains a great deal behind the dominance of the top three incumbents in business and 
economics college textbook publishing around the world. 

The resource-based view suggests that firm-specific capabilities drive performance 
differences. Within the same industry, while some firms win, others struggle. Winning 
firms such as South-Western Cengage Learning tend to have valuable, unique, and 
hard-to-imitate capabilities, such as having a “Mr. Global” born in China to author 
Global Strategy, which will inherently have a more global flavor. Rival publishers have a 
hard time competing with Global Strategy, because a majority of other textbook authors 
were born in the United States, who, despite their best efforts, will naturally exhibit a 
US-centric tendency.

The institution-based view argues that institutional forces also provide an answer 
to differences in firm performance. As illustrated by Cengage Learning’s penetration of 
the China market with Global Strategy (Opening Case), firms must “think global” and 
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“act local” simultaneously. It is difficult to imagine firms not doing their “homework” by 
getting to know the various formal and informal rules of the game in overseas markets 
will emerge as winners in the global marketplace. 

Overall, although there are many debates among the different schools of thought, 
the true determinants of firm performance probably involve a combination of these 
three-pronged forces (see Figure 1.2).42 While these three views present relatively 
straightforward answers, the reality of global competition often makes these answers 
more complex and murky. If you survey ten managers from ten countries on what per-
formance exactly is, you are likely to get ten different answers. Long-term or short-term 
performance? Financial returns or market shares? Profits maximized for shareholders or 
benefits maximized for stakeholders (individuals and organizations that are affected by 
a firm’s actions and thus have a stake in how a firm is managed)? It is difficult to find 
an easy uncontroversial answer, and generalizations based on stereotypes may not hold 
up. For example, it is widely believed that relative to Western firms, Asian firms tend 
to be willing to sacrifice short-term financial performance for long-term market gains.43 
Yet, when actually working side-by-side with Asian counterparts in joint ventures, 
many Western managers are surprised that some of their Asian colleagues actually have 
a much shorter horizon, being eager to “harvest” for a quick buck (or yen, yuan, or 
won).44 The reasons behind the differences between such myths and realities remain to 
be explored.

In summary, these four questions represent some of the most fundamental puzzles 
in strategy. While other questions can be raised, they all relate in one way or another 
to these four. Thus, answering these four questions will be the primary focus of this 
book and will be addressed in every chapter.

What Is Global Strategy?
“Global strategy” has at least two meanings. First, as noted earlier, the traditional and 
narrowly defined notion of “global strategy” refers to a particular theory on how to 
compete, and is centered on offering standardized products and services on a world-
wide basis.45 This strategy obviously is only relevant for large Triad-based MNEs 
active in many countries. Smaller firms in developed economies and most firms in 
emerging economies operating in only one or a few countries may find little use for 
this definition. 

Second, “global strategy” can also refer to any strategy outside one’s home country. 
Americans seem especially likely to use the word “global” this way, which essentially 
becomes the same as “international.” For example, Wal-Mart’s first foray outside the 
United States in 1991 was widely hailed as evidence that Wal-Mart had “gone global.” 
In fact, Wal-Mart had only expanded into Mexico at that time. While this was an 
admirable first step for Wal-Mart, the action was similar to Hong Kong firms doing 
business in mainland China or German companies investing in Austria. To many 
Asians and Europeans familiar with international business, there is nothing significantly 
“global” about these activities in neighboring countries. After all, Mexico is not even 
an “overseas” market when viewed from the United States, because the word “over-
seas,” by definition, indicates the crossing of a large body of water. So, why the hype 
about the word “global,” especially among Americans? This is because historically, the 
vast US domestic markets made it unnecessary for many firms to seek overseas markets. 
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As a result, when many US companies do venture abroad, even in countries as close as 
Mexico, they are likely to be fascinated about their “discovery of global markets.” In 
part because of such traditional US-centric mentality, calling non-US (or non-domestic) 
markets “global” markets becomes a cliché.46 Since everyone seems to want a more 
exciting “global” strategy rather than a plain-vanilla “international” one, we may lose 
the ability to differentiate types of cross-border strategy (such as the traditional “global 
strategy” discussed earlier).47 

So what do we mean by “global strategy” in this book? Neither of the preced-
ing definitions will do. Here, global strategy is defined as strategy of firms around the 

globe—essentially various firms’ theories about how to compete successfully. Seeking 
to break out of the US-centric straightjacket, this book deals with both the strategy 
of MNEs (some of which may fit into the traditional narrow global strategy defini-
tion) and the strategy of smaller firms (some of which may have an international pres-
ence, while others may be purely domestic). These firms compete in both developed 
and emerging economies. We do not exclusively concentrate on firms doing business 
abroad, which is the traditional domain of global strategy books. To the extent that 
international business involves two sides, namely, domestic firms and foreign entrants, 
an exclusive focus on foreign entrants covers only one side and, thus, paints a partial 
picture. The strategy of domestic firms is equally important. As a result, a truly global 
global-strategy book needs to provide a balanced coverage. This is the challenge we 
will take on throughout this book.

What Is Globalization?
The rather abstract five-syllable word globalization is now frequently heard and 
debated.48 Those who approve of globalization count its contributions to include higher 
economic growth and standards of living, increased sharing of technologies, and more 
extensive cultural integration. Critics argue that globalization undermines wages in rich 
countries, exploits workers in poor countries, and gives MNEs too much power. So 
what exactly is globalization? This section (1) outlines three views on it, (2) recommends 
the “pendulum” view, and (3) introduces the idea of “semiglobalization.”

Three Views on Globalization
Depending on what sources you read, globalization could be: 

• A new force sweeping through the world in recent times

• A long-run historical evolution since the dawn of human history 

• A pendulum that swings from one extreme to another from time to time 

An understanding of these views helps put things in perspective. First, opponents of 
globalization suggest that globalization is a new phenomenon since the late 20th century, 
driven by both the recent technological innovations and Western hypocrisy designed 
for MNEs to exploit and dominate the world. While presenting few clearly worked-out 
alternatives to the present economic order, other than an ideal world free of environ-
mental stress, social injustice, and branded sportswear (allegedly made by “sweatshops”), 
pundits of this view nevertheless often argue that globalization needs to be slowed down 
if not stopped.49 Most antiglobalization protesters seem to share this view.

global strategy
(1) Strategy of firms 
around the globe. 
(2) A particular form 
of international strategy, 
characterized by the 
production and distri-
bution of standardized 
products and services 
on a worldwide basis.

globalization
The close integration of 
countries and peoples 
of the world.
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A second view contends that globalization has always been part and parcel of 
human history.50 Historians are debating whether globalization started 2,000 or 8,000 
years ago. MNEs existed for more than two millennia, with their earliest traces dis-
covered in the Assyrian, Phoenician, and Roman empires.51 International competition 
from low-cost countries is nothing new. In the first century AD, so concerned was the 
Roman emperor Tiberius about the massive quantity of low-cost Chinese silk imports 
that he imposed the world’s first known import quota of textiles.52 Today’s most suc-
cessful MNEs do not come close to wielding the historical clout of some MNEs such 
as Britain’s East India Company during colonial times. In a nutshell, globalization is 
nothing new and will always march on.

A third view suggests that globalization is the “closer integration of the countries 
and peoples of the world, which has been brought about by the enormous reduction 
of the costs of transportation and communication, and the breaking down of artificial 
barriers to the flows of goods, services, capital, knowledge, and (to a lesser extent) 
people across borders.”53 Globalization is neither recent nor one-directional. It is, more 
accurately, a process similar to the swing of a pendulum. 

The Pendulum View on Globalization
The third notion of globalization, the pendulum view, probably makes the most sense 
because it helps us understand the ups and downs of globalization. The current era of 
globalization originated in the aftermath of World War II, when major Western nations 
committed to global trade and investment. However, between the 1950s and the 1970s, 
this view was not widely shared. Communist countries, such as China and the (former) 
Soviet Union, sought to develop self-sufficiency. Many non-communist developing 
countries, such as Argentina, Brazil, India, and Mexico, focused on protecting domestic 
industries. However, refusing to participate in global trade and investment ended up 
breeding uncompetitive industries. In contrast, four developing economies in Asia, 
namely, Hong Kong, Singapore, South Korea, and Taiwan, earned their stripes as the 
“Four Tigers” by participating in the global economy. 

Inspired by the “Four Tigers,” more and more countries, such as China in the late 
1970s, Latin America in the mid-1980s, Central and Eastern Europe in the late 1980s, 
and India in the 1990s, realized that joining the world economy was a must. As these 
countries started to emerge as new players in the world economy, they became collec-
tively known as “emerging economies.”54 As a result, globalization rapidly accelerated. 
For example, between 1990 and 2000, while world output grew by 23%, global trade 
expanded by 80% and the total flow of FDI increased fivefold.55 

However, being a pendulum, globalization is unable to keep going in one direction. 
The 1990s saw some significant backlash against it. First, the rapid growth of globaliza-
tion led to the historically inaccurate view that globalization is new. Second, it created 
fear among many people in developed economies, because emerging economies not 
only seem to compete away many low-end manufacturing jobs, but also increasingly 
appear to threaten some high-end jobs. Finally, some factions in emerging economies 
complained against the onslaught of MNEs, which allegedly not only destroy local 
companies, but also local cultures and values as well as the environment.

While small-scale acts of vandalizing McDonald’s restaurants are reported in a 
variety of countries, the December 1999 antiglobalization protests in Seattle and the 
September 2001 terrorist attacks in New York and Washington are undoubtedly the 
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most extreme acts of antiglobalization forces at work. As a result, international travel 
was curtailed, and global trade and investment flows slowed in the early 2000s.56 

More recently, worldwide economic growth has again been humming on all cyl-
inders. World GDP, cross-border trade, and per capita GDP have all soared to histori-
cally high levels. More than half of the world GDP growth now comes from emerging 
economies, whose per capita GDP grew 4.6% annually in the decade ending 2007. 
BRIC has become a new buzzword. Developed economies are also doing well, averag-
ing 2% per capita GDP growth in the same period. Fortune in 2007 declared that “for 
your average globetrotting Fortune 500 CEO, right now is about as good as it gets.”57

Yet, the same article cautioned that “Assuming history at some point proves yet again 
unkind . . . it pays to be vigilant.” As the US economy threatens to enter recession and 
the rest of the world is bracing for such a slowdown (as of this writing, April 2008), 
being strategically vigilant is certainly wise. 

Overall, like the proverbial elephant, globalization is seen by everyone and rarely 
comprehended. All of us felt sorry when we read the story of a bunch of blind men 
trying to figure out the shape and form of the elephant. Although we are not blind, our 
task is more challenging than blind men studying a standing animal. This is because we 
(1) try to live with, (2) try to avoid being crushed by, and (3) even attempt to profit 
from the rapidly moving (back and forth!) beast called globalization. We believe that the 
view of globalization as a pendulum is a more balanced and realistic perspective. Like the 
two-faced Janus (a Roman god), globalization has both rosy and dark sides.58

Semiglobalization
Most measures of market integration (such as trade and FDI) have recently scaled new 
heights but still fall far short of complete globalization. In other words, what we have 
may be labeled semiglobalization, which is more complex than extremes of total isola-
tion and total globalization. Semiglobalization suggests that barriers to market integra-
tion at borders are high, but not high enough to completely insulate countries from 
each other.59 Semiglobalization calls for more than one way of doing business around 
the globe. Total isolation on a nation-state basis would suggest a localization strategy 
(treating each country as a unique market), and total globalization would lead to a 
standardization strategy (treating the entire world as one market—“one size fits all”). 
However, there is no single right strategy in the world of semiglobalization, resulting in 
a wide variety of experimentations. Overall, (semi)globalization is neither to be opposed 
as a menace nor to be celebrated as a panacea; it is to be engaged.60

Global Strategy and Globalization 
at a Crossroads
The challenge confronting strategists around the globe in the 21st century is enormous. 
The world of semiglobalization calls for a variety of strategic experimentations.61 This 
book is designed to help you make informed strategic choices. As a backdrop for 
the remainder of this book, this section first offers a basic overview of three funda-
mental events at the dawn of the 21st century that define the global landscape today. 
Second, as Sun Tzu taught us a long time ago, knowing yourself and your opponents 
is imperative. 

semiglobalization 
A perspective that 
suggests that barriers 
to market integration 
at borders are high 
but not high enough 
to completely insulate 
countries from each 
other.
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Three Defining Events
At the dawn of the 21st century, three sets of sudden high-profile events have occurred 
that have significant ramifications for companies and strategists around the world: 
(1) antiglobalization protests, (2) terrorist attacks, and (3) corporate governance crises. 

First, large-scale antiglobalization protests began in December 1999, when more 
than 50,000 protesters blocked downtown Seattle to derail a World Trade Organization 
(WTO) meeting. The demonstrators were protesting against a wide range of issues, 
including job losses resulting from foreign competition, downward pressure on unskilled 
wages, and environmental destruction. Since Seattle, antiglobalization protesters have 
turned up at just about every major globalization meeting, and some protests have 
become violent. It is obvious that numerous individuals in many countries believe that 
globalization has detrimental effects on living standards and the environment. The debate 
on globalization has numerous dimensions, and neither the proglobalization forces nor 
the antiglobalization forces have won the debate.62 

A second set of events center on the terrorist attacks in New York and Washington,  
DC, on September 11, 2001, and the resultant war on terror in Afghanistan, Iraq, and 
elsewhere. Since then, terrorists have struck Indonesia, Spain, and Britain. Terrorism, 
which used to be “a random political risk of relatively insignificant proportions,”63 
is now a leading concern for business leaders around the globe.64 Heightened risk of 
terrorism has (1) reduced freedom of international movement as various countries curtail 
visas and immigration, (2) enhanced security checks at airports, seaports, and land border 
crossing points, and (3) cancelled or scaled down trade and FDI deals, especially in 
high-risk regions such as the Middle East.

Finally, the world has been engulfed in a corporate governance crisis. Although 
many believe that Enron’s implosion in 2001 triggered this crisis, globally, the corporate 
governance crisis probably erupted in 1997 with the Asian financial crisis. At its core, 
the Asian financial crisis was a corporate governance crisis, because majority shareholders 
in many Asian firms, who were often family owners, abused minority shareholders.65 
Fast forward to America circa 2001, where corporate scandals on such a large scale 
had been unthinkable. Yet, the scandals of Enron and WorldCom sent shockwaves 
throughout the world. Since then, there has been no shortage of high-profile corporate 
scandals. Citigroup’s private bank was forced to shut down because of  blatant violation 
of Japanese regulations. Siemens, as of this writing (April 2008), is under investigation 
by authorities in over 20 countries for bribery and corruption charges. As a result, 
social responsibility, ethics, and governance, long regarded as “backburners,” have now 
increasingly become central topics for strategy discussions.66

Future historians will no doubt suggest that these three are crucial events that have 
changed our world. In a nutshell, current and would-be strategists now have to live 
with a great deal of uncertainties in the post-Seattle, post-9/11, post-Enron world.

Know Yourself, Know Your Opponents 
A fundamental reason that many executives, policymakers, and scholars were caught 
off guard by the antiglobalization protests and the terrorist attacks is that they have 
failed to heed Sun Tzu’s most famous maxim: Strategists need to both know them-
selves and their opponents. To know yourself calls for a thorough understanding of 
not only your strengths, but also your limitations. Many individuals fail to understand 
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their limitations, or simply choose to ignore them. Although relative to the general 
public, executives, policymakers, and scholars tend to be better educated and more 
cosmopolitan, they, just like everybody else, are likely to be biased too. Most of them, 
in both developed and emerging economies in the last two decades, are biased toward 
acknowledging the benefits of globalization.67 

Although it has long been known that globalization carries both benefits and costs 
(see Strategy in Action 1.4), many executives, policymakers, and scholars have failed to 
take into sufficient account the social, political, and environmental costs associated with 
globalization. However, that these elites share certain perspectives on globalization 
does not mean that most other members of society share the same views. Unfortunately, 
many elites mistakenly assume that the rest of the world either is, or should be, more 
like “us.” To the extent that powerful economic and political institutions are largely 
controlled by these elites, it is not surprising that some powerless and voiceless antiglo-
balization groups end up resorting to unconventional tactics, such as protests, to make 
their point.

It is certainly interesting and perhaps alarming to note that as would-be strategists 
who will shape the world economy in the future, current business school students 
already exhibit values and beliefs favoring globalization that are similar to those held 
by executives, policymakers, and scholars, and that are different from those held by 
the general public. Shown in Table 1.3, American business students, relative to the 
general public, have significantly more positive (almost one-sided) views toward 
globalization.68 My teaching and lectures around the world reveal that most business 
students worldwide—regardless of nationality—seem to share such positive views on 
globalization. This is not surprising, given that both self-selection to study business and 
socialization within the curriculum, in which free trade is widely regarded as positive, 
may lead to certain attitudes in favor of globalization. Consequently, business students 
may focus more on the economic gains of globalization, and be less concerned with 
its darker sides.

Current and would-be strategists need to be aware of their own bias embodied 
in such one-sided views toward globalization. Since business schools aspire to train 
future business leaders by indoctrinating them with the dominant values managers 
hold, these results suggest that business schools may have largely succeeded in this 
mission. However, to the extent that there are strategic blind spots in the views of 
the current managers (and professors), these findings are potentially alarming. They 
reveal that at a relatively young age (average 22 years of age in the study reported 
in Table 1.3), business students already share these blind spots. Despite possible self-
selection in choosing to major in business, there is no denying that student values 
are shaped, at least in part, by the educational experience business schools provide. 
Knowing such limitations, business school professors and students need to work 
especially hard to break out of the straitjacket of the narrow views almost exclusively 
in favor of globalization.

Other than knowing “yourself,” a second part of Sun Tzu’s most famous teaching is 
to “know your opponents.” While competitor analysis (including buyers, suppliers, and 
substitutes) is always discussed in strategy books, such analysis appears to be too narrow. 
A lot of opponents of globalization are nongovernmental organizations (NGOs), such 
as environmentalists and consumer groups. Ignoring them will be a grave failure in 
due diligence when doing business around the globe.69 Instead of viewing NGOs as 

nongovernmental 
organization (NGO)
Organization advocating 
causes such as the envi-
ronment, human rights, 
and consumer rights 
that are not affiliated 
with government.
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Strategy in Action 1.4 - Strategy in Action 1.4 - Are US Multinationals Good for America?

Ethical Challenge

Most debates on MNEs around the world focus 
on the impact of foreign MNEs on domestic 

economies. Recent debates have highlighted the role 
of home-grown MNEs in the US economy itself. On 
the positive side, US MNEs are productive, innova-
tive, hiring more skilled workers, and paying higher 
wages (at least 6% more than non-MNEs in the 
United States). As a group, their financial performance 
is enviable: among Standard & Poor’s (S&P) 1,500 
companies, the top 150 nonfinancial multinationals, 
such as HP, Pfizer, and eBay, have commanded 60% 
pretax income and revenues and employed close to 
50% of the workforce. By the end of 2007, the top 
150 were flush with more than $500 billion in cash. 
In contrast, smaller domestically oriented firms have 
a weaker profit outlook and have a harder time bor-
rowing in the middle of the subprime mess.

However, on the not-so-positive side, in the past 
decade, US MNEs have been decoupling from the 
US economy. They still have headquarters in the 
United States, are still listed in US stock exchanges, 
and most of their shareholders are still American (for-
eigners own 13% of US equities). But their expan-
sion has been mostly overseas. Between 2000 and 
2005, US MNEs cut more than two million jobs at 
home and added approximately the same number of 
jobs overseas. In 2007, US exports, historically fueled 
by large multinationals, commanded only 12% of the 
GDP, roughly where they were in 1997—meaning, 
essentially, that no real growth occurred. However, 
sales by foreign subsidiaries of US MNEs grew from 
20% of the US GDP in 1997 to 25% in 2007.

American executives are not shy about articulating 
their strategy. “Our employee base will continue to 
shift, with the number of jobs in high-quality, lower-
cost areas outside the US growing,” announced chair-
man and CEO of Electronic Data Systems (EDS). 
In 2007, EDS granted early retirement to 2,400 US 
employees, and expected its non-US employees to 
grow from 14,000 at the end of 2005 to 45,000 at 
the end of 2008. In 2006, Delphi filed for Chapter 
11 (bankruptcy) protection in order to slash its US 

employees from 32,000 to 7,000. Delphi’s bankruptcy 
filing was careful to exclude its 115,000-worker for-
eign operations, which were destined to grow.

In the middle of a subprime mess, the American 
economy—and the Federal Reserve—needs the multi-
nationals to help out. Will they lend a helping hand to 
lift their home economy out of a downturn? Since 2003, 
the value of the dollar has fallen by 20% against the cur-
rencies of major US trading partners (including a 15% 
drop against the Chinese yuan). Labor costs in China 
and other low-wage countries have grown. Thanks to 
skyrocketing oil prices, transportation costs to ship goods 
from China and elsewhere have grown, making it more 
attractive to invest and produce in the United States.

However, US MNEs do not make investment 
location decisions on short-term economic outlooks 
alone. One of their leading concerns is one of the 
world’s highest corporate income tax rates imposed 
by Uncle Sam, while many other countries lure 
them away with low taxes. In response, proposals are 
floating to offer tax incentives for US multinationals 
to keep investments and jobs at home. However, 
critics question why these financially healthy MNEs 
need to be subsidized, while many other sectors and 
individuals in the country are hurting.

Sources: Based on (1) Business Week, 2006, Go bankrupt, then go 
overseas, April 24: 52-53; (2) Business Week, 2008, Multinationals: 
Are they good for America? March 10: 41-46; (3) M. W. Peng, 2009,
Global Business, Cincinnati: South-Western Cengage Learning.
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TABLE 1.3  Views on Globalization: American General Public versus 
Business Students

PERCENTAGE ANSWERING “GOOD” FOR  BUSINESS STUDENTS

THE QUESTION: OVERALL, DO YOU THINK GENERAL PUBLIC1 (AVERAGE AGE 22)2

GLOBALIZATION IS GOOD OR BAD FOR (N = 1,024) (N = 494)
•  US consumers like you 68% 96%

•  US companies 63% 77%

•  The US economy 64% 88%

•  Strengthening poor countries’ economies 75% 82%

Sources: Based on (1) A. Bernstein, 2000, Backlash against globalization, Business Week, April 24: 43; 
(2) M. W. Peng & H. Shin, 2008, How do future business leaders view globalization? Thunderbird International 
Business Review (p. 179), 50 (3): 175–182. All differences are statistically significant. 

opponents, many firms view them as partners.70 NGOs do raise a valid point on the 
necessity of firms, especially MNEs, to have a broader concern for various stakeholders 
affected by their actions.71 

In summary, in the post-Seattle, post-9/11, post-Enron era, global strategy and global-
ization are at a crossroads. There is a growing recognition that the traditionally defined 
narrow notion of “global strategy” may not work, and that globalization as we know 
it in the last two decades may have passed its high-water mark. Thus, new thinking is 
called for. This book represents an answer to such calls.

Organization of the Book
This book has three parts. The first part concerns foundations. Following this chapter, 
Chapters 2, 3, and 4 introduce the “strategy tripod,” consisting of the three leading 
perspectives on strategy: industry-, resource-, and institution-based views. Students will 
be systematically trained to use this “tripod” to analyze a variety of strategy problems. 
The second part covers business-level strategies. In contrast to most global strategy books’ 
focus on large MNEs, we start with the internationalization of small entrepreneurial 
firms (Chapter 5), followed by ways to enter foreign markets (Chapter 6), to lever-
age alliances and networks (Chapter 7), and to manage global competitive dynamics 
(Chapter 8). Finally, the third part deals with corporate-level strategies. Chapter 9 on 
diversifying, acquiring, and restructuring starts this part, followed by strategies to struc-
ture, learn, and innovate (Chapter 10), to govern the corporation around the world 
(Chapter 11), and to profit from corporate social responsibility (Chapter 12). 

A unique organizing principle is a consistent focus on the “strategy tripod” and on 
the four fundamental questions regarding strategy in all chapters. Following this chap-
ter (which contains numerous debates), every chapter has a substantial “Debates and 
Extensions” section. Virtually all textbooks uncritically present knowledge “as is.” The 
reality is that our field has no shortage of debates.72 Since debates drive practice and 
research ahead, it is imperative that students be exposed to cutting-edge debates and 
encouraged to form your own views when engaging in these debates.73
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CHAPTER SUMMARY

 1. Offer a basic critique of the traditional, narrowly defined “global strategy”

• The traditional and narrowly defined notion of “Global strategy” is characterized 
by the production and distribution of standardized products and services on 
a worldwide basis—in short, a “one size fits all” approach. This strategy has 
often backfired in practice.

• As a global global-strategy book, this book provides a more balanced coverage, 
not only in terms of the traditional “global strategy” and “non-global strategy” 
but also in terms of both MNEs’ and local firms’ perspectives. Moreover, this 
book has devoted extensive space to emerging economies.

 2. Articulate the rationale behind studying global strategy

• To better compete in the corporate world that will appreciate expertise in 
global strategy.

 3. Define what is strategy and what is global strategy

• There is a debate between two schools of thought: “strategy as plan” and 
“strategy as action.” This book, together with other leading textbooks, instead 
follows the “strategy as integration” school.

• In this book, strategy is defined as a firm’s theory about how to compete 
successfully, while global strategy is defined as strategy of firms around 
the globe.

 4. Outline the four fundamental questions in strategy

• The four fundamental questions are (1) Why do firms differ? (2) How do firms 
behave? (3) What determines the scope of the firm? and (4) What determines 
the success and failure of firms around the globe? 

• The three leading perspectives guiding our exploration are industry-, resource-, 
and institution-based views, which collectively form a “strategy tripod.”

 5. Participate in the debate on globalization with a reasonably balanced view and a keen aware-

ness of your likely bias

• Some view globalization as a recent phenomenon, while others believe that it 
has been evolving since the dawn of human history. 

• We suggest that globalization is best viewed as a process similar to the swing 
of a pendulum.

• Strategists, according to Sun Tzu, need to know themselves and know their 
opponents. In light of the fact that globalization has its dark side, current 
and would-be strategists need to know themselves, especially their hidden 
proglobalization bias. 
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KEY TERMS

Base of the pyramid

BRIC

Emergent strategy

Emerging economies 
(emerging markets)

Foreign direct investment
(FDI)

Global strategy

Globalization

Intended strategy

Multinational enterprise
(MNE)

Nongovernmental
organization (NGO)

Replication

Semiglobalization

Strategic management

Strategy

Strategy as action

Strategy as integration

Strategy as plan

Strategy formulation

Strategy implementation

Strategy tripod

SWOT analysis

Triad

CLOSING CASE

Ethical Challenge

Strategy for the Base of the Pyramid 

For Triad-based MNEs, even their traditional “global 
strategy” is not very global. It often focuses on afflu-
ent customers in North America, Europe, and Japan. 
Even when they enter emerging economies, they 

often concentrate on high-income customers there. 
Thus, this strategy only deals with the approximately 
one billion people at the top of the global economic 
pyramid and virtually ignores the vast numbers at the 

 1. A skeptical classmate says: “Global strategy is relevant for top executives such as 
CEOs in large companies. I am just a lowly student who will struggle to gain an 
entry-level job, probably in a small company. Why should I care about it?” How 
do you convince her that she should care about global strategy?  

2. ON ETHICS: Some argue that globalization benefits citizens of rich countries. 
Others argue that globalization benefits citizens of poor countries. What are the 
ethical dilemmas here? What do you think?

3. ON ETHICS: Critics argue that MNEs, through FDI, allegedly both exploit the 
poor in poor countries and take jobs away from rich countries. If you were the 
CEO of an MNE from a developed economy or from an emerging economy, how 
would you defend your firm?

4. ON ETHICS: What are some of the darker sides (in other words, costs) associated 
with globalization? How can strategists make sure that the benefits of their various 
actions outweigh their drawbacks (such as job losses in developed economies and 
environmental damage in emerging economies)? 

CRITICAL DISCUSSION QUESTIONS 
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bottom. The second tier of the pyramid consists of 
over one billion people making $2,000–$20,000 each 
year. Four billion people in the world at the base of 
the pyramid earn less than $2,000 each per year (see 
Figure 1.3) and are typically ignored. 

The MNEs’ strategy is easy to understand. They 
assume that the poor have no money and that there 
are no profitable opportunities. However, despite low 
individual income, the poor’s collective buying power 
is substantial. The poor in Rio de Janeiro, Brazil, for 
instance, have a total purchasing power of $1.2 billion. 
While existing business models on how to serve afflu-
ent customers would indeed have a hard time at the 
base of the pyramid, entrepreneurial opportunities exist 
and are being exploited mostly by local firms and 
a small number of far-sighted MNEs. In India, for 
example, Arvind Mills introduced Ruf and Tuf jeans, 
a ready-to-make kit priced at $6, which is now the 
market leader in India, beating global brands such as 
Levi’s that sell for $20–$40 a pair. In rural Bangladesh, 
where the per capita income was only $300, few could 
afford cell phones. So Grameen Telecom innovatively 
provided a $175 “micro loan” with a cellular phone 
to entrepreneurs, who would then sell phone usage 

on a per-call basis to locals and make $300 a year. 
Grameen’s founder Muhammad Yunus won a Nobel 
Peace Prize in 2006.

Given that developed markets are well saturated, 
the base of the pyramid may indeed provide strong 
growth engines, not only for emerging economies but 
also for developed markets. For example, Unilever, 
based on the success of its Indian subsidiary, Hindustan 
Lever, in rural India, has now focused on the base of 
the pyramid as a strategic priority at the corporate level. 
More than 44% of Unilever’s sales worldwide now 
come from emerging economies. However, adapta-
tion will be crucial. In India, Unilever sells 70% of 
its shampoo in one-use sachets for a couple of cents. 
While the big bottle that Western consumers take for 
granted has better value, most Indian consumers at 
the base of the pyramid can afford only small sachets. 
At present, automakers such as GM and Honda are 
racing to develop $5,000 car models for the emerging 
Chinese middle class. Given these automakers’ inabil-
ity to profitably produce such models in the United 
States and Japan, imagine the profit potential these 
developed-in-China models may have back home 
where entry-level cars now sell for close to $10,000. 

FIGURE 1.3 The Global Economic Pyramid

Sources: Adapted from (1) C. K. Prahalad & S. Hart, 2002, The fortune at the bottom of the pyramid, Strategy+Business, 26: 54–67; (2) S. Hart, 
2005, Capitalism at the Crossroads (p. 111), Philadelphia: Wharton School Publishing.

Per capita GDP > $20,000
Approximately one billion people

Per capita GDP $2,000–$20,000
Approximately one billion people

Per capita GDP < $2,000
Approximately four billion people

Top Tier

Second Tier

Base of the Pyramid
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To the extent Western MNEs often find it tough 
going in these unfamiliar territories, it is not surprising 
that some new MNEs from emerging economies—
called Third World multinationals or “dragon multi-
nationals”—well versed in such an alternative business 
model are capturing the hearts, minds, and wallets of 
customers in emerging economies. In the Philippines, 
Jollibee beats the mighty McDonald’s and is now ven-
turing out to Southeast Asia and the Middle East. Out 
of China, Lenovo aspires to become “king of the hill” 
in the PC battle. In January 2008, India’s Tata Motors 
unleashed a “one lakh” car (one lakh is 100,000 rupees, 
roughly $2,500), sending shockwaves throughout 
Western automakers. For now, Tata Motors is happy 
serving the Indian market, but what if it decides to 
export this super-low-cost car to other countries? 

Overall, discovering creative ways to configure 
products and services to tackle the base of the pyra-
mid has great ethical and moral benefits because they 
improve the standards of living for many people and 
facilitate economic development. However, firms do 
not have to do this for charitable purposes. There is 
money to be made by such a strategy of great leap down-

ward. The million (or billion) dollar question is: How?

Sources: Based on (1) P. Aulakh, 2007, Emerging multinationals from 
developing economies, Journal of International Management, 13: 235-240; 
(2) L. Brouthers, E. O’Donnell, & J. Hadjimarcou, 2005, Generic 
product strategies for emerging market exports into Triad nation 
markets, Journal of Management Studies, 42: 225-245; (3) N. Dawar & 
A. Chattopadhyay, 2002, Rethinking marketing programs for emerg-
ing markets, Long Range Planning, 35: 457-474; (4) The Economist, 
2008, No lakh of daring, January 12: 59; (5) The Economist, 2008, The 
legacy that got left on the shelf, February 2: 77-79; (6) T. London & 

S. Hart, 2004, Reinventing strategies for emerging markets, Journal 

of International Business Studies, 35: 350-370; (7) J. Mathews, 2006, 
Dragon multinationals as new features of globalization in the 21st cen-
tury, Asia Pacific Journal of Management, 23: 5-27; (8) M. W. Peng, D. 
Wang, & Y. Jiang, 2008, An institution-based view of international 
business strategy, Journal of International Business Studies, 39 (in press); 
(9) C. K. Prahalad & A. Hammond, 2002, Serving the world’s poor, 
profitably, Harvard Business Review, September: 48-57; (10) M. Wright, 
I. Filatotchev, R. Hoskisson, & M. W. Peng, 2005, Strategy research 
in emerging economies, Journal of Management Studies, 42: 1-33; (11) 
Y. Yamakawa, M. W. Peng, & D. Deeds, 2008, What drives new 
ventures to internationalize from emerging to developed economies, 
Entrepreneurship Theory and Practice, 32: 59-82.

Case Discussion Questions
 1. What are the more attractive industries for the base 

of the pyramid?

 2. From a resource-based view, what determines firm 
performance in emerging economies?

 3. From an institution-based view, what are the crucial 
differences in formal and informal rules of the game 
between developed and emerging economies? 

 4. Some argue that aggressively investing in emerg-
ing economies is not only economically beneficial 
but also highly ethical, because it may potentially 
lift many people out of poverty. However, others 
caution that in the absence of reasonable hopes 
of decent profits (the base of the pyramid is noto-
riously turbulent due to political and economic 
uncertainties), rushing to emerging economies 
is reckless. How would you participate in this 
debate?
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KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1.  Define industry competition

2. Analyze an industry using the five forces framework

3. Articulate the three generic strategies

4. Understand the seven leading debates concerning the industry-based view

5. Draw strategic implications for action
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OPENING CASE: THE AUTOMOBILE INDUSTRY: FROM GOOD 
LIFE TO BLOODBATH AT THE TOP

Plagued with overcapacity, the automobile 
industry is intensely competitive. However, 
life is not equally stressful for companies in 

the three broad segments within the industry: mass 
market, luxury, and ultra-luxury. The number of 
mass market players, such as Chrysler, Ford, General 
Motors (GM), Honda, Hyundai, Nissan, Renault, 
Toyota, and Volkswagen (VW), is numerous, and 
competition is intense. For example, it takes an 
average of $3,400 of incentives per vehicle for 
the American Big Three to move their cars. This 
is not the worst: Saab broke a record by spend-
ing $6,200 on incentives per vehicle sold in 2007. 
These incentives crush industrywide profit margins, 
which on average stand at a low 5%. The luxury 
market has fewer players, such as Audi, BMW, 
Lexus, Mercedes, and Porsche. They use fewer 
gimmicks such as fat rebates or 0% financing, and 
their margins are at a relatively healthy 10%. Life in 
the ultra-luxury market seems to be most tranquil. 
Competition is more “gentlemanly,” and changes 
come at a glacial pace. The handful of players, such 
as Ferrari, Lamborghini, and Rolls-Royce, produce 
a small number of cars each year for the world’s most 
discriminating customers: approximately 10,000 a 
year for cars priced above $150,000. Profits per car 
may exceed $20,000. This a world apart from the 
mass market profits, which sometimes can be as low 
as $150 per car thanks to incentives. Overall, in the 

ultra-luxury group, margins are comfortable, indi-
cating a good life at the top.

However, such a good life may be a thing of the 
past. It seems that every self-respecting carmaker 
is rushing to invade the lucrative ultra-luxury 
market, thus prompting a high-stakes drama never 
seen before. In 2003, three German carmakers 
launched three new entrants for the ultra-luxury 
market. Mercedes offered a $320,000 Maybach, 
which traces its roots to the gull-winged legendary 
1952 SLR model. BMW, which took over Rolls-
Royce in 1998, launched a $360,000 Rolls-Royce 
Phantom. VW, having bought Britain’s Bentley, 
stormed into this high-end market with a $160,000 
Bentley Continental GT. Positioned as the “driv-
er’s car,” the Bentley Continental GT outsold the 
Phantom and the Maybach by a 4-to-1 ratio (4,000 
versus 1,000 cars) in its first year. Other players such 
as Acura, Cadillac, Jaguar, and Lexus are all looking 
forward to entering the fray. Facing such gather-
ing storms, “old timers,” such as Aston Martin and 
Maserati, also rush to add new models.   

With 40%–50% growth of supply in the ultra-
luxury market projected for the next decade, the 
million dollar question is whether so many new 
entrants will glut the market, repeating what is 
happening in the mass market. Carmakers empha-
size that their ultra-luxury products are “not about 
transportation.” They are more like jewelry, horses, 
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and other items that are part of the affluent lifestyle. 
BMW, Mercedes, and VW’s Bentley are confident 
that they can grow the market by offering wealthy 
buyers more choices. 

Carmakers are also eyeing virgin territory. In 
China, while overall growth is strong, the mass 
market already has a huge glut, forcing average vehi-
cle prices to fall by 7% in 2007. Not surprisingly, the 
most lucrative cut is the ultra-luxury segment, where 
automakers enjoy the greatest pricing power. In 
China, sales of premium marques, the fastest grow-
ing segment, have tripled in the past five years. In 
2002, Bentley opened a dealership in Beijing. Now it 
has seven dealerships around the country. Mercedes 

was encouraged by the fact that so many Chinese 
Mercedes buyers were in their 40s, considerably 
younger than the typical 50s-plus customers back 
in Europe and North America. But still, the United 
States remains the largest and most competitive 
luxury market that can make or break a carmaker. 
Overall, it seems that a bloodbath is in the making at 
the top of the global automobile industry.

Sources: Based on (1) Auto Observer, 2008, January incentives 
more generous than year ago, February 1 (www.autoobserver.
com); (2) Business Week, 2004, Stealing a lead in luxury, 
December 6: 134–136; (3) Business Week, 2007, Luxury cars in 
China, April 19; (4) Business Week, 2008, Big China plans for 
Japan’s big three, January 18; (5) The Economist, 2003, Is one 
Rolls-Royce enough, January 24: 49–50.

Why is the ultra-luxury car market turning from relative peace and tranquility to 
more head-on competition? Why are firms that previously weren’t competing in this 
market now entering? What are the responses of existing players (incumbents)? How 
do components suppliers and car buyers react? Finally, are there any substitutes for 
these cars? This chapter addresses these and other strategic questions. We accomplish 
this by introducing the industry-based view, which is one of the three leading per-
spectives on strategy. (The other two, resource- and institution-based views, will be 
covered in Chapters 3 and 4, respectively.)

As noted in Chapter 1, a basic strategy tool is SWOT analysis, dealing with inter-
nal strengths (S), weaknesses (W), environmental opportunities (O), and threats (T). 
The focus of this chapter is O and T from the industry environment (S and W will be 
discussed later). We start by defining industry competition. Then, the five forces frame-
work will be introduced, followed by a discussion of three generic strategies. Finally, 
we spell out seven leading debates. 

Defining Industry Competition
An industry is a group of firms producing products (goods and/or services) that are 
similar to each other. The traditional understanding is based on Adam Smith’s (1776) 
model of perfect competition, in which price is set by the invisible hand known as 
the “market,” where all firms are price takers, and entries and exits are relatively easy. 
However, such perfect competition is rarely observed in the real world. Consequently, 
since the late 1930s, a more realistic branch of economics, called industrial organization 
(IO) economics (or industrial economics), has emerged. Its primary contribution is a 
structure-conduct-performance (SCP) model. Structure refers to the structural attri-
butes of an industry (such as the costs of entry/exit). Conduct is firm actions (such as 
product differentiation). Performance is the result of firm conduct in response to 
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industry structure, which can be classified as (1) average (normal), (2) below-average, and 
(3) above-average. The model suggests that industry structure determines firm conduct 
(or strategy), which, in turn, determines firm performance.1 

However, the goal of IO economics is not to help firms compete; instead, it is to 
help policymakers better understand how firms compete in order to properly regulate 
them. In terms of the number of firms in one industry, there is a continuum ranging 
from thousands of small firms in perfect competition to only one firm in a monopoly
(in between, can exist an oligopoly with only a few players or a duopoly with two 
competitors). The numerous small firms can only hope to earn average returns at best, 
whereas the monopolist may earn above-average returns. Economists and policymak-
ers are usually alarmed by above-average returns, which they label “excess profits.” 
Monopoly is usually outlawed and oligopoly scrutinized.

Such an intense focus on above-average firm performance is shared by IO econom-
ics and strategy. However, IO economists and policymakers are concerned with the 
minimization rather than the maximization of above-average profits. The name of the 
game, from the perspective of strategists in charge of the profit-maximizing firm, is 
exactly the opposite—to try to earn above-average returns (of course, within legal and 
ethical boundaries). Therefore, strategists have turned the SCP model upside down, 
by drawing on its insights to help firms perform better.2 This transformation comprises 
the heart of this chapter.

The Five Forces Framework
The industry-based view of strategy is underpinned by the five forces framework, first 
advocated by Michael Porter (a Harvard strategy professor who is an IO economist 
by training), and later extended and strengthened by numerous others. This section 
introduces this framework. 

From Economics to Strategy
In 1980, Porter “translated” and extended the SCP model for strategy audiences.3

The result is the well-known five forces framework, which forms the backbone of 
the industry-based view of strategy. Shown in Figure 2.1, these five forces are (1) the 
intensity of rivalry among competitors, (2) the threat of potential entry, (3) the bar-
gaining power of suppliers, (4) the bargaining power of buyers, and (5) the threat of 
substitutes. A key proposition is that firm performance critically depends on the degree 
of competitiveness of these five forces within an industry. The stronger and more com-
petitive these forces are, the less likely the focal firm will be able to earn above-average 
returns, and vice versa (Table 2.1). 

Actions indicative of a high degree of rivalry include (1) frequent price wars, 
(2) proliferation of new products, (3) intense advertising campaigns, and (4) high-cost 
competitive actions and reactions (such as honoring all competitors’ coupons). Such 
intense rivalry threatens firms by reducing profits.4 The key question is: What condi-
tions have led to it? 

At least six sets of conditions emerge (Table 2.1). First, the number of competitors 
is crucial. The more concentrated an industry is, the fewer competitors there will be, 
and the more likely those competitors will recognize their mutual interdependence and 
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thus restrain their rivalry. As shown in the Opening Case, the few luxury car competi-
tors historically do not engage in intense competitive actions (such as deep discounts) 
typically found among mass market competitors. 

Second, competitors of similar size, market influence, and product offerings often 
vigorously compete with each other. This is especially true for firms unable to differ-
entiate their products, such as airlines. How many airlines have flown into the skies of 
bankruptcy lately? In contrast, the presence of a dominant player lessens rivalry because 
it can set industrywide prices and discipline behaviors deviating too much from the 
prices norm. De Beers in the diamond industry is one such example. 

Third, in industries whose products are “big tickets” and purchased infrequently 
(such as mattresses and motorcycles), it may be difficult to establish dominance—the 
market leader has a very large market share. The upshot is more intense rivalry.5 In 
contrast, it may be relatively easier for leading firms to dominate in “staple goods” 
industries with low-price, more frequently purchased products. Examples include beers 
and facial tissues, dominated by Anheuser Busch (Budweiser) and Kimberly-Clark 
(Kleenex), respectively (see Table 2.2). This is because consumers for “staple goods” 
are not likely to spend much time on their purchase decisions and find it convenient 
to stick with well-known brands. On the other hand, consumers for “big ticket” items 
are more interested in searching for a good deal every time they buy, and may not 
automatically rely on the reputation of leading firms. For instance, how often do you 

Industry
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FIGURE 2.1 The Five Forces Framework

five forces framework
A framework governing 
the competitiveness of 
an industry proposed 
by Michael Porter. The 
five forces are (1) the 
intensity of rivalry among 
competitors, (2) the 
threat of potential entry, 
(3) the bargaining power 
of suppliers, (4) the bar-
gaining power of buyers, 
and (5) the threat of 
substitutes.

dominance
A situation whereby the 
market leader has a very 
large market share.

Openmirrors.com



c h a p t e r  2    Managing Industry Competition 37

TABLE 2.1 Threats of the Five Forces

  THREATS INDICATIVE OF STRONG COMPETITIVE FORCES THAT CAN 
FIVE FORCES  DEPRESS INDUSTRY PROFITABILITY

Rivalry among competitors • A large number of competing firms

 • Rivals are similar in size, influence, and product offerings

 • High-price low-frequency purchases

 • Capacity is added in large increments

 • Industry slow growth or decline

 • High exit costs

Threat of potential entry • Little scale-based advantages (economies of scale)

 • Little non-scale-based advantages 

 • Inadequate product proliferation

 • Insufficient product differentiation 

 •  Little fear of retaliation due to the focal firm’s lack of 
excess capacity

 • No government policy banning or discouraging entry

Bargaining power of suppliers • A small number of suppliers

 • Suppliers provide unique differentiated products 

 • Focal firm is not an important customer of suppliers

 • Suppliers are willing and able to vertically integrate forward

Bargaining power of buyers • A small number of buyers

 •  Products provide little cost savings or quality-of-life 
enhancement

 •  Buyers purchase standard undifferentiated products from 
focal firm

 • Buyers are willing and able to vertically integrate backward

Threat of substitutes •  Substitutes superior to existing products in quality and 
function

 • Switching costs to use substitutes are low

buy a car? Chances are that the next time you buy a car, you would do some research 
again. Therefore, the current producer that sold you a car several years ago runs the 
risk of losing you as a customer.

Fourth, in some industries, new capacity must be added in large increments, thus 
fueling intense rivalry.6 If the route between two seaports is currently served by two 
shipping companies (each with one ship of equal size), any existing company’s (or 
new entrant’s) new addition of merely one ship will increase the new capacity by 
50%. Thus, the two existing shipping companies are often compelled to cut prices. In 
addition to shipping, industries such as hotels, petrochemicals, semiconductors, and 
steel often periodically experience overcapacity, leading to price-cutting as a primary 
coping mechanism.7
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TABLE 2.2 Big Tickets versus Staple Goods

   LEADER’S SHARE AMONG 
PRODUCT US MARKET LEADER LEADER’S MARKET SHARE TOP-4 FIRMS

BIG TICKETS: HIGH-PRICE LESS-FREQUENTLY PURCHASED PRODUCTS

Athletic footwear Reebok 25% 40%
Automobile General Motors 35% 46%
Mattresses Sealy 25% 46%
Men’s jeans VF Corporation 26% 40%
Motorcycles Honda 33% 42%
Refrigerators General Electric 34% 38%

STAPLE GOODS: LOW-PRICE MORE-FREQUENTLY PURCHASED PRODUCTS

Beer Anheuser Busch (Budweiser) 44% 52%
Facial tissues Kimberly-Clark (Kleenex) 47% 56%
Laundry detergents Procter & Gamble 53% 59%
Lightbulb General Electric 59% 62%
Photographic film Kodak 76% 81%
Processed cheese Kraft 54% 71%

Source: Adapted from J. Shamsie, 2003, The context of dominance: An industry-driven framework for exploiting reputation (pp. 214–215), 
Strategic Management Journal, 24: 199–215. All data are average US market share data during 1987–1994. 

Fifth, slow industry growth or decline makes competitors more desperate, often 
unleashing actions not used previously (see Strategy in Action 2.1). For instance, when 
facing declining consumer interest in fast food, McDonald’s launched its $1 menu 
featuring the Big N’Tasty burger, which cost $1.07 to make in some restaurants. This 
action, designed to wear out McDonald’s chief rivals, Burger King and Wendy’s, 
squeezed industrywide margins.8

Finally, industries experiencing high exit costs are likely to see firms continue to 
operate at a loss.9 Specialized equipment and facilities that are of little or no alternative 
use, or that cannot be sold off, pose as exit barriers. In addition, emotional, personal, and 
career costs, especially on the part of executives admitting failure, may be high. In Japan 
and Germany, managers may be legally prosecuted if their firms file for bankruptcy.10

Thus, it is not surprising that these executives will try everything before admitting failure 
and taking their firms to exit the industry.

Overall, if there are only a small number of rivals led by a few dominant firms, new 
capacity is added incrementally, industry growth is strong, and exit costs are reason-
able, the degree of rivalry is likely to be moderate and industry profits more stable. 
Conditions opposite from those may unleash intense rivalry. Chapter 8 will discuss 
more details of interfirm rivalry.

Threat of Potential Entry
In addition to keeping an eye on existing rivals, established firms in an industry, 
which are called incumbents, also have a vested interest in keeping out potential 
new entrants. New entrants are motivated to enter an industry because of the lucrative 
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industry that compete 
against each other.
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above-average returns some incumbents earn.11 For example, EMC dominated the 
data-storage industry during the 1990s. One competitor joked that EMC stood for 
“Excessive Margin Company.” As a result, a powerful pack of heavyweights, led by 
IBM, HP, and Cisco, entered this industry to “eat EMC’s lunch.”12 

Incumbents’ primary weapons are entry barriers, which refer to industry structures 
increasing the costs of entry. For instance, Airbus’s new A380 burned $12 billion 
and Boeing’s new 787 consumed $10 billion before their maiden flights. Facing such 
sky-high entry barriers, all potential entrants, including those backed by the Japanese, 
Korean, and Chinese governments, have quit. The key question is: What conditions 
have created such high entry barriers?

Shown in Table 2.1, at least six structural attributes are associated with high entry 
barriers. The first is whether incumbents enjoy scale-based advantages. The key con-
cept is economies of scale, which refer to reductions in per unit costs by increasing the 
scale of production.13 For example, Galanz, a Chinese microwave producer, produced 

Strategy in Action 2.1 - Strategy in Action 2.1 - Fighting in the Small Arms Industry

Ethical Challenge

Producing rifles, handguns, and ammunition, the 
small arms industry is not small. With sales of 

$7.5 billion a year, over 1,200 companies based in 
about 100 countries fight for a piece of the action. 
Good for mankind but bad for the industry, small 
arms sales have remained flat since the end of the 
Cold War. While there is no shortage of armed 
conflicts, the over 600 million items of small arms 
in circulation create a thriving market for used pieces 
that producers of new weapons hate. Perhaps the 
most enduring icon is the AK-47 assault rifle sold by 
Soviet and now Russian exporters as well as licensed 
producers in Eastern Europe and China. The esti-
mated 100 million copies of AK-47s in circulation 
have created a permanent glut. In 2004, retired 
Russian general Mikhail Kalashnikov who designed 
the AK-47 (which stands for “automatic Kalashnikov 
first made in 1947”) and the Russian firm Izhmash 
that made the weapon accused the United States of 
buying pirate AK-47s for the Iraqi military. 

In the United States, gunmakers such as Alliant, 
Colt, and Smith & Wesson face a steadily dropping 
crime rate—historically a killer for handgun sales—and 
the rise of cheap competition from Brazil and Israel. 
Three coping strategies are used. First: Exit. Romanian 
gunmaker Romarm recently began producing sewing 

and washing machines. Izhmash now hawks machine 
tools. Second: Collaborate. Germany’s Heckler & 
Koch (H&K), Belgium’s FN Herstal, France’s GIAT, 
and the United States’ Alliant have begun work-
ing together. Third: Differentiate. In 2005, Smith & 
Wesson unleashed a supersize .50-calber handgun, 
the Five Hundred, that sold for $1,000. One of the 
leading collaborative projects among incumbents, 
like Alliant and H&K mentioned earlier, is to pack 
more lethality into the Objective Individual Combat 
Weapon (OICW). Combining the function of a rifle 
(like the M-16) and a 20mm grenade, the OICW can 
send out a barrage of shells to spray shrapnel at the 
enemy. Even before the OICW enters production, 
it has already received a barrage of criticisms on the 
ethicality of this weapon. According to one critic, this 
weapon relieves “the soldier of the need to take careful 
or steady aim” and is likely to result in indiscriminate 
killing. However, desperate times call for desperate 
measures, and the ethical problems associated with 
this weapon seem unlikely to deter it from entering 
Western militaries.

Sources: Based on (1) Arms Trade Resource Center, 2008, Profiling 
the small arms industry (www.worldpolicy.org); (2) J. Ness, 2004, 
Swords into vodka, Newsweek, November 22: 46; (3) Wikipedia, 
2008, Arms industry (en.wikipedia.org). 

entry barriers
The industry structures 
that increase the costs 
of entry.

scale-based 
advantages
Advantages derived 
from economies of 
scale (the more a firm 
produces some prod-
ucts, the lower the unit 
costs become).

www.worldpolicy.org


p a r t  1    Foundations of Global Strategy40

200,000 units in 1999. In 2002, it manufactured 13 million microwave ovens for more 
than 200 brands. Such a high output has enabled Galanz to rapidly reap benefits from 
its economies of scale. Today, Galanz is the undisputed “king of the hill,” making 
approximately 22 million units every year that represent about one-third of the world’s 
microwave production.14

Another set of advantages that incumbents may enjoy is independent of scale—non-
scale-based advantages. For example, proprietary technology (such as patents) is help-
ful. Entrants have to “invent around,” the outcome of which is costly and uncertain. 
Entrants can also directly copy proprietary technology, which may trigger lawsuits by 
incumbents for patent violations. This happened to Nexgen, a computer chip maker, 
when Intel filed such lawsuits. Nexgen paid a heavy price by being forced out of the 
industry.15 Another source of such advantages is know-how, the intricate knowledge 
of how to make products and serve customers that takes years, sometimes decades, to 
accumulate. It is often difficult for new entrants to duplicate such know-how.

In addition to scale- and non-scale-based low-cost advantages, another entry bar-
rier is product proliferation, which refers to efforts to fill product space in a manner 
that leaves little “unmet demand” for potential entrants.16 For example, South-Western 
Cengage Learning, our multibillion dollar multinational publisher (see Chapter 1 
Opening Case), has teamed with your author (whose nickname is “Mr. Global”) to 
not only publish this market-leading text, Global Strategy, but also Global Business and 
Global Business Express around the world. For non-English readers who are dying to 
arm themselves with the wisdom contained in Global Strategy, there are Quanqiu Qiye 

Zhanlue (the Chinese translation) and Estratégia Global (the Portuguese translation).  
Also important is product differentiation, which refers to the uniqueness of the 

incumbents’ products that customers value. Its two underlying sources are (1) brand 
identification and (2) customer loyalty. Incumbents, often through intense advertising, 
would like customers to identify their brands with some unique attributes. BMW brags 
about its cars being the “ultimate driving machines.” Champagne makers in the French 
region of Champagne argue that competing products made elsewhere are not really 
worthy of the name, Champagne. 

A second source of product differentiation is customer loyalty, especially when 
switching costs for new products are substantial. Many high-technology industries are 
characterized by network externalities, whereby the value a user derives from a prod-
uct increases with the number (or the network) of other users of the same product.17 
These industries have a “winner take all” property, whereby winners (incumbents) 
whose technology standard is embraced by the market (such as Microsoft Word, Excel, 
and PowerPoint) are essentially locking out potential entrants. In other words, these 
industries have an interesting “increasing returns” characteristic, as opposed to “diminish-

ing returns” taught in basic economics. 
Another entry barrier is possible retaliation by incumbents. Incumbents often main-

tain some excess capacity, designed to punish new entrants. To think slightly outside 
the box, perhaps the best example is the armed forces. They cost taxpayers huge sums 
of money and clearly represent excess capacity in peace time. But they exist for one 
reason—to deter foreign invasion. No country has ever unilaterally disbanded its armed 
forces, and the worst punishment for defeated countries (such as Germany and Japan 
in 1945 and Iraq in 2003) is to have their military dismantled. In general, the more 
credible and predictable the retaliation, the more likely new entrants may be deterred. 
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Coca-Cola has been known to retaliate by slashing prices if any competitor (other than 
Pepsi) crosses the threshold of 10% share in any market. As a result, potential entrants 
often think twice before proceeding. 

Finally, government policy banning or discouraging entries can serve as another 
entry barrier.18 For example, the US government does not allow foreign entrants to 
invest in the defense industry and only allows up to 25% equity injection from foreign 
carriers in the airline industry. The Indian government bans large-scale entry by foreign 
retailers such as Wal-Mart. In almost every case, the lowering of government-imposed 
entry barriers leads to a proliferation of new entrants, threatening the profit margins of 
incumbents. This, of course, is exactly why Indian retail incumbents lobby so hard to 
prevent the onslaught of foreign entrants.

Overall, if incumbents can leverage scale- and/or non-scale-based advantages, offer 
numerous products, provide sufficient differentiation, maintain a credible threat of 
retaliation, and/or enjoy regulatory protection, the threat of potential entry becomes 
weak. Thus, incumbents can enjoy higher profits. 

Bargaining Power of Suppliers
Suppliers are organizations that provide inputs, such as materials, services, and manpower, 
to firms in the focal industry. The bargaining power of suppliers refers to their ability to 
raise prices and/or reduce the quality of goods and services. Four conditions may lead to 
suppliers’ strong bargaining power (Table 2.1). First, if the supplier industry is dominated 
by a few firms, they may gain an upper hand. For example, in the PC industry, the 
most profitable players are not Dell and Lenovo, but their two suppliers, Microsoft 
(operating systems) and Intel (microprocessors), which possess stronger bargaining power. 
Conversely, numerous individual coffee growers in Africa and Latin America possess little 
bargaining power when dealing with multinationals such as Nestle and Starbucks. 

Second, the bargaining power of suppliers can become substantial if they provide 
unique, differentiated products with few or no substitutes.19 For instance, for Coca-Cola 
bottlers, there is only one supplier for Coke syrup. If Coca-Cola hikes up the syrup 
price, bottlers, which actually bottle, market, and distribute the soda, will have to swal-
low these increases, even if they are unable to pass the price increases on to consumers. 
It is hardly surprising that Coca-Cola’s return on equity is substantially higher than that 
of its bottlers (38% versus 6% in the mid-2000s).20

Third, suppliers may exercise strong bargaining power if the focal firm is not an 
important customer. Boeing and Airbus, for example, are not too concerned with 
losing the business of small airlines, which may only purchase one to two aircraft at a 
time. Consequently, they often refuse to lower prices. In contrast, they are intensely 
concerned about losing large airlines, such as American, Japan, and Singapore Airlines. 
As a result, lower prices are often offered. 

Finally, suppliers may enhance their bargaining power if they are willing and able 
to enter the focal industry by forward integration.21 In other words, suppliers may 
threaten to become both suppliers and rivals. For example, in addition to supplying 
shoes to traditional department and footwear stores, Nike has established a number of 
Nike Towns in major cities. 

In summary, powerful suppliers can squeeze profitability out of firms in the focal 
industry. Firms in the focal industry, thus, have an incentive to strengthen their own 
bargaining power by reducing their dependence on certain suppliers. For example, 

bargaining power 
of suppliers
The ability of suppliers 
to raise prices and/or 
reduce the quality of 
goods and services.

forward integration
Acquiring and owning 
downstream assets.
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Wal-Mart has implemented a policy of not having any supplier account for more than 
3% of its purchases.

The Bargaining Power of Buyers
From the perspective of buyers (individual or corporate), firms in the focal industry 
are essentially suppliers. Therefore, our previous discussion on suppliers is relevant 
here (Table 2.1). Four conditions lead to the strong bargaining power of buyers. First, 
a small number of buyers leads to strong bargaining power. For example, hundreds 
of automobile component suppliers try to sell to a small number of automakers, such 
as BMW, GM, and Honda. These buyers frequently extract price concessions and 
quality improvements by playing off suppliers against each other. When these auto-
makers invest abroad, they often encourage or coerce suppliers to invest with them 
and demand that supplier factories be sited next to the assembly plants—at suppliers’ 
own expenses. Not surprisingly, many suppliers comply.22 This is how Toyota cloned 
Toyota City in Guangzhou, China, whose main Toyota-owned factory is surrounded 
by 30 supplier factories.

Second, buyers may enhance their bargaining power if products of an industry do 
not clearly produce cost savings or enhance the quality of life for buyers. For example, 
repeated and frequent upgrades in software packages are causing buyer fatigue. Heads of 
information technology (IT) departments are increasingly suspicious about whether the 
costly new “gadgets” are really able to help their companies save money. The upshot is 
that reluctant buyers can either refuse to buy or extract significant discounts.

Third, buyers may have strong bargaining power if they purchase standard, undiffer-
entiated commodity products from suppliers. Although automobile components sup-
pliers as a group possess less bargaining power relative to automakers, suppliers are not 
equally powerless. There are usually several tiers.23 The top tier suppliers are the most 
crucial, often supplying nonstandard, differentiated key components such as electric 
systems, steering wheels, and car seats. The bottom tier consists of suppliers making 
standard, undifferentiated commodity products such as seat belt buckles, cup holders, 
or simply nuts and bolts. Not surprisingly, top tier suppliers possess more bargaining 
power than bottom tier suppliers.

Finally, like suppliers, buyers may enhance their bargaining power by entering the 
focal industry through backward integration. Buyers such as COSTCO, Tesco, and 
Marks & Spencer now directly compete with their own suppliers such as Procter & 
Gamble (P&G) and Johnson & Johnson by procuring store-brand products. Store brands 
(also known as private labels), such as Kirkland (for COSTCO), Kenmore (for Sears), 
Kroger, and Safeway brands, compete side-by-side with national brands on the shelf 
space. At present, store-brand grocery products command approximately 40% of sales 
in Britain, 20% in France, and 15% in the United States.24 

In summary, powerful or desperate buyers may enhance their bargaining power. 
Buyers’ bargaining power may be minimized if firms can sell to numerous buyers, identify 
clear value added, provide differentiated products, and enhance entry barriers.

Threat of Substitutes
Substitutes are products of different industries that satisfy customer needs currently met 
by the focal industry. For instance, while Pepsi is not a substitute for Coke (Pepsi is a rival 

backward 
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Acquiring and owning 
upstream assets.

substitutes
Products of different 
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in the same industry), tea, coffee, juice, and water are—that is, they are still beverages but 
are in a different product category. Two areas of substitutes are particularly threatening 
(Table 2.1). First, if substitutes are superior to existing products in quality and function, 
they may rapidly emerge to attract a large number of customers. For example, music 
downloads (both legal and illegal kinds) are now rapidly eating into CD sales. In India, 
Tata’s “one lakh” car may become a viable substitute for motorcycles and rickshaws (see 
Chapter 1 Closing Case).

Second, substitutes may pose significant threats if switching costs are low. For example, 
consumers incur virtually no costs when switching from sugar to a sugar substitute such 
as NutraSweet. Both are readily available in restaurants and grocery stores. On the other 
hand, no substitutes exist for large passenger jets, especially for transoceanic transportation. 
The only other way to go to Hawaii or New Zealand seems to be swimming (!). As a 
result, Boeing and Airbus can charge higher prices than would be the case if there were 
substitutes for their products.

Overall, the possible threat of substitutes requires firms to vigilantly scan the larger 
environment, as opposed to the narrowly defined focal industry. Enhancing customer 
value (such as price, quality, utility, and location) may reduce the attractiveness of 
substitutes.

Lessons from the Five Forces Framework
Taken together, the five forces framework offers three significant lessons (Table 2.3):

• The framework reinforces the important point that not all industries are equal in 
terms of their potential profitability. The upshot is that when firms have the luxury 
to choose (such as diversified companies contemplating entry to new industries 
or entrepreneurial start-ups scanning new opportunities), they will be better off if 
they choose an industry whose five forces are weak. Michael Dell confessed that he 
probably would have avoided the PC industry had he known how competitive the 
industry would become.

• The task is to assess the opportunities (O) and threats (T) underlying each competi-
tive force affecting an industry, and then estimate the likely profit potential of the 
industry. 

• The challenge, according to Porter, is “to stake out a position that is less vulner-
able to attack from head-to-head opponents, whether established or new, and less 
vulnerable to erosion from the direction of buyers, suppliers, and substitutes.”25 In 
other words, the key is to position your firm well within an industry and defend its 
position. Consequently, the five forces framework also becomes known as the 
industry positioning school.

TABLE 2.3 Lessons from the Five Forces Framework

• Not all industries are equal in terms of potential profitability.

•  The task for strategists is to assess the opportunities (O) and threats (T) underlying each of the 
five competitive forces affecting an industry.

• The challenge is to stake out a position that is strong and defensible relative to the five forces.

industry positioning
Ways to position a 
firm within an industry 
in order to minimize 
the threats presented 
by the five forces.
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Although the thrust of this framework was put forward by Porter nearly 30 years 
ago, it has continued to assert strong influence on strategy practice and research today. 
While it has been debated and modified (introduced later), its core features remain 
remarkably insightful when analyzing new phenomena such as e-commerce. Table 2.4 
suggests that despite the myth that the Internet may completely rewrite the rules of 
competition, quite the contrary may be true. The so-called “New Economy” appears 
more “like an old economy that has access to a new technology.”26 Unfortunately, 
from the perspective of the five forces, the very benefits of the Internet, such as making 
information widely available and linking buyers and sellers together, may threaten 
profit margins of the focal firms that try to capture these benefits.27

Three Generic Strategies
Having identified the five forces underlying industry competition, the next challenge 
is how to make strategic choices. Porter suggested three generic strategies, (1) cost 
leadership, (2) differentiation, and (3) focus, all of which are intended to strengthen the 
focal firm’s position relative to the five competitive forces (see Table 2.5).28 

TABLE 2.4 The Five Forces and the Internet

FIVE FORCES  THREATS REPRESENTED BY THE INTERNET

Rivalry among competitors • Reduces differentiation among competitors

• Drives the basis of competition to price

•  Increases the number of competitors that, despite having 
some online presence, may be outside the region/country

Threat of potential entry •  Reduces entry barriers such as the need for sales forces 
and brick-and-mortar channels

•  Internet applications are difficult to keep proprietary from 
new entrants

•  Incumbents do not have sufficient advantage to deter entry

Bargaining power of suppliers •  It is more convenient for suppliers to reach end users, 
reducing the leverage of the focal firm

•  Internet procurement and digital marketplaces may give all 
companies equal access to suppliers, reducing the value of 
“special relationships”

Bargaining power of buyers •  Buyers possess greater information on products of the focal 
firm and competitors, facilitating comparison shopping

•  Buyers can reach producers (suppliers) more easily, reduc-
ing the bargaining power of the focal firm in distribution 
industries

Threat of substitutes •  The proliferation of Internet applications may create new 
substitutes, making the focal firm’s products (goods and 
services) obsolete

Source: Adapted from R. Hamilton, E. Eskin, & M. Michaels, 1998, “Assessing competitors: The gap between 
strategic intent and core capability” (p. 413 and p. 415), Long Range Planning, 31: 406–417. Copyright © 1998. 
Reprinted with permission from Elsevier.

generic strategies
Strategies intended to 
strengthen the focal 
firm’s position relative 
to the five competitive 
forces, including (1) cost 
leadership, (2) differen-
tiation, and (3) focus.
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Cost Leadership
Recall that our definition of strategy (see Chapter 1) is a firm’s theory about how to 
compete successfully. A cost leadership strategy basically indicates that a firm’s theory 
about how to compete successfully centers on low costs and prices. Offering the same 
value of a product at a lower price—in other words, better value—tends to attract 
many more customers. A cost leader often positions its products to target the “average” 
customers for the mass market with little differentiation. The key functional areas of 
cost leaders are manufacturing, materials, and logistics management. The hallmark of 
this strategy is a high-volume low-margin approach.

A cost leader, such as Wal-Mart, can minimize the threats from the five forces. 
First, it is able to charge lower prices and make better profits compared with higher 
cost rivals. Second, its low-cost advantage is a significant entry barrier. Third, the cost 
leader typically buys a large volume from suppliers, whose bargaining power is reduced. 
Even Wal-Mart’s largest supplier, P&G, is afraid of Wal-Mart’s size. In response, P&G 
recently acquired Gillette to enhance its size and, hence, its bargaining power. Fourth, 
the cost leader would be less negatively affected if strong suppliers increase prices or 
powerful buyers force prices down. Finally, the cost leader challenges substitutes to not 
only outcompete the utility of its products, but also its prices, a very difficult proposi-
tion. Thus, a true cost leader is relatively safe from these threats.

However, a cost leadership strategy has at least two drawbacks. First, there is always 
the danger of being outcompeted on costs. This forces the leader to continuously search for 
lower costs. All the mass-market automakers in the world are now nervously watching 
India’s “one lakh” car, the Tata Nano, sold for under $3,000 (see Chapter 1 Closing Case). 
If the Tata Nano were successfully exported, the impact on the profit margins of existing 
low-cost leaders whose entry-level cars now sell for $8,000 to $10,000 would be devastat-
ing. Second, in the relentless drive to cut costs, a cost leader may cut corners that upset 
customers. A case in point is Toyota’s attempt to market a car in Japan with unpainted 
bumpers. Consumers quickly noticed and rebelled, forcing this model to be withdrawn.

Overall, a cost leadership strategy is pursued by most companies, which find little 
alternative basis for distinction. However, a number of other firms have decided to be 
different, by embracing the second generic strategy discussed next.

Differentiation
A differentiation strategy focuses on how to deliver products that customers perceive 
to be valuable and different (Table 2.5). While cost leaders serve “typical” customers, 

TABLE 2.5 Three Generic Competitive Strategies

 PRODUCT DIFFERENTIATION MARKET SEGMENTATION KEY FUNCTIONAL AREAS

Cost leadership Low (mainly by price) Low (mass market) Manufacturing, materials,
   and logistics management

Differentiation High (mainly by uniqueness) High (many market segments) Research and development,
   marketing, and sales

Focus Low (mainly by price) or high  Low (one or a few segments) Any kind of functional area
 (mainly by uniqueness)

Source: Adapted from M. W. Peng, J. Tan & T. Tong, 2004, “Ownership types and strategic groups in an emerging economy” from Journal of 
Management Studies. Reprinted by permission of Blackwell Publishing. 

cost leadership
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differentiators target customers in smaller well-defined segments who are willing to 
pay premium prices. The key is a low-volume high-margin approach. The ability to 
charge higher prices enables differentiators to outperform competitors unable to do so. 
A Lexus car is not significantly more expensive to produce than a Chrysler car. Yet, 
customers always pay more to get a Lexus. To attract customers willing to pay pre-
miums, differentiated products must have some truly (or perceived) unique attributes, 
such as quality, sophistication, prestige, and luxury. The challenge is to identify these 
attributes and deliver value centered on them for each market segment.29 Therefore, in 
addition to maintaining a strong lineup for its 3-, 5-, and 7-series, BMW is now fill-
ing in the “gaps” by adding the new 1- and 6-series.30 For differentiators, research and 
development (R&D) is an important functional area through which new features can 
be experimented with and introduced. Another key function is marketing and sales, 
focusing on both capturing customers’ psychological desires that lure them to buy and 
satisfying their needs after the sales through excellent services.

According to the five forces framework, the less a differentiator resembles its rivals, 
the more protected its products are. For instance, Disney theme parks advertise the 
unique experience associated with Disney movie characters, whereas Kings Island and 
Six Flags theme parks brag about how fast and tall their roller coasters are. In lingerie, 
Victoria’s Secret emphasizes her—I mean “its”—seductive secret. The bargaining 
power of suppliers is relatively less of a problem because differentiators may be better 
able to pass on some (but not unlimited) price increases to customers than cost leaders 
can. Similarly, the bargaining power of buyers is less problematic because differentiators 
tend to enjoy relatively strong brand loyalty.

On the other hand, a differentiation strategy has two drawbacks. First, the differen-
tiator may have difficulty sustaining the basis of differentiation in the long run. There 
is always the danger that customers may decide that the price differential between the 
differentiator’s and cost leader’s products is not worth paying for. Second, the dif-
ferentiator has to confront relentless efforts of imitation. As the overall quality of the 
industry goes up, brand loyalty in favor of the leading differentiators may decline. For 
example, IBM’s PCs used to command a premium in the 1980s, but not any more. By 
2004, IBM was forced to sell its money-losing PC division to a Chinese rival, Lenovo. 
The upshot is that differentiators must watch out for imitators and avoid pricing their 
products out of the market.

Overall, a differentiation strategy requires more creativity and capability than a 
single-minded drive to lower costs. Successful differentiators are able to earn healthy 
returns.

Focus
A focus strategy serves the needs of a particular segment or niche of an industry 
(Table 2.5). The segment can be defined by (1) geographical market, (2) type of 
customer, or (3) product line. While the breadth of the focus is a matter of degree, 
focused firms usually serve the needs of a segment so unique that broad-based competi-
tors choose not to serve it. As shown in the Opening Case, a small number of focused 
competitors, such as Bentley and Lamborghini, dominate the ultra-luxury car market.

In essence, a focused firm is a specialized differentiator or a specialized cost leader. 
Although it sounds like a tongue twister, a specialized differentiator (such as Bentley) is 
basically more differentiated than the large differentiator (such as BMW). This approach 
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may be successful when a focused firm possesses intimate knowledge about a particular 
segment. The logic of how a traditional differentiator can dominate the five forces, dis-
cussed before, applies here, the only exception being a much smaller and narrower, but 
sharper, focus. The two drawbacks, namely, the difficulty to sustain such expensive dif-
ferentiation and the challenge of defending against ambitious imitation, also apply here.

A focused firm can also be a specialized cost leader. For example, India’s focused 
IT firms, such as Infosys, Wipro, and TCS, have successfully competed with US giants 
many times their size, such as Accenture, EDS, and IBM. Indian firms have developed 
an excellent reputation of providing high-quality services at low costs. Again, the same 
rationale for a traditional cost leader to dominate the five forces, described earlier, 
applies here. The key difference is that a focused cost leader deals with a narrower seg-
ment. The two drawbacks, the danger of being outcompeted on costs and of cutting 
too many corners, are also relevant here.

Lessons from the Three Generic Strategies
The essence of the three strategic choices is whether to perform activities differently or to 
perform different activities relative to competitors.31 Two lessons emerge. First, cost and dif-
ferentiation are two fundamental strategic dimensions. The key is to choose one dimen-
sion and focus on it consistently. Second, companies that are stuck in the middle—that 
is, neither having the lowest cost nor sufficient differentiation (or focus)—may be 
indicative of having either no or drifting strategy. Their performance may suffer as a 
consequence. However, the second point is subject to debate, as outlined next.

Debates and Extensions
Although the industry-based view is a powerful strategic tool, it is not without its 
controversies. Therefore, a new generation of strategists needs to understand some of 
these debates and thus avoid uncritical acceptance of the traditional view. This sec-
tion introduces seven leading debates: (1) clear versus blurred boundaries of industry, 
(2) threats versus opportunities, (3) five forces versus a sixth force, (4) stuck in the 
middle versus all rounder, (5) industry rivalry versus strategic groups, (6) integration 
versus outsourcing, and (7) industry- versus firm- and institution-specific determinants 
of firm performance.

Clear versus Blurred Boundaries of Industry
The heart of the industry-based view is the identification of a clearly demarcated indus-
try. However, this concept of an industry may be increasingly elusive. For example, 
consider the television broadcasting industry. The emergence of cable, satellite, and 
telecommunications technologies has blurred the industry’s boundaries. A television in 
the future may be able to control household security systems, play interactive games, 
and place online orders—essentially blending with the functions of a computer. To 
jockey for advantageous positions in preparation for such a future, there have been 
a large number of mergers and alliances between television, telecommunications, 
cable, software, and movie companies in recent years. In other words, the competi-
tors of ABC not only include CBS, NBC, CNN, and Fox, but also AT&T, SkyTV, 
Microsoft, Apple, Sony, and others. So what exactly is this “industry”? A new concept 
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is to view all the players involved as an “ecosystem.”32 However, it will be challenging 
to specify the boundaries of such an ecosystem. 

Threats versus Opportunities
Even assuming that industry boundaries can be clearly identified, the assumption that all 
five forces are (at least potential) threats seems too simplistic. This view has been chal-
lenged on two accounts. First, strategic alliances are on the rise, and even competitors 
are increasingly exploring opportunities to collaborate. GM and Toyota manufacture 
cars together. Samsung provides computer chips to Sony. In other words, if these rivals 
do not love each other, they do not hate each other either. Compared with the tradi-
tional black-and-white view, this more complicated and realistic view requires a more 
sophisticated understanding of today’s competition and collaboration (see Chapters 7 
and 8 for more details).

Second, even if firms do not directly collaborate with competitors, intense rivalry 
within an industry, long considered a “no-no,” may become an opportunity instead 
of a threat. In the IT industry, a number of ambitious companies from India, Israel, 
Singapore, and South Korea, instead of staying at home and enjoying the relative tran-
quility as suggested by the five forces framework, have come to Silicon Valley to seek 
out the most competitive environment. Their rationale is that only by being closer to 
where the action is, can they hope to become globally competitive.33 In other words, 
the new strategic motto seems to be: “Love thy competitors! They make you stronger.” 
Overall, it seems that the five forces model may have overemphasized the threat (T) part 
of the SWOT analysis. A more balanced view needs to highlight both O and T.

Five Forces versus a Sixth Force
The five forces Porter identified in the 1980s are not necessarily exhaustive. In 1990, 
Porter added related and supporting industries as an important force that affects the 
competitiveness of an industry.34 This is endorsed by Andrew Grove, the former 
CEO of Intel, who suggested the term, complementors.35 Basically, complementors 
are firms that sell products that add value to the products of a focal industry.36 The 
complementors to the PC industry are firms that produce software applications. When 
complementors produce exciting products (such as new games), the demand for PCs 
grows, and vice versa. Therefore, it may be helpful to add complementors as a possible 
sixth force.37 This is especially important for high-technology industries with “increasing 
returns” (in other words, “winner-take-all” markets) discussed earlier.

Stuck in the Middle versus All Rounder
A key proposition in the industry-based view is that firms must choose either cost 
leadership or differentiation. Pursuing both may make firms “stuck in the middle” with 
poor performance prospects.38 However, examples of highly successful firms abound, 
such as Toyota, which stand out as both cost leaders and differentiators. As a result, 
a debate has emerged. First, critics argue that holding technology constant, for firms 
already operating at the maximum efficiency scale, further cost savings are not possible 
and differentiation is a must.39 This can be illustrated by the instant-noodle war erupting 
in Asia, in which all rivals try to be both cost leaders and differentiators (Strategy in 
Action 2.2).
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Instant noodles, invented in Japan in 1957, have 
been voted by the Japanese as their most important 

20th century innovation. When these pre-cooked 
noodles first came out, they cost six times as much as 
the fresh noodles. Now after 50 years, the technol-
ogy is mature, enabling a number of firms to become 
low-cost producers. As a result, an instant-noodle 
war is erupting in Asia.

Consumers in low-income countries such as 
Indonesia and Vietnam are price-sensitive, forcing 
firms to compete on price. The next phase of com-
petition seems to be differentiation, as firms launch a 
proliferation of new flavors. In one year, Indofood of 
Indonesia, the world’s largest manufacturer of instant 
noodles, launched 12 regional flavors to appeal to 
resurgent local pride sparked by recent political 
decentralization of the country. Indofood has been 
forced to do so because it is under attack by new 
players such as Alhami, which undercuts Indofood 
on price. In addition, Alhami embraces an Islamic 
image and boasts that its noodles are halal, or permis-
sible for Muslims, a message that resonates very well 
in Indonesia, the world’s most populous Muslim 
country. 

Similar drama is unfolding in Vietnam, whereby 
three big state-owned companies, 40 private firms, and 
two foreign multinationals, the Anglo-Dutch giant 
Unilever and Taiwan’s Uni-President Enterprises, 
are all scrambling for a piece of the action. One 
private firm launched 20 new flavors in one year, 
including several Korean-flavored noodles, one of 
which was a kimchi flavor, a quintessential Korean 
delicacy—anything Korean, ranging from TV shows to 

makeup, was considered hip among the Vietnamese 
lately. Not to be outdone, a usually sleepy state-owned 
firm launched 10 new flavors at the same time, includ-
ing its own kimchi noodles. Interestingly, managers at 
Unilever and Uni-President, who are not Koreans, 
are scratching their heads trying to decide whether 
they want their products to be “Korean” or not.

Source: Based on (1) The Economist, 2007, Momofuku Ando, 
January 20: 94; (2) Far Eastern Economic Review, 2003, The instant-
noodle war, January 9: 42–43. 

Strategy in Action 2.2 - Strategy in Action 2.2 - Our Instant Noodles Are Better than Yours!

Second, critics suggest that technology may not be constant. The idea that dif-
ferentiators cannot be cost competitive is influenced by manufacturing technology 
in the 1970s, whereas more recently, flexible manufacturing technology has enabled 
firms to produce differentiated products at a low cost (usually on a smaller batch 
basis than the large batch typically produced by cost leaders). Thus, the name of the 
game may become mass customization, pursuing cost leadership and differentiation
simultaneously.40

mass customization
Mass produced but 
customized products.
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A review of 17 studies finds that instead of being underdogs, some (but not all) 
firms “stuck in the middle” may have potential to be “all rounders,” being both cost 
competitive and differentiated.41 Another study finds that for exporters in Brazil, Chile, 
and Mexico, a cost leadership strategy bodes well for developed economies, whereas a 
differentiation strategy succeeds in other emerging economies.42 Thus, internationally 
ambitious firms from these countries may need to deploy both strategies simultaneously 
when entering different markets. While not conclusive, these findings do raise questions 
and enrich the substance of the debate. 

Industry Rivalry versus Strategic Groups
While the five forces framework focuses on the industry level, how meaningful it is 
depends on how an “industry” is defined. In a broadly defined industry, such as the 
automobile industry, obviously not every firm is competing against each other. However, 
some groups of firms within a broad industry do compete against each other, such as the 
mass market, luxury, and ultra-luxury groups in the Opening Case (Figure 2.2). These 
different groups of firms are thus known as strategic groups. It is argued that strategy 
within one group tends to be similar: Within the automobile industry, the mass market 
group pursues cost leadership, the luxury group differentiation, and the ultra-luxury 
group focus. It is also believed that members within a strategic group tend to have similar 
performance.43

While this intuitive idea seems uncontroversial, a debate has erupted on two issues. 
First, how stable are strategic groups?44 In other words, how easy or difficult is it for 
firms to change from one strategic group to another? As illustrated by our Opening 
Case, strong incentives exist for firms in the mass market group to charge into the 
luxury group. Can they do it? The launch of Lexus, Acura, and Infiniti by Toyota, 
Honda, and Nissan, respectively, suggests that despite the challenges, it is possible. 
However, Mazda entertained the idea of launching its own luxury brand but decided 
to quit. The root cause is mobility barriers, which are within-industry differences that 
inhibit the movement between strategic groups.45 Clearly, Mazda was not confident 

FIGURE 2.2 Strategic Groups in the Auto Industry
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about its ability to overcome mobility barriers. Recently, Hyundai has fought a similar 
uphill battle (Strategy in Action 2.3). Will Hyundai succeed or fail?

A second issue centers on the data that classify strategic group memberships. Since 
strategic group analysis usually requires large quantities of objective data,46 how useful is 
it when there is a paucity of data, especially when entering new markets such as emerg-
ing economies? Research suggests that while objective data are hard to find, subjective 
measures tapping into executives’ cognitive inclusion and exclusion of certain firms 
as competitors may provide more reliable clues.47 This is because executives, when 
confronting the complexity and chaos of industry competition, are likely to use some 
simplifying schemes to better organize their strategic understanding around some identi-
fiable reference points.48 In the Chinese electronics industry, executives use ownership 
type, a simple and easily identifiable reference point, to mentally organize strategic 
groups.49 In other words, state-owned enterprises tend to compete with each other, 
private-owned firms watch each other closely, and foreign entrants view other foreign 
entrants as a strategic group (Table 2.6). Interviews with these executives find that 
members within the same self-identified strategic group benchmark intensely against 
each other, but care less about what is going on in other groups.

Would you believe that South Korea’s Hyundai 
has better quality than Toyota and Honda? 

The automobile industry’s authoritative J. D. Power 
survey in 2006 found that Hyundai indeed had the 
third highest quality in the industry (behind only 
Lexus and Porsche). Trouble is, just like you, most 
car buyers don’t buy it. Only 23% of all new-car 
buyers in the United States bother to consider buying 
a Hyundai. This compares with 65% and 50% for 
Toyota and Honda, respectively.

Make no mistake: Hyundai is very capable. It 
was the fastest growing automaker in the US market 
in the 2000s. Elbowing its way into the entry-level 
market, Hyundai captured many value-conscious 
buyers, who appreciated the more tangible equipment 
and performance at lower prices (6%–10% lower 
than those of rivals). However, with the Korean 
won appreciating 25% against the dollar over the past 
three years, the price gap was narrowing between 
imports of entry-level Hyundai cars from South 
Korea and more highly regarded brands. Hyundai 
thus was forced to go after the higher margin 
high-end market. To offset the won appreciation, 
Hyundai’s $1 billion plant in Montgomery, Alabama, 

beefed up production. Yet, it turned out cars twice 
as fast as dealers ordered them. The problem? “When 
we don’t have a price story,” said David Zuchowski, 
Hyundai’s vice president for sales, “we have no 
story.” For high-end buyers, it is the intangible repu-
tation and mystique that count. In 2007, Hyundai 
launched its upscale Genesis sedan (in the $30,000–
$35,000 price range) and audaciously compared it 
with both the BMW 5 series and the Lexus ES350. 
Does Hyundai have what it takes to win the hearts, 
minds, and wallets of high-end car buyers?

Sources: Based on (1) Business Week, 2007, Hyundai still gets no 
respect, May 21: 68–70; (2) www.jdpower.com.
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Overall, strategic groups have become a useful but somewhat controversial middle 
ground between industry- and firm-level analyses. Regardless of whether “real” strate-
gic groups exist, if the idea of strategic groups helps managers simplify the complexity 
they confront when analyzing an industry, then the strategic group concept seems to 
have some value.

Integration versus Outsourcing
How to determine the scope of a firm is one of the four most fundamental questions in 
strategy.50 As noted earlier, the industry-based view advises the focal firm to consider 
integrating backward (to compete with suppliers) or forward (to compete with buyers)—or 
at least threaten to do so. This strategy is especially recommended when market uncer-
tainty is high, coordination with suppliers/buyers requires tight control, and the number 
of suppliers/buyers is small.51 (What if they hold us up, if we don’t buy them out?) 
However, this strategy is very expensive, because it takes huge sums of capital to acquire 
independent suppliers/buyers and most acquisitions end up in failure (see Chapter 9).

In the last two decades, a great debate has erupted challenging the wisdom of inte-
gration. Critics make two points. First, they argue that under conditions of uncertainty, 
less integration is advisable.52 When demand is uncertain, a focal firm with no internal 
components units can simply reduce output by discontinuing or not renewing supply 
contracts, whereas a firm stuck with its own internal supplier units may keep producing 
simply to keep these supplier units employed. In other words, integration may reduce 
strategic flexibility.53 Second, internal suppliers, which had to work hard for contracts 
if they were independent suppliers, may lose high-powered market incentives, simply 
because their business is now taken care of by the “family.”54 Over time, these internal 
suppliers may become less competitive relative to outside suppliers. The focal firm thus 
faces a dilemma: To go with outside suppliers will keep internal suppliers idle, but to 
choose internal suppliers will sacrifice cost and quality. In the last two decades, integra-
tion is out of fashion and outsourcing (turning over an activity to an outside supplier) 
is in vogue.

The outsourcing movement has been influenced by the Japanese challenge in the 
1980s and 1990s. Given that the five forces framework is a product of prevailing Western 
strategic practices of the 1970s, the Japanese way of managing suppliers, through what 
is called a keiretsu (interfirm network), seems radically different. For example, in the 
1990s, GM, which had 700,000 employees, downsized 90,000 employees, whereas 

TABLE 2.6  Strategic Groups and Ownership Types in the Chinese 
Electronics Industry

STRATEGIC GROUP DEFENDER ANALYZER REACTOR

Ownership type State ownership Foreign ownership Private ownership

Customer base Stable Mixed Unstable

Product mix Stable Mixed Changing

Growth strategy Cautious Mixed Aggressive

Managers Older, more  Mixed Younger, more
 conservative  aggressive

Source: Adapted from M. W. Peng, J. Tan, & T. Tong, 2004, Ownership types and strategic groups in an 
emerging economy (p. 1110), Journal of Management Studies, 41 (7): 1105–1129.
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Toyota’s total headcount was only about 65,000, less than the number of people GM 
reduced. A lot of activities performed by GM, such as those in internal supplier units, 
are undertaken by Toyota’s keiretsu member firms using non-Toyota employees.

At the same time, Toyota has far fewer suppliers than GM. They tend to be “cherry 
picked,” trusted members of the keiretsu. Instead of treating suppliers as adversaries who 
should be kept at arm’s length, Toyota treats its suppliers (mostly first-tier ones) as 
collaboration partners by codeveloping proprietary technology with them, relying on 
them to deliver directly to the assembly line just in time, and helping them when they 
are in financial difficulty. However, Toyota does not only rely on trust and goodwill. 
To minimize the potential loss of high-powered market incentive on the part of keiretsu 
members, a dual sourcing strategy—namely, splitting the contract between a keiretsu 
member and a nonmember (often a local company when Toyota moves abroad)—is 
often practiced.55 This makes sure that both the internal (keiretsu) and external suppliers 
are motivated to do their best. 

Healthy relationships with suppliers may have direct benefits.56 Overall, the 
Japanese approach, exemplified by Toyota, has been widely admired and imitated by 
firms throughout the world.57 Overall, similar to the idea discussed earlier that rivalry 
may represent opportunities instead of threats, solid value-adding relationships with 
suppliers (and buyers and other partners) are now widely regarded as a source of com-
petitive advantage.58 

However, this is not the end of the debate. In a curious turn of events, while many 
US firms have become more “Japanese-like,” Japanese companies are increasingly 
under pressure to become more “American-like” (!) after coping with over a decade 
of recession in the 1990s and beyond. This is because some outsourced activities, cru-
cial to the core business, should not have been outsourced; otherwise, the firm risks 
becoming a “hollow corporation.”59 Supplier relations that are too close may introduce 
rigidities, resulting in a loss of much-needed flexibility.60 In Japan, previously rock-
solid buyer-supplier links have started to fray. There is now less willingness to help 
troubled suppliers improve. Even keiretsu members, previously discouraged (if not out-
right forbidden) to seek contracts outside the network, are now encouraged to look for 
work elsewhere, because it is believed that the benefits of learning from dealing with 
other customers may eventually accrue to the lead firm (such as Toyota).61 Overall, 
the rise and fall of these two perspectives in the last two decades suggest very careful 
analysis is needed when making decisions on the optimal scope of the firm.62

Industry- versus Firm- and Institution-Specific Determinants 
of Performance 
The industry-based view argues that firm performance is most fundamentally deter-
mined by industry-specific attributes.63 This view has recently been challenged, from 
two directions. The first is the resource-based view. Although the five forces frame-
work suggests that particular industries (such as airlines) are highly unattractive, certain 
firms, such as JetBlue in the United States and Ryanair in Europe, not only enter but 
also succeed. What is going on? A short answer is that there must be firm-specific 
resources and capabilities that determine firm performance. 

A second challenge comes from the critique that the industry-based view “ignores 
industry history and institutions.”64 Porter’s work, first published in 1980, may have 
carried some hidden, taken-for-granted assumptions underpinning the way competition 
was structured in the United States in the 1970s. As “rules of the game” in a society, 
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institutions obviously affect firm strategies. For example, cost leadership as a strategy 
is banned by law in the Japanese bookselling industry. All bookstores have to sell new 
books at the same price without discount. Thus, Amazon, whose primary weapon was 
low price, had a hard time elbowing its way into Japan (see Integrative Case on the 
Japanese bookselling industry). Clearly, strategists need to understand how institutions 
affect competition. This view has become known as the institution-based view. Overall, 
these two views complement the industry-based view,65 and we will introduce them in 
Chapters 3 and 4.

Making Sense of the Debates
The seven debates suggest that the industry-based view—and in fact the strategy field 
as a whole—is dynamic, exciting, and yet unsettling. All these debates direct their 
attention to Porter’s work, which has become an incumbent in the field. When describ-
ing his work, Porter deliberately chose the word “framework” rather than the more 
formal “model.” In his own words, “frameworks identify the relevant variables and 
the questions that the user must answer in order to develop conclusions tailored to a 
particular industry and company.”66 In this sense, Porter’s frameworks have succeeded 
in identifying variables and raising questions, while not necessarily providing definitive 
answers. Although the degree of contentiousness among these debates is not the same, 
it is evident that the last word has not been written on any of them. 

The Savvy Strategist
The savvy strategist can draw at least three important implications for action (Table 2.7). 
(1) You need to understand your industry inside and out by focusing on the five 
forces.67 The industry-based view provides a systematic foundation for industry analysis 
and competitor analysis, upon which more detailed examination, introduced in later 
chapters, can be added. (2) Be aware that additional forces, some of which are discussed 
in the “Debates and Extensions” section, may influence the competitive dynamics of 
your industry. The five forces framework should be a start, but not the end of your 
strategic analysis. (3) Realize that industry is not destiny. While the industry-based view 
is a powerful framework to understand the behavior and performance of the “average” 
firm, you need to be aware that certain firms may do well in a structurally unattractive 
industry. Your job is to lead your firm to become a high-flying outlier despite the pull 
of gravity of some unattractive attributes of your industry.

In conclusion, we suggest that the industry-based view directly answers the four 
fundamental questions discussed in Chapter 1. First, why do firms differ? The industry-
based view suggests that the five forces in different industries lead to diversity in firm 
behavior. The answer to the second question, “How do firms behave?” boils down to 
how they maximize opportunities and minimize threats presented by the five forces. 

TABLE 2.7 Strategic Implications for Action

•  Establish an intimate understanding of your industry by focusing on the five forces. 

•  Be aware that additional forces may influence the competitive dynamics of your industry.

•  Realize that industry is not destiny. Certain firms may do well in a structurally unattractive industry.
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Third, what determines the scope of the firm? A traditional answer is to examine the 
relative bargaining power of the focal firm relative to that of suppliers and buyers. 
Integration would result in an expanded scope of the firm. However, more recent 
work suggests caution. Firms are advised to leverage opportunities of outsourcing, 
remain focused on core activities, and be willing to collaborate not only with sup-
pliers and buyers but also possibly their competitors. Finally, what determines the 
international success and failure of firms around the globe? The answer, again, is that 
industry-specific conditions must have played an important role in determining firm 
performance around the world.

CHAPTER SUMMARY

 1. Define industry competition

• An industry is a group of firms producing similar goods and/or services.

• The industry-based view of strategy grows out of industrial organization (IO) 
economics, which helps policymakers better understand how firms compete so 
policymakers can properly regulate them.

• Pioneered by Michael Porter, the five forces framework forms the backbone of 
the industry-based view of strategy, which draws on the insights of IO econom-
ics to help firms better compete.

 2. Analyze an industry using the five forces framework

• The stronger and more competitive the five forces are, the less likely that firms 
in an industry are able to earn above-average returns, and vice versa.

• The five forces are (1) rivalry within an industry, (2) threat of potential entry, 
(3) bargaining power of suppliers, (4) bargaining power of buyers, and (5) threat 
of substitutes.

 3. Articulate the three generic strategies

• The three generic strategies are: (1) cost leadership, (2) differentiation, and (3) focus.

 4. Understand the seven leading debates concerning the industry-based view

• These are (1) clear versus blurred boundaries of industry, (2) threats versus 
opportunities, (3) five forces versus a sixth force, (4) stuck in the middle versus 
all rounder, (5) integration versus outsourcing, (6) industry rivalry versus strate-
gic groups, and (7) industry- versus firm- and institution-specific determinants 
of firm performance.

 5. Draw strategic implications for action

• Establish an intimate understanding of your industry by focusing on the five forces.

• Be aware that additional forces may influence the competitive dynamics of your 
industry.

• Realize that industry is not destiny. Certain firms may do well in an unattractive 
industry.
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KEY TERMS

Backward integration

Bargaining power of 
suppliers

Complementor

Conduct

Cost leadership

Differentiation

Dominance

Duopoly

Economies of scale

Entry barrier

Excess capacity

Five forces 
framework

Flexible manufacturing
technology

Focus

Forward integration

Generic strategies

Incumbent

Industrial organization
(IO) economics

Industry

Industry positioning

Mass customization

Mobility barrier

Monopoly

Network externalities

Non-scale-based 
advantages

Oligopoly

Perfect competition

Performance

Product differentiation

Product proliferation

Scale-based advantages

Strategic group

Structure

Structure-conduct-
performance (SCP)
model

Substitutes

 1. Why do price wars often erupt in certain industries (such as the automobile 
industry), but less frequently in other industries (such as the diamond industry)? 
What can a firm do to discourage price wars or be better prepared for 
price wars?

 2. Compare and contrast the five forces affecting the airline industry, the fast food 
industry, the beauty products industry, and the pharmaceutical industry (1) on a 
worldwide basis and (2) in your country. Which industry holds more promise for 
earning higher returns? Why?

 3. Conduct a five forces analysis of the “business school” industry or the “higher 
education” industry. Identify the “strategic group” to which your home institution 
belongs. Then, use this analysis to explain why your home institution is doing well 
(or poorly) in the competition for better students, professors, donors, and ultimately 
rankings.

 4. ON ETHICS: “Excessive profits” coming out of monopoly, duopoly, or any kind 
of strong market power are targets for government investigation and prosecution 
(for example, Microsoft was charged by both US and EU competition authorities). 
Yet, strategists openly pursue above-average profits, which are argued to be “fair 
profits.” Do you see an ethical dilemma here? Make your case either as an antitrust 
official or as a firm strategist (such as Bill Gates). 

CRITICAL DISCUSSION QUESTIONS 
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CLOSING CASE

Five Forces in the Beauty Products Industry 

As a $160 billion-a-year global industry, the beauty 
products industry encompasses makeup, skin and hair 
care, perfumes, cosmetic surgery, health clubs, and 
diet pills. Incumbents have remarkably long staying 
power in this industry. L’Oreal of France, today’s 
industry leader, was founded in 1909. In 1911, both 
Nivea of Germany and Shiseido of Japan were estab-
lished. In America, Elizabeth Arden and Max Factor 
were founded at about the same time. All these brands 
are still around, although not necessarily as indepen-
dent companies.

Recently, the industry has been growing at 
approximately 7% a year, more than twice the rate 
of the developed world’s GDP. Two groups around 
the world underpin such strong growth: (1) richer, 
aging baby-boomers in developed economies and 
(2) an increasingly more affluent middle class in 
emerging economies such as Brazil, China, India, 
Russia, and South Korea. Brazil, for example, has a 
larger army of Avon Ladies (900,000 strong) than its 
men and women in the army and navy combined (!).

Three major changes affect this industry. First, a 
number of new entrants have emerged. Most luxury 
goods firms, such as Chanel, Dior, Ralph Lauren, 
and Yves St Laurent, now have beauty products. 
Two consumer goods giants, Procter & Gamble 
(P&G) and Unilever, pose probably the most sig-
nificant threats. As their traditional products such as 
diapers and soaps mature, they are increasingly pour-
ing resources into their beauty divisions. Second, 
changes in consumer behavior help no-frills retail 
chains such as Wal-Mart gain bargaining power, at 
the expense of fashionable department stores, whose 
selling costs are high and whose sales are declining. 
Wal-Mart, for example, only wants to deal with 
a handful of big suppliers, which plays into the 
strength of L’Oreal and P&G. Smaller players, such 
as Estee Lauder and Revlon, which depend more 
on department stores, are hurting as a result. Finally, 
incumbents increasingly fight back, by emphasiz-
ing how unique their products are. L’Oreal, for 
example, advertised how many patents it has filed. 
Shiseido claimed that its Body Creator skin gel can 

melt 1.1 kilograms (2.4 pounds) of body fat a month 
without any need to diet or exercise. 

While the market for traditional beauty products 
becomes increasingly competitive, the industry’s 
real growth may come from areas outside the “radar 
screen” of the main players: cosmetic surgery and 
well-being products. First, cosmetic surgery is no 
longer the exclusive territory of actresses and celeb-
rities. In the United States, it used to cost $12,000 to 
reconstruct a woman’s breasts ten years ago—now 
it can be done for $600. More than 70% of such 
customers now earn less than $50,000 a year. The 
US market for cosmetic surgery, a $20 billion busi-
ness, has grown 220% since 1997. The second area 
for growth is well-being products, consisting of 
spas, salons, and clubs linking beauty with natural 
solutions such as exercise and diet, as opposed to 
chemicals. The market has been fragmented with 
numerous entrepreneurs operating a few spas, salons, 
and clubs here and there. It seems that sooner or 
later, traditional beauty products companies will 
turn their attention to these new areas.

Sources: Based on (1) Duke University Libraries Digital Collections, 
2008, Brief history of beauty and hygiene products (library.duke.edu); 
(2) The Economist, 2003, Pots of promise, May 24: 69–71; (3) The 

Economist, 2003, The right to be beautiful, May 24: 9; (4) N. Shute, 
2004, Makeover nation, US News & World Report, May 31: 53–63. 

Case Discussion Questions
 1. Why do incumbents have long staying power in 

this industry?

 2. How do new entrants overcome entry barriers? 
How do incumbents react to new entries?

 3. Why do retail chains gain bargaining power as 
buyers at the expense of department stores?

 4. Should traditional competitors focus on expanding 
new country markets in emerging economies, or 
on entering hot new growth product markets in 
developed economies?
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c h a p t e r  3

Leveraging Resources 
and Capabilities

KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Explain what firm resources and capabilities are  

2. Undertake a basic SWOT analysis along the value chain

3. Decide whether to keep an activity in-house or outsource it

4. Analyze the value, rarity, imitability, and organizational aspects of resources and capabilities

5. Participate in four leading debates on the resource-based view

6. Draw strategic implications for action
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OPENING CASE: ZARA BREAKS INDUSTRY RULES

Zara is one of the hottest fashion chains of 
the 21st century. Founded in 1975, Zara’s 
parent, Inditex, has become one of the lead-

ing global apparel retailers. Since its initial public 
offering (IPO) in 2001, Inditex tripled its sales 
and profits and doubled the number of stores for 
its eight brands, of which Zara contributes two-
thirds of total sales. Headquartered in Spain, Zara 
is active not only throughout Europe, but also in 
Asia and North America. As of 2008, the total 
number of stores was over 3,100 in 64 countries 
(the three newest countries entered were China, 
Serbia, and Tunisia). Zara stores occupy some of 
the priciest top locations: Paris’ Champs-Elysées, 
Tokyo’s Ginza, New York’s Fifth Avenue, and 
Dallas’ Galleria. Zara’s formidable rise around the 
globe has generated significant profits. In terms of 
sales, Gap is still bigger ($16 billion) than Inditex 
($12 billion), but Zara’s 16.5% margins beat Gap’s 
11%. Overall, Zara succeeds by breaking and then 
rewriting a number of rules about competition in 
the fashion retail industry.

Rule number one: Avoid stock-outs (a store 
running out of items in demand). Zara’s answer? 
Occasional shortages contribute to an urge to buy 
now. With new items arriving at stores twice a 
week, experienced Zara shoppers know that “If 
you see something and don’t buy it, you can forget 
about coming back for it because it will be gone.” 
The small batch of merchandise during a short 

window of opportunity for purchasing motivates 
shoppers to visit Zara stores more frequently. In 
London, shoppers visit the average store four times 
a year, but frequent Zara 17 times annually. There 
is a good reason to do so: Zara makes about 20,000 
items a year, about triple what Gap does. As a 
result, “At Gap, everything is the same,” according 
to a Zara fan, “and buying from Zara, you’ll never 
end up looking like someone else.” 

Rule number two: Bombarding shoppers with 
ads is a must. Gap and H&M spend, on average, 
3%–4% of their sales on ads. Zara begs to differ: It 
devotes just 0.3% of its sales to ads. The high traffic 
in the stores alleviates some need for advertising in 
the media, most of which only serves as a reminder 
to visit the stores.

Rule number three: Outsource. Gap and H&M 
do not own any production facilities. However, 
outsourcing production (mostly to Asia) requires 
a long lead time, usually several months ahead. 
Again, Zara has decisively deviated from the 
norm. By concentrating (most, but not all, of) its 
production in-house and in Spain, Zara has devel-
oped a super-responsive supply chain. It designs, 
produces, and delivers a new garment to its stores 
in a mere 15 days, a pace that is unheard of in the 
industry. The best speed the rivals can achieve is 
two months. Outsourcing is not necessarily “low 
cost” because errors in prediction can easily lead 
to unsold inventory, forcing retailers to offer steep 
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discounts. The industry average is to offer 40% 
discounts across all merchandise. In contrast, Zara 
sells more at full price, and when it discounts, it 
averages only 15%.

Rule number four: Strive for efficiency through 
large batches. In contrast, Zara intentionally deals 
with small batches. Because of its flexibility, Zara 
does not worry about “missing the boat” for a season. 
When new trends emerge, Zara can react quickly. 
More interestingly, Zara runs its supply chain like 
clockwork with a fast but predictable rhythm: Every 
store places orders twice a week. Trucks and cargo 

flights run on established schedules—like a bus ser-
vice. From Spain, shipments reach most European 
stores in 24 hours, US stores in 48 hours, and Asian 
stores in 72 hours. Not only do store staff know 
exactly when shipments will arrive, regular custom-
ers know that too, thus motivating them to check 
out the new merchandise more frequently on those 
days, which are known as “Z days” in some cities. 

Sources: Based on (1) Business Week, 2006, Fashion conquis-
tador, September 4: 38–39; (2) K. Ferdows, M. Lewis, & 
J. Machuca, 2004, Rapid-fire fulfillment, Harvard Business 

Review, November: 104–110; (3) www.zara.com. 

Why is Zara able to stand out in a very crowded and competitive industry? Why 
does it break a number of industry norms, such as avoiding stock-outs, running numer-
ous ads, outsourcing production, and producing in large batches? More important, how 
can Zara design, produce, and deliver a new garment in a mere 15 days, when it takes 
its rivals several months to get this done? Why do its rivals fail to match Zara’s super-
responsive supply chain? The answer is that there must be certain resources and capa-
bilities specific to Zara that are not shared by rivals. This insight has been developed 
into a resource-based view, which has emerged as one of the three leading perspectives 
on strategy (the third one will be introduced in Chapter 4).1 

While the industry-based view focuses on how “average” firms within one industry 
(such as Zara’s rivals) compete, the resource-based view sheds considerable light on 
how individual firms (such as Zara) differ from each other within one industry. In 
SWOT analysis, the industry-based view deals with the external O and T, and the 
resource-based view concentrates on the internal S and W.2 A key question is: How 
can high-flyers such as Zara defy gravity and sustain competitive advantage?3 In this 
chapter, we first define resources and capabilities, and then discuss the value chain 
analysis. Afterward, we focus on value (V), rarity (R), imitability (I), and organization 
(O) through a VRIO framework. Debates and extensions follow.

Understanding Resources and Capabilities
A basic proposition of the resource-based view is that a firm consists of a bundle of 
productive resources and capabilities.4 Resources are defined as “the tangible and 
intangible assets a firm uses to choose and implement its strategies.”5 There is some 
debate regarding the definition of capabilities. Some argue that capabilities are a firm’s 
capacity to dynamically deploy resources. They suggest a crucial distinction between 
resources and capabilities, and advocate a “dynamic capabilities” view.6 

While scholars may debate the fine distinctions between resources and capabilities, 
these distinctions are likely to “become badly blurred” in practice.7 For example, is 

resource-based view
A leading perspective 
of strategy which sug-
gests that differences in 
firm performance are 
most fundamentally 
driven by differences 
in firm resources and 
capabilities. 

resources
The tangible and intan-
gible assets a firm uses 
to choose and imple-
ment its strategies.
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Zara’s store location a resource or capability? How about its ability to quickly turn 
around merchandise? For current and would-be strategists, the key is to understand 
how these attributes help improve firm performance, as opposed to figuring out 
whether they should be labeled as resources or capabilities. Therefore, in this book, we 
will use the terms “resources” and “capabilities” interchangeably and often in parallel. In 
other words, capabilities are defined here the same way as resources. 

All firms, including the smallest ones, possess a variety of resources and capabili-
ties. How do we meaningfully classify such diversity? A useful way is to separate them 
into two categories: tangible and intangible ones (Table 3.1). Tangible resources and 
capabilities are assets that are observable and more easily quantified. They can be 
broadly divided into four categories:

• Financial resources and capabilities. Zara’s ability to fund its ambitious overseas 
expansion is an example. 

• Physical resources and capabilities. For example, while many people attribute 
the success of Amazon to its online savvy (which makes sense), a crucial reason 
Amazon has emerged as the largest bookseller is because it has built some of the 
largest physical, brick-and-mortar book warehouses in key locations.

TABLE 3.1 Examples of Resources and Capabilities

TANGIBLE RESOURCES 
AND CAPABILITIES  EXAMPLES

Financial • Ability to generate internal funds

• Ability to raise external capital

Physical • Location of plants, offices, and equipment

•  Access to raw materials and distribution channels

Technological •  Possession of patents, trademarks, copyrights, and 
trade secrets

Organizational • Formal planning, command, and control systems

•  Integrated management information systems

INTANGIBLE RESOURCES 
AND CAPABILITIES EXAMPLES

Human • Managerial talents

• Organizational culture

Innovation • Research and development capabilities

•  Capacities for organizational innovation and change

Reputation •  Perceptions of product quality, durability, and 
reliability among customers

• Reputation as a good employer

•  Reputation as a socially responsible corporate citizen

Sources: Adapted from (1) J. Barney, 1991, Firm resources and sustained competitive advantage, Journal of 
Management, 17: 101; (2) R. Hall, 1992, The strategic analysis of intangible resources, Strategic Management 
Journal, 13: 135–144.
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capabilities
The tangible and intan-
gible assets a firm uses 
to choose and imple-
ment its strategies. 

tangible resources 
and capabilities
Assets that are observ-
able and more easily 
quantified. 
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• Technological resources and capabilities.8 For instance, over 60% of Canon’s 
products on the market today, including popular digital cameras, have been intro-
duced during the past two years.

• Organizational resources and capabilities. One example is Zara’s super-responsive 
supply chain, which runs like clockwork with a fast but predictable rhythm.

Intangible resources and capabilities, by definition, are harder to observe and 
more difficult (or sometimes impossible) to quantify (see Table 3.1). Yet, it is widely 
acknowledged that they must be “there,” because no firm is likely to generate competi-
tive advantage by solely relying on tangible resources and capabilities alone.9 Examples 
of intangible assets include:

• Human resources and capabilities.10 The Closing Case has an example on how 
the Portman Ritz-Carlton Hotel in Shanghai, China, manages and leverages its 
human resources (HR).

• Innovation resources and capabilities.11 Some firms are renowned for innova-
tions. For instance, Samsung Electronics has recently emerged as a new powerhouse 
for cool designs and great gadgets.

• Reputation resources and capabilities. Reputation can be regarded as an out-
come of a competitive process in which firms signal their attributes to constituents.12 
While firms do not become reputable overnight, it makes sense to leverage reputation 
after acquiring it.13 That is why Toyota, Honda, and Nissan launched three luxury 
brands—Lexus, Acura, and Infiniti, respectively. Conversely, ambitious Chinese firms 
such as Haier and TCL are handicapped by their lack of reputation outside China.

It is important to note that all resources and capabilities discussed here are merely 
examples, and that they do not represent an exhaustive list. As firms forge ahead, discovery 
and leveraging of new resources and capabilities are likely.

Resources, Capabilities, and the Value Chain 
If a firm is a bundle of resources and capabilities, how do they come together to add 
value? A value chain analysis allows us to answer this question. Shown in Panel A of 
Figure 3.1, most goods and services are produced through a chain of vertical activities 
(from upstream to downstream) that add value—in short, a value chain. The value chain 
typically consists of two areas: primary activities and support activities.14

Each activity requires a number of resources and capabilities. Value chain analysis 
forces managers to think about firm resources and capabilities at a very micro, activity-
based level.15 Given that no firm is likely to have enough resources and capabilities to 
be good at all primary and support activities, the key is to examine whether the firm 
has resources and capabilities to perform a particular activity in a manner superior to 
competitors—a process known as benchmarking in SWOT analysis.

If managers find that their firm’s particular activity is unsatisfactory, a decision model 
(shown in Figure 3.2) can remedy the situation. In the first stage, managers ask: “Do 
we really need to perform this activity in-house?” Figure 3.3 introduces a framework to 
take a hard look at this question, whose answer boils down to (1) whether an activity is 
industry-specific or common across industries, and (2) whether this activity is proprietary 

intangible resources 
and capabilities
Hard-to-observe and 
difficult-to-codify 
resources and 
capabilities.

value chain
Goods and services 
produced through a 
chain of vertical activi-
ties that add value.

benchmarking
Examination as to 
whether a firm has 
resources and capa-
bilities to perform a 
particular activity in 
a manner superior to 
competitors.
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(firm-specific) or not. The answer is “No” when the activity is found in Cell 2 in 
Figure 3.3 with a great deal of commonality across industries and little need for keeping 
it proprietary—known in the recent jargon as a high degree of commoditization. The 
answer may also be “No” if the activity is in Cell 1 in Figure 3.3, which is industry-
specific but also with a high level of commoditization. Then, the firm may want to 
outsource this activity, sell the unit involved, or lease the unit’s services to other firms 
(see Figure 3.2). This is because operating multiple stages of uncompetitive activities in 
the value chain may be cumbersome and costly.

Primary activities

INPUT

Research and
development

Components

Final assembly

Marketing

OUTPUT

Support activities

Infrastructure

Logistics

Human resource

Panel A. An Example of a Value Chain with Firm Boundaries

Primary activities

INPUT

Research and
development

Components

Final assembly

Marketing 

OUTPUT

Support activities

Infrastructure

Logistics

Human resources

Panel B. An Example of a Value Chain with Some Outsourcing

FIGURE 3.1 The Value Chain
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commoditization
A process of market 
competition through 
which unique products 
that command high 
prices and high mar-
gins generally lose their 
ability to do so—these 
products thus become 
“commodities.”
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FIGURE 3.2 A Decision Model in a Value Chain Analysis

Do we really need to
perform this activity

in-house?

No

Yes

Yes

Outsource, sell the unit,
or lease its services

to other firms

Do we have the
resources and

capabilities that add
value in a way better

than rivals do?

Keep doing it
and improving it

No

Access resources
and capabilities

through strategic
alliances

Acquire necessary
resources and

capabilities in-house

Think about steel, definitely a crucial component for automobiles. But the question 
for automakers is: “Do we need to make steel ourselves?” The requirements for steel 
are common across end-user industries—that is, the steel for automakers is essentially 
the same for construction, defense, and other steel-consuming end users (ignoring 
minor technical differences for the sake of our discussion). For automakers, while it 
is imperative to keep the auto making activity (especially engine and final assembly) 
proprietary (Cell 3 in Figure 3.3), there is no need to keep steel making in-house. 
Therefore, although many automakers such as Ford and GM historically were involved 
in steel making, none of them does it now. In other words, steel making is outsourced 
and steel commoditized. In a similar fashion, Ford and GM no longer make glass, seats, 
and tires as they did before.

Outsourcing is defined as turning over an organizational activity to an outside 
supplier that will perform it on behalf of the focal firm. For example, many consumer 
products companies (such as Nike), which possess strong capabilities in upstream 
activities (such as design) and downstream activities (such as marketing), have out-
sourced manufacturing to suppliers in low-cost countries. A total of 80% of the value 
of Boeing’s new 787 Dreamliner is provided by outside suppliers. This compares with 
51% for existing Boeing aircraft.16 Recently, not only is manufacturing often out-
sourced, a number of service activities, such as information technology (IT), HR, and 

outsourcing
Turning over all or part 
of an activity to an out-
side supplier to improve 
the performance of the 
focal firm. 
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logistics, are also outsourced. The driving force is that many firms, which used to view 
certain activities as a very special part of their industries (such as airline reservations and 
bank call centers), now believe that these activities have relatively generic attributes that 
can be shared across industries. Of course, this changing mentality is fueled by the rise 
of service providers, such as EDS and Infosys in IT, Hewitt Associates and Manpower 
in HR, Flextronics and Hon Hai in contract manufacturing, and DHL and UPS in 
logistics. These specialist firms argue that such activities can be broken off from the 
various client firms (just as steel making was broken off from automakers decades ago) 
and leveraged to serve multiple clients with greater economies of scale.17 For client 
firms, such outsourcing results in “leaner and meaner” organizations, which can better 
focus on core activities (see Figure 3.1 Panel B).

If the answer to the question, “Do we really need to perform this activity in-house?” 
is “Yes” (Cell 3 in Figure 3.3), but the firm’s current resources and capabilities are not 
up to the task, then there are two choices (see Figure 3.2). First, the firm may want to 
acquire and develop capabilities in-house so that it can perform this particular activity 
better.18 Microsoft’s 1980 acquisition of the QDOS operating system (the precursor 
of the once ubiquitous MS-DOS system) from Seattle Computer Products for only 
$50,000 is a famous example of how to acquire a useful resource upon which to add 
more value.19 Second, if a firm does not have enough skills to develop these capabilities 
in-house, it may want to access them through alliances. For example, neither Sony 
nor Ericsson was strong enough to elbow into the mobile handset market. They thus 
formed a joint venture named Sony Ericsson to penetrate it. 

Conspicuously lacking in both Figures 3.2 and 3.3 is the geographic dimension—
domestic versus foreign locations. Because the two terms, “outsourcing” and “offshoring,” 
have emerged rather recently, there is a great deal of confusion, especially among some 
journalists, who often casually equate them as the same. So to minimize confusion, we 
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FIGURE 3.3 In-House versus Outsource 

Note: At present, no clear guidelines exist for cell 4, where firms either choose to perform activities in-house or outsource.
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go from two terms to four terms in Figure 3.4, based on locations and modes (in-house 
versus outsource):

• Offshoring—international/foreign outsourcing

• Inshoring—domestic outsourcing

• Captive sourcing—setting up subsidiaries to perform in-house work in foreign 
locations

• Domestic in-house activity

Despite this set of new labels, we need to clearly be aware that offshoring and 
inshoring are simply international and domestic variants of outsourcing, respectively, 
and that captive sourcing is conceptually identical to foreign direct investment (FDI), 
which is nothing new in the world of global strategy (see Chapters 1 and 6 for details). 
One interesting lesson we can take away from Figure 3.4 is that even for a single 
firm, value-adding activities may be geographically dispersed around the world, taking 
advantage of the best locations and modes to perform certain activities. For instance, 
a Dell laptop may be designed in the United States (domestic in-house activity), its 
components may be produced in Taiwan (offshoring) as well as the United States 
(inshoring), and its final assembly may be in China (captive sourcing/FDI). When 
customers call for help, the call center may be in India, Ireland, Jamaica, or the 
Philippines, manned by an outside service provider—Dell may have outsourced the 
service activities through offshoring.

Overall, a value chain analysis engages managers to ascertain a firm’s strengths and 
weaknesses on an activity-by-activity basis, relative to rivals, in a SWOT analysis (see 
Strategy in Action 3.1 for an example in making luxury cars). The recent proliferation 
of new labels is intimidating, causing some gurus to claim that “21st-century offshoring 

FIGURE 3.4 Location, Location, Location
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really is different.”20 In reality, under the skin of the new vocabulary, we still see the 
time-honored SWOT analysis at work. The next section introduces a framework on 
how to do this. 

A VRIO Framework21

The resource-based view focuses on the value (V), rarity (R), imitability (I), and 
organizational (O) aspects of resources and capabilities, leading to a VRIO framework.
Summarized in Table 3.2, addressing these four important questions has a number of 
ramifications for competitive advantage.

The Question of Value
Do firm resources and capabilities add value? The preceding value chain analysis suggests 
that this is the most fundamental question with which to start.22 Only value-adding 
resources can possibly lead to competitive advantage, whereas non-value-adding capa-
bilities may lead to competitive disadvantage. With changes in the competitive landscape, 
previous value-adding resources and capabilities may become obsolete. The evolution 
of IBM is a case in point. IBM historically excelled in making hardware, including 

T he term “make-or-buy decisions” is a jargon that 
refers to decisions on whether to produce in-house 

(“make”) or outsource (“buy”). In manufacturing, 
firms would want to “make” if (1) the product contains 
a high level of proprietary technology, (2) the prod-
uct requires close coordination in the supply chain, 
and (3) suppliers are less capable. On the other hand, 
firms prefer to “buy” (or outsource) when (1) strategic 
flexibility is necessary, (2) suppliers lower cost, and 
(3) several capable suppliers vigorously compete.

In luxury car production, believe it or not, 
Porsche, Mercedes, and BMW have all used contract 
manufacturers to make entire cars (not just compo-
nents). How they do it is interesting. Porsche has 
used Finland’s Valmet. However, such outsourcing 
does not involve Porsche’s high-end 911, Cayenne, 
and Carrera models. Valmet makes the Boxster, a 
luxury car in the eyes of many but which is never-
theless Porsche’s low-end model. In another example, 
Austria’s Magna Steyr has assembled the Mercedes-
Benz M-class SUV and the BMW X3. This is similar 

to one electronics contract manufacturer making 
products for Philips and Sony side-by-side, except in 
the case of luxury car making, a lot more proprietary 
technology is involved. Given the sensitive nature 
of such outsourcing, BMW’s contract with Magna 
Steyr ran to more than 5,000 pages (!). Conflicts 
are still inevitable with contract manufacturers. To 
avoid overdependence on one contract manufac-
turer, Porsche has recently reclaimed one-third of the 
Boxster’s production back to Germany.

Sources: Based on (1) B. Arrunada & X. Vazquez, 2006, When your 
contract manufacturer becomes your competitor, Harvard Business 

Review, September: 135–145; (2) M. Kotabe, R. Parente, & J. Murray, 
2007, Antecedents and outcomes of modular production in the 
Brazilian automobile industry, Journal of International Business 

Studies, 38: 84–106; (3) A. Parmigiani, 2007, Why do firms 
both make and buy? Strategic Management Journal, 28: 285–311; 
(4) M. W. Peng, Y. Zhou, & A. York, 2006, Behind the make 
or buy decisions in export strategy, Journal of World Business, 41: 
289–300; (5) F. Rothaermel, M. Hitt, & L. Jobe, 2006, Balancing 
vertical integration and strategic outsourcing, Strategic Management 

Journal, 27: 1033–1056. 
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tabulating machines in the 1930s, mainframes in the 1960s, and personal computers 
(PCs) in the 1980s. However, as competition for hardware heated up, IBM’s capabili-
ties in hardware not only added little value, but also increasingly became core rigidities 
that stood in the way of the firm moving into new areas.23 Since the 1990s, under two 
new CEOs, IBM has been transformed into focusing on more lucrative software and 
services, where it has developed new value-adding capabilities, aiming to become an 
on-demand computing service provider for corporations. As part of this new strategy, 
IBM sold its PC division to China’s Lenovo in 2004.

The relationship between valuable resources and capabilities and firm performance 
is straightforward. Instead of becoming strengths, non-value-adding resources and capa-
bilities, such as IBM’s historical expertise in hardware, may become weaknesses. If firms 
are unable to get rid of non-value-adding resources and capabilities, they are likely to 
suffer below-average performance.24 In the worst case, they may become extinct, a fate 
IBM narrowly skirted during the early 1990s. Similarly, Nintendo exited its earlier lines 
of business (toys and playing cards) and developed new value-adding capabilities first in 
arcade games and more recently in video games. “Continuous strategic renewal,” in the 
words of Gary Hamel, a strategy guru, “is the only insurance against irrelevance.”25 

The Question of Rarity
Simply possessing valuable resources and capabilities may not be enough. The next 
question asks: How rare are valuable resources and capabilities? At best, valuable but 
common resources and capabilities will lead to competitive parity but not an advantage. 
Consider the identical aircraft made by Boeing and Airbus used by Southwest, JetBlue, 
Ryanair, and most other airlines. They are certainly valuable, yet it is difficult to derive 
competitive advantage from these aircraft alone. Airlines have to work hard on how to 
use these same aircraft differently (see Strategy in Action 3.2 for an example). The same 
is true for bar codes, enterprise resource planning (ERP) software, and radio frequency 
identification (RFID) tags. Their developers are too willing to sell them everywhere, 
thus undermining their novelty (rarity) value. 

Only valuable and rare resources and capabilities have the potential to provide 
some temporary competitive advantage. Overall, the question of rarity is a reminder 
of the cliché: If everyone has it, you can’t make money from it. For example, the 
quality of the American Big Three automakers is now comparable with the best Asian 

TABLE 3.2  The VRIO Framework: Is a Resource or Capability . . .

  COSTLY EXPLOITED BY   
VALUABLE? RARE? TO IMITATE? ORGANIZATION? COMPETITIVE IMPLICATIONS FIRM PERFORMANCE

 No — — No Competitive disadvantage Below average

 Yes No — Yes Competitive parity Average

 Yes Yes No Yes Temporary competitive advantage Above average

 Yes Yes Yes Yes Sustained competitive advantage Consistently above average

Sources: Adapted from (1) J. Barney, 2002, Gaining and Sustaining Competitive Advantage, 2nd ed. (p. 173), Upper Saddle River, NJ: Prentice Hall; 
(2) R. Hoskisson, M. Hitt, & R. D. Ireland, 2004, Competing for Advantage (p. 118), Cincinnati: Cengage Learning South-Western.
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and European rivals. However, even in their home country, the Big Three’s quality 
improvements have not translated into stronger sales. Instead, their US market share 
has declined from 80% in 1975 to just over 50% recently. The point is simple: Flawless 
high quality is now expected among car buyers, is no longer rare, and thus provides 
no advantage. 

The Question of Imitability
Valuable and rare resources and capabilities can be a source of competitive advantage 
only if competitors have a difficult time imitating them. While it is relatively easier to 
imitate a firm’s tangible resources (such as plants), it is a lot more challenging and often 
impossible to imitate intangible capabilities (such as tacit knowledge, superior motivation, 
and managerial talents).26 In an effort to maintain a high-quality manufacturing edge, 
many Japanese firms intentionally employ “super technicians” (or supaa ginosha)—an 
honor designated by the Japanese government. They handle mission-critical work, such as 
mounting tiny chips onto circuit boards for laptops at Sharp, and their quality is better 
than that of robots.27 While robots can be purchased by rivals, no robots, and few humans 
elsewhere, can imitate the skills and dedication of the “super technicians” in Japan.

Imitation is difficult. Why? Because of two words: causal ambiguity, which refers 
to the difficulty of identifying the causal determinants of successful firm performance.28

For three decades, Toyota has been meticulously studied by all automakers and numer-
ous non-automakers around the world, yet none has figured out what exactly leads to 
its prominence, and thus none has been able to challenge it. If anything, Toyota has 
widened the performance gap between itself and the rest of the pack, rising to (almost) 

T he new Boeing 787 Dreamliner is the first plane to 
introduce a game-changing technology—light-

weight plastic composites. As a result, this midsize 
long-haul jet is regarded as a technological wonder 
that is 20% more fuel efficient than similar-sized 
planes. Not surprisingly, airlines around the world 
love it. In the four years (2004–2007) before the 787 
took to the air, it became the fastest selling airliner 
in history, winning 700 orders. Its launch customer 
is All Nippon Airways (ANA), Japan’s second larg-
est international airline (after Japan Airlines) and its 
largest domestic airline. ANA plans to start flying the 
Dreamliner in 2008. 

The Dreamliner will certainly be valuable to the 
first airline to fly it. However, its novelty will soon 
disappear, as 650 planes will follow ANA’s first 50 
to enter service. In other words, the Dreamliner is 
valuable, not necessarily rare, and relatively easy to 

imitate—Boeing is happy to produce for any airline 
that is willing to cough up $160 million for a copy. 
What is ANA’s response to hold on to its competitive 
advantage associated with the 787? It plans to install 
bidet-toilets as standard in its fleet of Dreamliners, in 
a bid to attract more fastidious passengers from Japan 
where the washlet is commonplace. Approximately 
60% of Japanese households have a bidet. On July 
10, 2007, when the Dreamliner was unveiled at 
Boeing’s plant in Everett, Washington, ANA chief 
executive Mineo Yamamoto proudly announced at 
the ceremony that the bidet-toilets onboard the 787 
will be a key source of differentiation by “refreshing 
the parts other airlines cannot reach.”

Sources: Based on (1) The Economist, 2005, Air war, June 25: 12; 
(2) South China Morning Post, 2007, Boeing unveils new, green 
787 jetliner, July 10: A8; (3) Wikipedia, 2008, All Nippon Airways 
(en.wikipedia.org).

Strategy in Action 3.2 - Strategy in Action 3.2 - ANA: Refreshing the Parts Other Airlines Can’t Reach

causal ambiguity
The difficulty of 
identifying the causal 
determinants of success-
ful firm performance.
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become the number one automaker by volume in the world. Market capitalization says 
it all: Toyota is now worth more than the American Big Three combined, and more 
than Honda and Nissan put together. Its net profits are far bigger than the combined 
total of the American Big Three. Over the past 30 years, during which every auto-
maker has been allegedly “learning from Toyota,” Toyota’s productivity has grown 
sevenfold, twice as much as Detroit’s finest despite their serious efforts to keep up.29 

A natural question is: How does Toyota do it? Usually a number of resources and 
capabilities will be nominated, including its legendary “Toyota production system,” 
its aggressive ambition, and its mystical organizational culture—now codified as the 
“Toyota Way” by itself.30 While all of these resources and capabilities are plausible, 
what exactly is it? This truly is a million dollar question, because knowing the answer 
to this question is not only intriguing to scholars and students, it can also be hugely 
profitable for Toyota’s rivals. Unfortunately, outsiders usually have a hard time under-
standing what a firm does inside its boundaries. We can try, as many rivals have, to 
identify Toyota’s recipe for success by drawing up a long list of possible reasons, labeled 
as “resources and capabilities” in our classroom discussion. But in the final analysis, as 
outsiders we are not sure.31 

What is even more fascinating for scholars and students and more frustrating for 
rivals is that often managers of a focal firm such as Toyota do not know exactly what 
contributes to their firm’s success. When interviewed, they can usually generate a long 
list of what they do well, such as a strong organizational culture, a relentless drive, and 
many other attributes. To make matters worse, different managers of the same firm 
may have a different list. When probed as to which resource or capability is “it,” they 
usually suggest that it is all of the above in combination. This is probably one of the 
most interesting and paradoxical aspects of the resource-based view: If insiders have a 
hard time figuring out what unambiguously contributes to their firm’s performance, it 
is not surprising that outsiders’ efforts in understanding and imitating these capabilities 
are usually flawed and often fail.32 

Overall, valuable and rare but imitable resources and capabilities may give firms 
some temporary competitive advantage, leading to above-average performance for 
some period of time. However, such advantage is not likely to be sustainable. Shown 
by the example of Toyota, only valuable, rare, and hard-to-imitate resources and capa-
bilities may potentially lead to sustained competitive advantage.

The Question of Organization
Even valuable, rare, and hard-to-imitate resources and capabilities may not give a firm 
a sustained competitive advantage if it is not properly organized. Although movie stars 
represent some of the most valuable, rare, and hard-to-imitate as well as highest-paid 
resources, most movies flop. More generally, the question of organization asks: How 
can a firm (such as a movie studio) be organized to develop and leverage the full poten-
tial of its resources and capabilities?

Numerous components within a firm are relevant to the question of organization.33

In a movie studio, these components include talents in “smelling” good ideas, photogra-
phy crews, musicians, singers, makeup specialists, animation artists, and managers on 
the business side who deal with sponsors, distributors, and local sites. These compo-
nents are often called complementary assets,34 because by themselves they are difficult 
to generate box office hits. For the favorite movie you saw most recently, do you still 

complementary 
assets
Numerous noncore 
assets that comple-
ment and support the 
value-adding activities 
of core assets.
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remember the names of its makeup artists? Of course, not—you probably only remember 
the stars. However, stars alone cannot generate hit movies either. It is the combination

of star resources and complementary assets that creates hit movies. “It may be that not 
just a few resources and capabilities enable a firm to gain a competitive advantage but 
that literally thousands of these organizational attributes, bundled together, generate 
such advantage.”35

Another idea is social complexity, which refers to the socially complex ways of 
organizing typical of many firms. Many multinationals consist of thousands of people 
scattered in many different countries. How they overcome cultural differences and are 
organized as one corporate entity and achieve organizational goals is profoundly complex.36

Oftentimes, it is their invisible relationships that add value.37 Such organizationally 
embedded capabilities are thus very difficult for rivals to imitate (see the Closing Case 
for an example). This emphasis on social complexity refutes what is half-jokingly called 
the “Lego” view of the firm, in which a firm can be assembled (and disassembled) from 
modules of technology and people (a la Lego toy blocks). By treating employees as 
identical and replaceable blocks, the “Lego” view fails to realize that social capital 
associated with complex relationships and knowledge permeating many firms can be a 
source of competitive advantage.

Overall, only valuable, rare, and hard-to-imitate capabilities that are organization-
ally embedded and exploited can possibly lead to sustained competitive advantage and 
persistently above-average performance.38 Because capabilities cannot be evaluated in 
isolation, the VRIO framework presents four interconnected and increasingly difficult 
hurdles for them to become a source of sustainable competitive advantage (Table 3.2). 
In other words, these four aspects come together as one “package”—as illustrated by 
Strategy in Action 3.3 using private military companies as an example.

Debates and Extensions
Like the industry-based view outlined in Chapter 2, the resource-based view has 
its fair share of controversies and debates. Here, we introduce four leading debates: 
(1) firm- versus industry-specific determinants of performance, (2) static resources versus 
dynamic capabilities, (3) offshoring versus non-offshoring, and (4) domestic resources 
versus international capabilities. 

Firm- versus Industry-Specific Determinants of Performance
At the heart of the resource-based view is the proposition that firm performance is 
most fundamentally determined by firm-specific resources and capabilities, whereas 
the industry-based view argues that firm performance is ultimately a function of 
industry-specific attributes. The industry-based view points out persistently differ-
ent average profit rates of different industries, such as pharmaceutical versus grocery 
industries.39 The resource-based view, on the other hand, has documented persistently 
different performance levels among firms within the same industry, such as Zara versus 
other fashion retailers.40 A number of studies find industry-specific effects to be more 
significant.41 However, a larger number of studies are supportive of the resource-based 
view—firm-specific capabilities are stronger determinants of firm performance than 
industry-specific effects.42 

social complexity
The socially complex 
ways of organizing 
typical of many firms.



p a r t  1    Foundations of Global Strategy76

While the debate goes on, it is important to caution against an interest in declaring 
one side of the debate to be “winning.” There are two reasons for such caution—
methodological and practical. First, while industry-based studies have used more 
observable proxies such as entry barriers and concentration ratios, resource-based 
studies have to confront the challenge of how to measure unobservable firm-specific 
capabilities, such as organizational learning, knowledge management, and managerial 
talents. While resource-based scholars have created many innovative measures to “get at” 
these capabilities, these measures at best are “observable consequences of unobservable 
resources” and can be subject to methodological criticisms.43 Critics contend that the 
resource-based view seems to follow the logic that “show me a success story and I will 
show you a core competence [resource] (or show me a failure and I will show you 
a missing competence).”44 Resource-based theorists readily admit that “the source of 
sustainable competitive advantage is likely to be found in different places at different 
points in time in different industries.”45 While such reasoning can insightfully explain

Strategy in Action 3.3 - Strategy in Action 3.3 - Capabilities of Private Military Companies

Ethical Challenge

Private military companies (PMCs) form a $100 
billion global industry. Although often stereotyped 

as “mercenaries,” modern PMCs are professional 
firms that offer valuable, unique, and hard-to-imitate 
capabilities in an environment that most individuals, 
firms, and governments, as well as national militaries, 
would prefer to avoid. To PMCs, the war in Iraq has 
been a pot of gold. As US allies withdraw, PMCs 
rush in. PMCs have now grown into the second 
largest military contingent in Iraq (about 20,000 to 
30,000 personnel) after the US (national) forces. 
Although not every PMC directly engages in the 
battlefield, this line of work is certainly dangerous. 
Approximately 700 PMC personnel have died in 
Iraq. An ethical challenge confronting PMCs is how 
to responsively deploy their lethal capabilities while 
getting the job done.

In October 2007, a furious US Congress held 
hearings on Blackwater, a PMC that, according to the 
Iraqi government, allegedly killed 17 innocent civilians 
in Baghdad. Blackwater’s staunchest defenders tended 
to be US officials protected by its private soldiers. US 
officials preferred PMCs because PMC personnel were 
regarded as more highly trained than (national) mili-
tary guards. Blackwater’s founder, Erik Prince, told the 

Congressional committee that “no individual protected 
by Blackwater has ever been killed or seriously injured,” 
while 30 of its private soldiers died on the job. 

Sources: Based on (1) The Economist, 2007, Blackwater in hot water, 
October 13: 51; (2) M. W. Peng, 2009, Private military companies: 
Dogs of war or pussycats of peace? in Global Business (pp. 118–120), 
Cincinnati: South-Western Cengage Learning.
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what happened in the past, it is difficult to predict what will happen in the future. For 
instance, are we going to do better than rivals if we match, say, their equipment and 
locations?

Second and perhaps more important, there is a good practical reason to believe 
that it is the combination of both industry- and firm-specific attributes that collectively 
drives firm performance. They have in fact been argued to be the two sides of the 
same “coin” of strategic analysis from the very beginning of the development of the 
resource-based view.46 It seems to make better sense when viewing both perspectives 
as complementary to each other. This point has been underscored by several recent 
studies.47 One study reports (1) that for industry leaders and losers, firm-specific factors 
matter significantly more than industry-specific factors, and (2) that for most other firms, 
the industry effect turns out to be more important for performance than firm-specific 
factors.48 Overall, it seems evident that blending these two insightful frameworks may 
generate more insight.

Static Resources versus Dynamic Capabilities 
Another debate stems from the relatively static nature of the resource-based logic, 
which essentially suggests “Let’s identify S and W in a SWOT analysis and go from 
there.” Such a snapshot of the competitive situation may be adequate for slow-moving 
industries (such as meat packing), but it may be less satisfactory for dynamically fast-
moving industries (such as IT). Critics, therefore, posit that the resource-based view 
needs to be strengthened by a heavier emphasis on dynamic capabilities.49 

More recently, as we advance into a “knowledge economy,” a number of scholars 
argue for a “knowledge-based” view of the firm.50 Tacit knowledge, probably the 
most valuable, unique, hard-to-imitate, and organizationally complex resource, may 
represent the ultimate dynamic capability a firm can have in its quest for competitive 
advantage.51 Such invisible assets range from knowledge about customers through years 
(and sometimes decades) of interaction, to knowledge about product development 
processes and political connections.

Focusing on knowledge-based dynamic capabilities, recent research suggests some 
interesting, counter-intuitive findings. Summarized in Table 3.3, while the hallmark 
for resources in relatively slow-moving industries (such as hotels and railways) is 
complexity that is difficult to observe and results in causal ambiguity, capabilities in 
very dynamic high-velocity industries (such as IT) take on a different character. They 
are “simple (not complicated), experiential (not analytic), and iterative (not linear 
processes).”52 In other words, while traditional resource-based analysis urges firms to 
rigorously analyze their strengths and weaknesses and then plot some linear application 
of their resources (“learning before doing”), firms in high-velocity industries have to 
engage in “learning by doing.” The imperative for strategic flexibility calls for simple 
(as opposed to complicated) routines, which help managers stay focused on broadly 
important issues without locking them into specific details or the use of inappropri-
ate past experience (see the quote from eBay’s CEO Meg Whitman in Chapter 1 on 
p. 9). For instance, Yahoo!’s successful strategic alliance process is largely unstructured, 
consisting of two simple rules: (1) no exclusive deals and (2) the basic service provided 
by the alliance (such as party planning and online greeting cards) must be free. These 
simple rules afford Yahoo! managers wide latitude for experimenting with a variety of 
alliance deals and formats.53
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Not all fast-moving industries are high-tech ones. As the pace of competition 
accelerates, more industries, including many traditional low-tech ones, are becoming 
fast moving—for example, think of the fashion retail industry (Opening Case). The 
end result is hypercompetition, whose hallmark is a shortened window during which 
a firm may command competitive advantage.54 In hypercompetition, firms undertake 
dynamic maneuvering intended to unleash a series of small, unpredictable, but powerful 
actions to erode rivals’ competitive advantage.

Overall, recent research on dynamic capabilities suggests that the current resource-
based view may have overemphasized the role of leveraging existing resources and 
capabilities and underemphasized the role of developing new ones. The assumption 
that a firm is a tightly bundled collection of resources may break down in high-velocity 
environments, whereby resources are added, recombined, and dropped with regularity.55

For example, in the chaotic and fickle world of e-commerce, being tightly bundled 
may be a liability rather than an asset. In such a world of hypercompetition whereby 
sustainable competitive advantage may be unrealistic, a series of short-term unpredictable 
advantage seems to be the best a firm can hope for.56

Offshoring versus Non-Offshoring
As noted earlier, offshoring—or more specifically, international (offshore) outsourcing—
has emerged as a leading corporate movement in the 21st century.57 While outsourcing 

TABLE 3.3 Dynamic Capabilities in Slow- and Fast-Moving Industries

 SLOW-MOVING  FAST-MOVING (HIGH-VELOCITY) 
 INDUSTRIES INDUSTRIES

Market environment Stable industry structure,  Ambiguous industry structure,
 defined boundaries, clear  blurred boundaries, fluid
 business models, identifiable  business models, ambiguous
 players, linear and predictable  and shifting players, nonlinear
 change and unpredictable change

Attributes of dynamic  Complex, detailed, analytic Simple, experiential routines
capabilities routines that rely extensively that rely on newly created
 on existing knowledge  knowledge specific to the
 (“learning before doing”) situation (“learning by doing”)

Focus Leverage existing resources  Develop new resources and
 and capabilities capabilities

Execution Linear Iterative

Organization A tightly bundled collection of A loosely bundled collection of
 resources with relative stability  resources, which are frequently 
  added, recombined, and dropped

Outcome Predictable Unpredictable

Strategic goal Sustainable competitive  A series of short-term (temporal)
 advantage (hopefully for the  competitive advantage
 long term)

Sources: Adapted from (1) K. Eisenhardt & J. Martin, 2000, Dynamic capabilities: What are they? Strategic 
Management Journal, 21: 1105–1121; (2) G. Pisano, 1994, Knowledge, integration, and the locus of learning, 
Strategic Management Journal, 15: 85–100.
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manufacturing to countries such as China and Mexico is now largely accepted, what has 
become very controversial recently is the outsourcing of increasingly high-end services, 
starting with IT now encompassing all sorts of “business process outsourcing” (BPO) to 
countries led by India. Because digitization and commoditization of service work is only 
enabled by the very recent rise of the Internet and the reduction of international com-
munication costs, whether such offshoring proves to be a long-term benefit or hindrance 
to Western firms and economies is debatable.58 

Proponents argue that offshoring creates enormous value for firms and economies. 
Western firms are able to tap into low-cost and high-quality labor that translates into 
significant cost savings. They can also focus on their core capabilities, which may add 
more value than dealing with noncore (and often uncompetitive) activities. In turn, 
offshoring service providers, such as Infosys and Wipro, develop their core compe-
tencies in IT/BPO. Focusing on offshoring between the United States and India, a 
McKinsey study reports that for every dollar of spending by US firms on India, US 
firms save 58 cents (Table 3.4). Overall, $1.46 of new wealth is created, of which the 
US economy captures $1.13 and India captures the other 33 cents.59 While acknowl-
edging that some US employees may lose their jobs, offshoring proponents suggest 
that, on balance, offshoring is a win-win solution for both US and Indian firms and 
economies.

Critics of offshoring make three points on strategic, economic, and political 
grounds. Strategically, if, according to some outsourcing gurus, “even core functions 
like engineering, R&D, manufacturing, and marketing can—and often should—be 
moved outside,”60 what is left of the firm? In manufacturing, US firms have gone down 
this path before, with disastrous results. For example, Radio Corporation of America 
(RCA), having invented the color TV, outsourced its production to Japan in the 1960s, 
a low-cost country at that time. Fast forward to the 2000s, the United States no longer 

TABLE 3.4 Benefit of $1 US Spending on Offshoring to India

BENEFIT TO THE    
UNITED STATES $ BENEFIT TO INDIA $
Savings accruing to  0.58 Labor 0.10
US investors/customers

Exports of US goods/services  0.05 Profits retained in India 0.10
to providers in India

Profit transfer by US-owned  0.04 Suppliers 0.09
operations in India back
to the US

Net direct benefit retained  0.67 Central government taxes 0.03
in the United States

Value from US labor reemployed 0.46 State government taxes 0.01

Net benefit to  1.13 Net benefit to India 0.33
the United States

Source: Based on text in D. Farrell, 2005, Offshoring: Value creation through economic change, Journal of 
Management Studies, 42: 675–683. Farrell is director of the McKinsey Global Institute, and she refers to 
a McKinsey study. 
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has any US-owned color TV producers left, and the nationality of RCA itself, after 
being bought and sold several times, is now Chinese (France’s Thomson sold RCA to 
China’s TCL in 2003). Critics argue such offshoring nurtures rivals.61 Why after 2000 
are Indian IT/BPO firms emerging as strong rivals challenging EDS and IBM? It is 
in part because Indian firms built up their capabilities doing work for EDS and IBM 
in the 1990s—remember Y2K (the IT industry’s race before the year 2000 to fix the 
“millennium bug” problem)? 

Economically, critics contend that in addition to Western firms reducing their firm-
level capabilities and competitiveness, they are not sure whether developed economies, 
as a whole, actually gain more. While shareholders and corporate high-flyers embrace 
offshoring (see Chapter 1), offshoring increasingly results in job losses in high-end areas 
such as design, R&D, and IT/BPO. While white-collar individuals who lose jobs will 
naturally hate it, the net impact (consolidating all economic gains and losses including 
job losses) on developed economies may still be negative. 

Finally, critics make political arguments, arguing that many large US firms claim 
that they are “global companies” and that they are not bound by “American values” 
any more. All these firms are interested in the “cheapest and most exploitable” labor. 
Not only is work commoditized, people (such as IT programmers) are degraded as 
“tradable commodities” that can be jettisoned. As a result, large firms that outsource 
work to emerging economies are often accused of being unethical, destroying jobs at 
home, ignoring corporate social responsibility, violating customer privacy (for exam-
ple, by sending tax returns and credit card numbers to be processed overseas), and in 
some cases undermining national security. Not surprisingly, the debate often becomes 
political, emotional, and explosive when such accusations are made.

Domestic Resources versus International 
(Cross-Border) Capabilities
Do firms that are successful domestically have what it takes to win internationally? If 
you ask managers at The Limited Brands, their answer would be “No.” The Limited 
Brands is the number one US fashion retailer, which has a successful retail empire 
of 4,000 stores throughout the country with brands such as The Limited, Victoria’s 
Secret, and Bath & Body Works. Yet, it has refused to go abroad—not even to Canada. 
On the other hand, the ubiquitous retail outlets of Zara, LVMH, Gucci, and United 
Colors of Benetton in major cities around the world suggest that their answer would 
be “Yes!”

Some domestically successful firms continue to succeed overseas. For example, 
IKEA has found that its Scandinavian style of furniture combined with do-it-yourself 
flat packaging is very popular around the globe. IKEA thus has become a global cult 
brand. However, many other domestically formidable firms are burned badly overseas. 
Wal-Mart withdrew from Germany and South Korea recently. Similarly, Wal-Mart’s 
leading global rival, France’s Carrefour, had to exit the Czech Republic, Japan, 
Mexico, Slovakia, and South Korea recently. Starbucks’ bitter brew has also failed to 
turn into sweet profits overseas.

Are domestic resources and cross-border capabilities essentially the same? The 
answer can be either “Yes” or “No.”62 This debate is an extension of the larger debate 
on whether international business is different from domestic business. Answering “Yes” 
to this question is an excellent argument for having stand-alone international business 
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courses (and for having a global strategy textbook like this one). Answering “No” to 
this question argues that “international business” fundamentally is about “business,” 
which is well covered by strategy, finance, and other courses (most textbooks in these 
areas have at least one chapter on “international topics”). This question is obviously 
very important for companies and business schools. However, there is no right or 
wrong answer. It is important to emphasize the advice: think global, act local. In practice, 
this means that despite grand global strategic designs, companies have to concretely win 
one local market (country) after another.

The Savvy Stategist
The savvy strategist can draw at least three important implications for action (Table 3.5). 
First, there is nothing very novel in the proposition that firms “compete on resources 
and capabilities.” The subtlety comes when managers attempt, via the VRIO frame-
work, to distinguish resources and capabilities that are valuable, rare, hard-to-imitate, 
and organizationally embedded from those that do not share these attributes. In other 
words, the VRIO framework can greatly aid the time-honored SWOT analysis, espe-
cially the S and W part. Managers, who cannot pay attention to every capability, must 
have some sense of what really matters. A common mistake that managers often make 
when evaluating their firms’ capabilities is failing to assess them relative to rivals’, thus 
resulting in a mixed bag of both good and mediocre capabilities. Using the VRIO 
framework, a value chain analysis helps managers make decisions on what capabilities 
to focus on in-house and what to outsource. Increasingly, what really matters is not 
tangible resources that are relatively easy to imitate, but intangible capabilities that are 
harder for rivals to lay their arms around. Capabilities not meeting these criteria need 
to be jettisoned or outsourced.

Second, relentless imitation or benchmarking, while important, is not likely to be 
a successful strategy. Follower firms have a tendency to mimic the most visible, the 
most obvious, and, consequently, the least important practices of winning firms. At 
best, follower firms that meticulously replicate every resource possessed by winning 
firms can hope to attain competitive parity. Firms so well endowed with resources to 
imitate others may be better off by developing their own unique capabilities. The best 
performing firms, such as Zara, often create new ways of adding value.

Third, a competitive advantage that is sustained does not imply that it will last 
forever, which is not realistic in today’s global competition. All a firm can hope for is 
a competitive advantage that can be sustained for as long as possible. However, over 
time, all advantages may erode. As noted earlier, each of IBM’s product-related advan-
tages associated with tabulating machines, mainframes, and PCs was sustained for a 
period of time. But eventually, these advantages disappeared. Therefore, the lesson for 

TABLE 3.5 Strategic Implications for Action

•  Managers need to build firm strengths based on the VRIO framework.

•  Relentless imitation or benchmarking, while important, is not likely to be a successful strategy.

•  Managers need to build up resources and capabilities for future competition.
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all firms, including current market leaders, is to develop strategic foresight—“over-the-
horizon radar” is a good metaphor. Such strategic foresight enables firms to anticipate 
future needs and move early to identify, develop, and leverage resources and capabilities 
for future competition.63

Finally, how does the resource-based view answer the four fundamental questions 
in strategy? The idea that each firm is a unique bundle of resources and capabilities 
directly addresses the first question: Why do firms differ? The answer to the second 
question—How do firms behave?—boils down to how they take advantage of their 
strengths embodied in resources and capabilities and overcome their weaknesses. Third, 
what determines the scope of the firm? The value chain analysis suggests that the scope 
of the firm is determined by how a firm performs different value-adding activities 
relative to rivals. Lastly, what determines the success and failure of firms around the 
globe? Are winning firms lucky or are they smart? The answer from the resource-based 
view, again, boils down to firm-specific resources and capabilities, although a stroke of 
luck certainly helps.

CHAPTER SUMMARY

 1. Explain what firm resources and capabilities are 

• “Resources” and “capabilities” are tangible and intangible assets a firm uses to 
choose and implement its strategies.

 2. Undertake a basic SWOT analysis along the value chain

• A value chain consists of a stream of activities from upstream to downstream 
that add value.

• A SWOT analysis engages managers to ascertain a firm’s strengths and weak-
nesses on an activity-by-activity basis relative to rivals.

 3. Decide whether to keep an activity in-house or outsource it

• Outsourcing is defined as turning over all or part of an organizational activity to 
an outside supplier.

• An activity with a high degree of industry commonality and a high degree of 
commoditization can be outsourced, and an industry-specific and firm-specific 
(proprietary) activity is better performed in-house.

• On any given activity, the four choices for managers in terms of modes and 
locations are (1) offshoring, (2) inshoring, (3) captive sourcing/FDI, and 
(4) domestic in-house activity.  

 4. Analyze the value, rarity, imitability, and organizational aspects of resources and capabilities

• A VRIO framework suggests that only resources and capabilities that are valu-
able, rare, inimitable, and organizationally embedded will generate sustainable 
competitive advantage.
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 5. Participate in four leading debates on the resource-based view

• They are (1) firm- versus industry-specific determinants of performance, 
(2) static resources versus dynamic capabilities, (3) offshoring versus non-
offshoring, and (4) domestic resources versus international capabilities. 

 6. Draw strategic implications for action

• Managers need to build firm strengths based on the VRIO framework.

• Relentless imitation or benchmarking, while important, is not likely to be a 
successful strategy.

• Managers need to build up resources and capabilities for future competition.

KEY TERMS

Benchmarking

Capability

Captive sourcing

Causal ambiguity

Commoditization

Complementary assets

Hypercompetition

Inshoring

Intangible resources and
capabilities

Offshoring

Outsourcing

Resource

Resource-based view

Social complexity

Tangible resources and
capabilities

Value chain

VRIO framework

 1. Pick any pair of rivals (such as Samsung/Sony, Nokia/Motorola, and Boeing/
Airbus), and explain why one outperforms another. 

 2. Conduct a VRIO analysis of your business school in terms of (1) perceived 
reputation (such as rankings), (2) faculty strength, (3) student quality, 
(4) administrative efficiency, (5) IT, and (6) building maintenance, relative 
to the top three rival schools. If you were the dean with a limited budget, 
where would you invest precious financial resources to make your school 
number one among its rivals? Why?

 3. ON ETHICS: Ethical dilemmas associated with offshoring are plenty. Pick one 
of these dilemmas, make a case to either defend your firm’s offshoring activities or 
argue against such activities (assuming you are employed at a firm headquartered 
in a developed economy).

 4. ON ETHICS: Since firms read information posted on competitors’ websites, is it 
ethical to provide false information on resources and capabilities on corporate 
websites? Do the benefits outweigh the costs?

CRITICAL DISCUSSION QUESTIONS 
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CLOSING CASE

The Portman Ritz-Carlton, Shanghai

How does a five-star hotel differ from its lower-
tier competitors? How does the best five-star hotel 
stand out among its five-star peers? The answer is 
“People,” according to Mark DeCocinis, general 
manager of the five-star Portman Ritz-Carlton 
Hotel in Shanghai, China, which has been named 
the “Best Employer in Asia” by Hewitt Associates 
three times. 

“Our priority is taking care of our people,” said 
DeCocinis in an interview. “We’re in the service busi-
ness, and service comes only from people. It’s about 
keeping our promise to our employees and making 
that an everyday priority. Our promise is to take care 
of them, trust them, develop them, and provide a 
happy place for them to work. The key is everyday 
execution.”

One of the “secrets” behind the Portman Ritz-
Carlton’s success is that the general manager inter-
views every prospective employee. This process of 
course is time-consuming on the part of the busy 
general manager. Yet, by doing that, the general 
manager is able to get a “feel” of the intangible 
nature of employee attitudes. In terms of the ques-
tions that the general manager asks, DeCocinis 
shared: “I usually ask them about themselves and 
try to make a connection. But the important ques-
tion is: Why do you want to join? Whatever they 
say, the most important notion needs to be ‘I enjoy 

working with people,’ not just using the phrase ‘I like

people’ . . . I really want to find out what motivates 
them. If the person smiles naturally, that’s very 
important to us, because this is something you can’t 
force.” In a culture featuring more reserved expres-
sions, service personnel who smile naturally will 
indeed become valuable and rare resources appreci-
ated by hotel guests. 

The Portman Ritz-Carlton’s employee satisfaction 
rate is 98%, and its guest satisfaction is between 92% 
and 95%. To translate excellent HR management to 
better firm performance, the hotel’s performance goals 
are aligned with Ritz-Carlton’s corporate goal—from 
the company to the hotel, and from the hotel to 
each division. This means that everyone is part of 

the whole. Every employee comes up with a plan to 
reach the goal for the next year, measured by guest 
satisfaction, financial performance, and employee sat-
isfaction. The bonus at the end of the year is based on 
improvements.

In China, many multinationals face a constant 
shortage of talent and high employee turnover. Yet, 
the Portman Ritz-Carlton has not only been able 
to attract, but also to retain high-quality talent to 
deliver excellent customer service and ensure profit-
able growth. What are its “secrets” behind its abil-
ity to retain such individuals? Among many secrets, 
DeCocinis pointed to one incident:

During the 2003 SARS crisis, business started to 
deteriorate. By April, our occupancy rate, which 
should have been at 95%, dropped to 35% . . . 
The first step was for me and the executive team 
to take a 30% pay cut . . . Then it got worse. In 
May, the occupancy rate was 17%–18%. We 
reduced the workweek to four days, and people 
were asked to take their outstanding paid leave days. 
And then, when these reserves were getting used 
up, that’s when everyone really pulled together. 
Employees who were single gave their shifts to 
colleagues who had families to support. Some 
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employees were worried that their contracts would 
not be renewed given the low occupancy rates, we 
renewed them without a second thought . . . Our 
employee satisfaction rate that year was 99.9% . . . 
This was one of those negative things that turned 
out to be extremely positive.

Such a willingness to go the extra mile to ensure 
employee satisfaction is reciprocated by a loyal, dedi-
cated, and hard-working work force that radiates the 
precious and rare smile in China. Within the Ritz-
Carlton family of 59 hotels worldwide, the Portman 
Ritz-Carlton has been rated the highest in employee 
satisfaction for five consecutive years. It has also won 
the prestigious Platinum Five-Star Award by the 
China National Tourism Administration. It is one of 
three hotels in China, and the only Shanghai hotel, 

to receive this inaugural award, which is the highest 
hospitality award in China.  

Source: Based on (1) A. Yeung, 2006, Setting the people up for success: 
How the Portman Ritz-Carlton Hotel gets the best from its people, 
Human Resource Management, 45 (2): 267–275. (2) www.ritzcarlton.com/
en/Properties/Shanghai/Default.htm

Case Discussion Questions
 1. What is the main source behind the Portman 

Ritz-Carlton’s performance? 

 2. How valuable, rare, and hard-to-imitate are its 
human resources?

 3. How organizationally embedded are its capabilities? 

 4. If you were the general manager of a rival hotel, 
how would you respond?
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c h a p t e r  4

Emphasizing Institutions, 
Cultures, and Ethics

KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Explain the concept of institutions 

2. Understand the two primary ways of exchange transactions that reduce uncertainty

3. Articulate the two propositions underpinning an institution-based view of strategy 

4. Appreciate the strategic role of cultures 

5. Identify the strategic role of ethics culminating in a strategic response framework 

6. Participate in three leading debates on institutions, cultures, and ethics 

7. Draw strategic implications for action 
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OPENING CASE: BEHIND THE PROFITABILITY OF BIG PHARMA

T he pharmaceutical industry is dominated 
by large multinational enterprises (MNEs) 
collectively known as the Big Pharma. 

They include Merck, Eli Lilly, Bristol-Myers, and 
Pfizer of the United States; GlaxoSmithKline (GSK) 
and Wellcome of Britain; and Hoffman La Roche, 
Ciba Geigy, Novartis, and Sandoz of Switzerland. 
Characterized by a relentless drive for research and 
development (R&D), the industry typically ranks 
among the most profitable in the world.  

While industry structure and firm resources can 
certainly shed light on what is behind Big Pharma’s 
enviable performance, what seems equally important 
is the role of institutional frameworks. For example, 
the US government helps make sure that Big 
Pharma reap huge profits. The world’s most strin-
gent drug approval requirements imposed by the 
Food and Drug Administration (FDA) significantly 
heighten the entry barriers, since only the “big 
boys” can afford to play such a game. Since cheaper 
drugs are not allowed to be imported, Americans 
often pay more than twice what Canadians and 
Europeans pay for the same drugs developed in the 
United States (Table 4.1). As a result, Americans 
spend approximately $240 billion a year on drugs, 
more than Britain, Canada, France, Germany, Italy, 
and Japan combined. Elderly and poor people not 
covered by insurance, approximately 15% of the 
US population, suffer disproportionately more from 
the high prices.

Elsewhere in the world, the visible hand of 
governments is also evident. In Canada, drug com-
panies do not have to pay for expensive advertising 
because drugs are distributed by the nationwide 
insurance program that covers every resident. In 
Britain, the Ministry of Health directly negoti-
ates with drugmakers, each with a different profit 
margin. British and foreign firms with intensive 
R&D in the country are able to negotiate higher 
margins relative to foreign firms that simply export 
to the country. 

According to Business Week, “today, most drug 
prices are determined not by markets but by clout.” 
This business model is currently under siege. 
Virtually every American retirement community is 
reportedly importing cheaper drugs from Canada, 
mostly through the Internet. Even if Americans 
are allowed to import drugs only from Canada, 
the savings may be up to $38 billion a year—at the 
expense of Big Pharma.

At the same time, Big Pharma is also challenged 
by poor countries infested by diseases such as AIDS, 
malaria, and tuberculosis. These countries demand 
that their drugmakers be licensed to manufacture 
cheaper generic versions of currently patented drugs 
regardless of the wishes of the patent holders—
the so-called “compulsory licensing” scheme. The 
largely symbolic royalties Big Pharma will receive 
hardly compensate for the lucrative profits these firms 
stand to lose. For instance, since generic AIDS drugs 
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TABLE 4.1 Prices of the Same US Developed Drugs Around the World

US DEVELOPED DRUGS LIPITOR ZOLOFT NEXIUM

Per prescription 20 mg; 30 tablets 50 mg, 30 tablets 20 mg, 28 capsules

US prices $93.99 $69.99 $112.00

Canadian prices $70.74 $55.30 $74.87

Mexican prices $88.74 Not sold $63.46

French prices $54.45 $28.96 $44.35

Indian prices (generics) $7.50 $2.24 $2.09

What determines the strategies and performance of firms in the pharmaceutical 
industry? What is behind its historically high profitability? What about its future? It is 
evident that the industry- and resource-based perspectives introduced in the previous 
two chapters, while certainly insightful, are not enough to answer these intriguing 
questions. It is difficult to imagine how Big Pharma could become so profitable with-
out government-imposed entry barriers. It is equally plausible to hypothesize that Big 
Pharma’s historically fat profit margins may become thinner in the face of heightened 
competition allowed by domestic and foreign governments. Overall, firm strategies and 
performance are, to a large degree, determined by institutions, popularly known as “the 

were introduced in Brazil in 1997, Big Pharma has 
had to drop prices by as much as 65%. In India, 
local companies not only manufacture a variety 
of generic drugs but also export them. Recently, 
Mexico has threatened to do the same. 

Big Pharma is fighting these threats at every 
turn. Firms argue that their wellspring of innova-
tion will run dry if their patents are not protected. 
In addition, they suggest that the legalization of 
drug imports in the United States will add to the 
growing threat of counterfeit drugs that may put 
patients at risk. Drug companies also worry that the 
cheap drugs they sell in poor countries may make 
their way back to rich countries. In addition, such 
globally differential pricing may give their home 
governments some added ammunition to cut drug 
prices at home. Fundamentally, consumers in rich 
countries, especially the United States, subsidize 

consumers elsewhere. While American consumers 
are increasingly sick of doing this, poor countries 
are essentially demanding that their consumers be 
subsidized more. From an ethical standpoint, Big 
Pharma is often challenged for failing to deploy 
their R&D prowess to combat tropical diseases, 
the solution of which will have little (or no) profit 
potential in rich countries. In response, GSK 
and Novartis have recently established new units 
to develop drugs for tropical diseases, and have 
announced that other than earning kudos for cor-
porate social responsibility, they do not expect to 
profit from these new ventures. 

Sources: Based on (1) Business Week, 2003, Rethinking the drug 
business, August 11: 108; (2) Business Week, 2003, Why do we 
pay more? August 11: 26–28; (3) Business Week, 2007, The rush 
to test drugs in China, May 28: 60–61; (4) The Economist, 2005, 
Prescription for change, June 18: 1–20.
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rules of the game” in a society. In other words, how firms play the game and win (or 
lose), at least in part, depends on how the rules are made and enforced. Popularized 
since the 1990s, this institution-based view, covering institutions, cultures, and ethics, 
has emerged as one of the three leading perspectives on strategy. This chapter first 
introduces the institution-based view. Then we discuss the strategic role of cultures and 
ethics, followed by a strategic response framework. Debates and implications follow.

Understanding Institutions
Definitions 
Building on the “rules of the game” metaphor, Douglass North, a Nobel laureate in 
economics, more formally defines institutions as “the humanly devised constraints that 
structure human interaction.”1 An institutional framework is made up of formal and 
informal institutions governing individual and firm behavior. These institutions are 
supported by three “pillars” identified by Richard Scott, a leading sociologist. They are 
(1) regulatory, (2) normative, and (3) cognitive pillars.2 

Shown in Table 4.2, formal institutions include laws, regulations, and rules. Their 
primary supportive pillar, the regulatory pillar, is the coercive power of governments. 
For example, while many individuals and companies may pay taxes out of their patriotic 
duty, a larger number of them pay taxes in fear of the coercive power of the government 
if they are caught not paying taxes.

On the other hand, informal institutions include norms, cultures, and ethics. The 
two main supportive pillars are normative and cognitive. The normative pillar refers 
to how the values, beliefs, and actions of other relevant players—collectively known as 
norms—influence the behavior of focal individuals and firms. For instance, the recent 
norms centered on rushing to invest in China and India have prompted many Western 
firms to imitate each other without a clear understanding of how to make such moves 
work.3 Cautious managers resisting such “herding” are often confronted by board 
members and investors: “Why are we not in China and India?”

Also supporting informal institutions, the cognitive pillar refers to the internal-
ized, taken-for-granted values and beliefs that guide individual and firm behavior. For 
example, what triggered “whistle blowers” to report Enron’s wrongdoing was their 
belief in what’s right and wrong. While the norms are not to “rock the boat,” “whistle 
blowers” choose to follow their internalized personal beliefs on what’s right by over-
coming the norms that encourage silence.

TABLE 4.2 Dimensions of Institutions

DEGREE OF FORMALITY EXAMPLES SUPPORTIVE PILLARS 
Formal institutions • Laws • Regulatory (coercive)

• Regulations
• Rules

Informal institutions • Norms • Normative
• Cultures • Cognitive
• Ethics

institution-based 
view
A leading perspective of 
strategy that argues that 
in addition to industry- 
and firm-level condi-
tions, firms also need to 
take into account wider 
influences from sources 
such as the state and 
society when crafting 
strategy.

institution
Humanly devised con-
straints that structure 
human interaction—
informally known as the 
“rules of the game.”

institutional 
framework
A framework of formal 
and informal institu-
tions governing individ-
ual and firm behavior.

formal institutions
Institutions represented 
by laws, regulations, 
and rules.

regulatory pillar
How formal rules, laws, 
and regulations influ-
ence the behavior of 
individuals and firms.

informal institutions
Institutions represented 
by norms, cultures, and 
ethics.

normative pillar
How the values, beliefs, 
and norms of other 
relevant players influ-
ence the behavior of 
individuals and firms.
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What Do Institutions Do?
While institutions do many things, their key role, in two words, is to reduce uncertainty.4

By signaling which conduct is legitimate and which is not, institutions constrain the 
range of acceptable actions. In short, institutions reduce uncertainty, which can be 
potentially devastating.5 Political uncertainty such as ethnic riots may render long-range 
planning obsolete. Economic uncertainty such as failure to carry out contractual obliga-
tions may result in economic losses. A recent case of political and economic uncertainty 
can be seen in Kenya (Strategy in Action 4.1).

Uncertainty surrounding economic transactions can lead to transaction costs,
which are defined as costs associated with economic transactions—or more broadly, the 
costs of doing business. A leading transaction cost theorist, Oliver Williamson, refers to 
frictions in mechanical systems: “Do the gears mesh, are the parts lubricated, is there 
needless slippage or other loss of energy?” He goes on to suggest that transaction costs 
can be regarded as “the economic counterpart of frictions: Do the parties to exchange 
operate harmoniously, or are there frequent misunderstandings and conflicts?”6

An important source of transaction costs is opportunism, defined as self-interest 
seeking with guile. Examples include misleading, cheating, and confusing other parties 
in transactions that will increase transaction costs. Attempting to reduce such transac-
tion costs, institutional frameworks increase certainty by spelling out the rules of the 
game so that violations (such as failure to fulfill a contract) can be mitigated with rela-
tive ease (such as through formal arbitration and courts).

Without stable institutional frameworks, transaction costs may become prohibi-
tively high, to the extent that certain transactions simply would not take place. In 
the absence of credible institutional frameworks that protect investors, investors may 
choose to put their money abroad. Rich Russians often choose to purchase a soccer 
club in London or a seaside villa in Cyprus, instead of investing in Russia—in other 
words, the transaction costs for doing business in Russia may be too high. 

How Do Institutions Reduce Uncertainty?
Throughout the world, two primary kinds of institutions—informal and formal—
reduce uncertainty. Often called relational contracting, the first kind of economic 
transaction is known as an informal, relationship-based, personalized exchange. In 
many parts of the world, there is no need to write an IOU note when you borrow 
money from your friends. Insisting on such a note, either by you or, worse, by your 
friends, may be regarded as an insulting lack of trust. While you are committed to 
paying your friends back, they also believe you will—thus, your transaction is governed 
by informal norms and cognitive beliefs based on what friendship is about. In case you 
opportunistically take the money and run, your reputation will be ruined and you will 
not only lose these friends but also, through their word of mouth, lose other friends 
who may loan you money in the future. 

However, in addition to the benefits of friendship, there are costs—remember how 
much time you have spent with friends and how many gifts you have given them? 
Plotted graphically (Figure 4.1), initially, at time T1, the costs to engage in relational 
contracting are high (at point A) and the benefits low (at point B), because parties need 
to build strong social networks through a time- and resource-consuming process to 
check each other out (such as going to school together). If relationships stand the test of 

norm
The prevailing practice 
of relevant players that 
affect the focal indi-
viduals and firms.

cognitive pillar
The internalized, taken-
for-granted values 
and beliefs that guide 
individual and firm 
behavior.

transaction costs
Costs associated with 
economic transaction—
or more broadly, costs 
of doing business.

opportunism
Self-interest seeking with 
guile.

relational 
contracting
Contracting based on 
informal relationships 
(see also informal, 
relationship-based, 
personalized exchange).

informal, 
relationship-based, 
personalized 
exchange
A way of economic 
exchange based on 
informal relationships 
among transaction 
parties. Also known as 
relational contracting.
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time, then benefits may outweigh costs. Over time, when the scale and scope of informal 
transactions expand, the costs per transaction move down (from A to C and then E) 
and benefits move up (from B to C and then D), since the threat of opportunism is 
limited by the extent to which informal sanctions may be imposed against opportunists 

Some 25% of Europe’s cut flowers come from 
Kenya. After a tentative start in the 1980s, the 

industry is now the country’s third-largest foreign-
currency earner, bringing in $120 million a year. The 
top two earners, tourism and tea, have been wrecked 
by spasms of bloodletting and ethnic cleansing since 
December 2007’s disputed election. Safari lodges are 
mostly closed, and package tourism on the coast is 
ruined for the rest of the year. Lost exports are cost-
ing the tea industry $2 million a day, and violence 
on the big tea estates around Kericho has destroyed 
machinery, warehouses, and housing. 

The flower farms are hanging on, but the violence 
could not have come at a worse time. Although they 
grow button-hole carnations in every shade of cream, 
the real money is in red roses. The Lake Naivasha 
Growers’ Group, an alliance of owners, says Valentine’s 
Day accounts for one-third of their annual production. 
Oserian, one of the largest farms, hoped to sell 6 million 
roses in the week surrounding February 14, 2008. Its 
5,000 workers live on the farm, and nearly all have 
been reporting for work. The story is very different on 
the smaller farms, where workers live off-site in their 
own, often squalid and insecure housing.

Several days of work were lost when violence 
reached Lake Naivasha (90 kilometers/56 miles 
northwest of Nairobi) on January 26, 2008. Killings 
elsewhere in the country led to an explosion of anger 
and a systematic campaign to drive out workers 
belonging to the Luo group. A local trade union says 
3,000 of the 30,000 workers employed in Naivasha’s 
flower farms have abandoned their jobs, most of 
them Luos. The growers are trying to limit further 
trouble by housing displaced workers in a temporary 
camp. Hiring replacements will not be difficult, since 
the average monthly salary of $80 plus benefits is 
considered a good wage. 

Roses need labor-intensive watering, pruning, and 
treating before they can be clipped and flown daily to 
buyers in Amsterdam and London. The best are sold 
through (Dutch) auctions to florists; those of lesser 
quality end up in European supermarkets. Kenya 
emerged as a flower power when Israel scaled down 
its own industry. Since then, Kenya has lost business 
to neighboring Ethiopia, which offers tax breaks and 
better security, but Naivasha’s perfect intensity of 
sunlight and days of near-constant length should keep 
it on top. In any case, the owners are stoical. “We are 
committed privateers,” says one. “We’ll just pick up 
and move somewhere else in Africa.” 

Source: The Economist, 2008, “Roses are Red,” February 9: 71. 
Copyright © 2008 by the Economist Group. Reprinted by permis-
sion of the Economist Group via Copyright Clearance Center. 

Strategy in Action 4.1 - Strategy in Action 4.1 - Kenya’s Flower Industry Copes with Uncertainty
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if necessary.7 There is little demand for costly formal third-party enforcement (such as 
an IOU note scrutinized by lawyers and notarized by governments). Thus, between 
T2 and T3, you and your friends—and the economy collectively—are likely to benefit 
from relational contracting.8 

Past time T3, however, the costs of such a mode may gradually outweigh its ben-
efits, because “the greater the variety and numbers of exchange, the more complex 
the kinds of agreements that have to be made, and so the more difficult it is to do so” 
informally.9 Specifically, there is a limit as to the number and strength of network ties 
an individual or firm can possess. In other words, how many good friends can each 
person (or firm) have? Nobody can claim to have 100 good friends (regardless of how 
one defines “good friends”). When the informal enforcement regime is weak, trust can 
be easily exploited and abused. What are you going to do if your (so-called) friends 
who borrow money from you refuse to pay you back or simply disappear? As a result, 
the limit of relational contracting is likely to be reached at time T3. Past T4, the costs 
are likely to gradually outweigh the benefits.

Often termed arm’s-length transaction, the second institutional mode to govern 
relationships is a formal, rule-based, impersonal exchange with third-party enforce-
ment. As the economy expands, the scale and scope of transactions rise (you want to 
borrow more money to start up a firm and there are many entrepreneurs like you), 
calling for the emergence of third-party enforcement through formal market-supporting 
institutions. Shown in Figure 4.2, the initial costs per transaction are high, because of 
the high costs of formal institutions. Credit bureaus, courts, police, and lawyers are 
expensive (Strategy in Action 4.2 shows that India cannot afford a large number of 
judges). Small villages usually cannot afford (and do not need) them. Over time, how-
ever, third-party enforcement is likely to facilitate the widening of markets, because 
unfamiliar parties, people who are not your friends and who would have been deterred 
to transact with you before, are now confident enough to trade with you (and others). 

arm’s-length 
transactions
Transactions in which 
parties keep a distance 
(see also formal, rule-
based, impersonal 
exchange).

formal, rule-based, 
impersonal exchange
A way of economic 
exchange based on 
formal transactions in 
which parties keep a 
distance (see also arm’s-
length transactions).

FIGURE 4.1 Informal Relationship-Based Personalized Exchange
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Source: M. W. Peng (2003), Institutional transitions and strategic choices (p. 279), Academy of Management 
Review, 28 (2): 275–296.
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In other words, with an adequate formal institutional framework, you (or your firm) 
can now borrow from local banks, out-of-state banks, or even foreign banks. Thus, 
formal market-supporting institutions facilitate more new entries (such as all the new 
start-ups you and your fellow entrepreneurs can found and all these banks that provide 
financing) by lowering transaction costs. Consequently, firms are able to grow, and 
economies to expand.

There is no presumption that formal institutions are inherently better than informal 
ones, because in many situations the demand for formal institutions is not evident. Both 
forms complement each other. Relational contracting has an advantage when the size 
of the economy is limited—imagine a small village where everybody knows each other. 
Its disadvantage is that it may cause firms to stick with established relationships rather 
than working with new untried players, thus creating barriers to entry. As transaction 
complexity rises, informal dealings within the group may become difficult—imagine a 
city or national economy whereby it would be too difficult to impose informal sanctions 
against opportunists. Arm’s-length transactions, on the other hand, help overcome 
these barriers, by bringing together formerly distant groups (firms, communities, and 
even countries) to enjoy the gains from complicated long-distance trade. These rule-based 
transactions thus become increasingly attractive as more new players enter the game. 
A global economy simply cannot operate on informal institutions alone. This explains 
the proliferation of formal international institutions such as the International Monetary 
Fund and the World Trade Organization in the postwar era.

Overall, interactions between institutions and firms that reduce transaction costs shape 
economic activity. In addition, institutions are not static.10 Institutional transitions,
defined as “fundamental and comprehensive changes introduced to the formal and 
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FIGURE 4.2 Formal Rule-Based Impersonal Exchange

Source: M. W. Peng (2003), Institutional transitions and strategic choices (p. 280), Academy of Management 
Review, 28 (2): 275–296.

institutional 
transitions
Fundamental and 
comprehensive changes 
introduced to the formal 
and informal rules of the 
game that affect organi-
zations as players.
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informal rules of the game that affect organizations as players,”11 are widespread in the 
world, especially in emerging economies (see Chapter 1). It is evident that managers 
making strategic choices during such transitions must take into account the nature of 
institutional frameworks and their transitions, a perspective introduced next.

An Institution-Based View of Business Strategy
Overview
Historically, much of the strategy literature, as exemplified by the industry- and 
resource-based views, does not discuss the specific relationship between strategic 
choices and institutional frameworks. To be sure, the influence of the “environment” 
has been noted. However, what has dominated much of the existing work is a “task 
environment” view that focuses on economic variables such as market demand and 
technological change.12 

Strategy in Action 4.2 - Strategy in Action 4.2 - Resolving Commercial Disputes in India

In July 2006, the government reported that the 
number of civil and criminal cases pending before 

India’s courts exceeded 30 million, up from 20 mil-
lion in 1997. Among the reasons are a shortage of 
judges—just 11 for every one million people, com-
pared with 51 in Britain and 107 in America. There is 
also what Nick Archer, a lawyer with a British firm, 
Slaughter and May, calls a “frightening lack of case 
management.” Cases are not assigned to a particular 
judge for their duration and are often adjourned. 

A few foreign firms figure in the staggering judi-
cial backlog. Scott Wilson Kirkpatrick, a British firm 
of consulting engineers, has been waiting more than 
five years for an award of more than $1 million that 
an arbitration panel made in its favor against the gov-
ernment of the state of Jharkhand. The state govern-
ment appealed to an Indian court, and eventually to 
the Supreme Court, which has yet to hear the case. 

In his book Courts and Their Judgments, written in 
2001, Arun Shourie, a journalist and a former minister, 
described a similar case involving one of the world’s 
big manufacturers of compressors. Eight years into the 
dispute, it was, he noted, “nowhere near resolution.” 
“Is a person or firm that is put through the mill like 
this liable to be eager to do business with India?” 
he asked. Mr. Shourie also noted that the delays 
have made foreign firms loathe to signing contracts 

under which awards set by arbitration panels can be 
challenged in Indian courts. Does this help India, he 
wondered—or even its lawyers?

Source: Excerpts from The Economist, 2006, The Long Arms of the 
Law, July 1:40. © The Economist Group, as conveyed through 
Copyright Clearance Center, Inc.
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A case in point is Porter’s influential “diamond” model (Figure 4.3) that argues that 
competitive advantage of different industries in different nations depends on four factors.13

According to this model, first, firm strategy, structure, and rivalry within one country 
are essentially the same industry-based view covered in Chapter 2. Second, factor 
endowments refer to the natural and human resource repertoires. Third, related and 
supporting industries provide the foundation upon which key industries can excel. 
Switzerland’s global excellence in pharmaceuticals goes hand-in-hand with its dye 
industry. Finally, tough domestic demand propels firms to scale new heights to satisfy 
such demand. Why is the American movie industry so competitive worldwide? One 
reason is that American moviegoers demand the very best “sex and violence” (two 
themes that sell universally if artfully packaged). Endeavoring to satisfy such domestic 
demand, movie studios unleash High School Musical 2 after High School Musical and 
Spiderman 3 after Spiderman 1 and Spiderman 2—each time packing more excitement 
to go beyond the previous production. Overall, Porter argues that the combination of 
these four factors explains what is behind the competitive advantage of globally leading 
industries in different countries.

Interesting as the “diamond” model is, it has been criticized for ignoring histories 
and institutions, such as what is behind firm rivalry.14 Among strategists, Porter is not 
alone. Given that most research focuses on market economies, a market-based institu-
tional framework has been taken for granted—in fact, no other strategy textbook has 
devoted a full chapter to institutions like this one. 

Source: Reprinted by permission of Harvard Business Review from “The Competitive advantage of nations” (p. 77) 
by Michael Porter, March/April 1990. Copyright © 1990 by the Harvard Business School Publishing Corporation; 
all rights reserved.

FIGURE 4.3  The Porter Diamond: Determinants of National Competitive 
Advantage

Firm strategy,
structure, and

rivalry

Domestic
demand
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supporting
industries

Country
factor

endowments

firm strategy, 
structure, and rivalry
How industry structure 
and firm strategy inter-
act to affect interfirm 
rivalry.

factor endowments
The endowments of 
production factors such 
as land, water, and 
people in one country.

related and 
supporting industries
Industries that are 
related to and/or sup-
port the focal industry.

domestic demand
Demand for products 
and services within a 
domestic economy.
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Such an omission is unfortunate, because, as practitioners have known for a long 
time, strategic choices, such as those made by Big Pharma, are selected within, and 
constrained by, institutional frameworks in developed economies (see Opening Case). 
Today, this insight becomes more important as more firms do business abroad, espe-
cially in emerging economies. The striking institutional differences between developed 
and emerging economies have propelled the institution-based view to the forefront of 
strategy discussions.15 Shown in Figure 4.4, the institution-based view focuses on the 
dynamic interaction between institutions and firms, and considers strategic choices as 
the outcome of such an interaction. Specifically, strategic choices are not only driven 
by industry structure and firm-specific resources and capabilities emphasized by tradi-
tional strategic thinking, but are also a reflection of the formal and informal constraints 
of a particular institutional framework.16

Overall, it is increasingly acknowledged that institutions are more than background 
conditions, and that “institutions directly determine what arrows a firm has in its quiver 
as it struggles to formulate and implement strategy and to create competitive advan-
tage.”17 At present, the idea that “institutions matter” is no longer novel or controver-
sial. What needs to be better understood is how they matter.18 

Two Core Propositions
The institution-based view suggests two core propositions on how institutions matter 
(Table 4.3). First, managers and firms rationally make strategic choices within institu-
tional constraints.19 In the pharmaceutical industry (Opening Case), while the institutional 
framework in the United States fosters innovations that command premiums, the 
institutional framework in Japan discourages innovations that may make old drugs 
obsolete—old drugs often are the most profitable ones there (Strategy in Action 4.3). 
Both strategies are perfectly rational within their own institutional frameworks. 

Sources:  Adapted from (1) M. W. Peng, 2000, Business Strategies in Transition Economies (p. 45), Thousand Oaks, 
CA: Sage; (2) M. W. Peng, 2002, Towards an institution-based view of business strategy (p. 253), Asia Pacific 
Journal of Management, 19 (2): 251–267.

FIGURE 4.4 Institutions, Firms, and Strategic Choices
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In another example, hundreds of firms and thousands of individuals around the 
world are involved with counterfeiting. Close to 10% of all world trade is reportedly 
in counterfeits. Remember this is not slavery, and everyone involved has voluntarily 
entered this business. However, none of the high school graduates around the world, 
when filling out a career form in terms of what career they would pursue after gradu-
ation, has ever declared an interest in joining counterfeiting. So what happened? Why 
are so many individuals and firms involved? The key to understanding this strategy is 
the realization that managers and entrepreneurs who make such a strategic choice are 
not immoral monsters but just ordinary people. They have made a rational decision 
(from their standpoint at least) given an institutional environment of weak intellectual 
protection and the availability of moderately capable manufacturing and distribution 
skills.20 Of course, to suggest that a strategy of counterfeiting may be rational does not 
deny the fact that it is unethical and illegal. However, without an understanding of its 
institutional basis, it is difficult to devise effective countermeasures. 

The second proposition is that while formal and informal institutions combine to 
govern firm behavior, in situations where formal constraints fail, informal constraints 
will play a larger role in reducing uncertainty and providing constancy to managers and 

TABLE 4.3 Two Core Propositions of the Institution-Based View

Proposition 1  Managers and firms rationally pursue their interests and make choices within 
the formal and informal constraints in a given institutional framework.

Proposition 2  While formal and informal institutions combine to govern firm behavior, in 
situations where formal constraints are unclear or fail, informal constraints 
will play a larger role in reducing uncertainty and providing constancy to 
managers and firms.

Most enthusiastic consumers of Toyota and Sony 
in the West would have a hard time naming 

a single Japanese pharmaceutical firm that is world-
famous. This is not surprising because there is none. 
Why? The health care system in Japan does not reward 
innovative new drugs. The Ministry of Health, Labor, 
and Welfare (korosho) negotiates drug prices with firms. 
However, once fixed, prices are not allowed to rise. 
If prices remain the same but manufacturing costs 
decrease because of economies of scale, then the oldest

drugs, not the newest, command the highest margins 
in Japan. Drug prices sometimes do change. However, 
they fall—thanks to mandatory price cuts imposed 
by korosho to curtail health care costs. Thus, there is 
little incentive for Japanese pharmaceutical firms to 

aggressively invest in R&D to bring out breakthrough 
medicines that require high R&D expenditures and 
premium prices. Instead, Japanese firms have relied on 
licensing Western drugs. However, this strategy is now 
becoming harder because Western firms like to sell 
more drugs on their own in Japan. In the $58 billion 
pharmaceutical market (the world’s second largest), 
foreign firms now account for a third of sales, and 
Pfizer has unseated Takeda as “king of the hill.” To 
better defend their home market, Japanese pharma-
ceutical firms now have to beef up R&D. 

Sources: Based on (1) The Economist, 2005, Looking east, June 18: 8; 
(2) J. Mahlich, 2008, Patents and performance in the Japanese phar-
maceutical industry, Working paper, Austrian Economic Chamber, 
Vienna. 

Strategy in Action 4.3 - Strategy in Action 4.3 -  Why Are Japanese Pharmaceutical Firms Not World-Class? 



p a r t  1    Foundations of Global Strategy102

firms. For example, when the formal institutional regime collapsed with the disap-
pearance of the former Soviet Union, it is largely the informal constraints, based on 
personal relationships and connections (called blat in Russian) among managers and 
officials, that have facilitated the growth of many entrepreneurial firms.21

Many observers have the impression that relying on informal connections is a 
strategy relevant only to firms in emerging economies and that firms in developed 
economies pursue only “market-based” strategies. This is far from the truth. Even in 
developed economies, formal rules make up only a small (although important) part of 
institutional constraints, and informal constraints are pervasive. Just as firms compete in 
product markets, firms also fiercely compete in the political marketplace characterized 
by informal relationships.22 The best connected firms are able to reap huge benefits. 
For every dollar on lobbying spent by US defense firms, they reap $28, on average, in 
earmarks from Uncle Sam, and more than 20 firms grab $100 or more.23 This kind of 
enviable return on investment (ROI) compares favorably to capital expenditure (where 
$1 spent brings in $17 in revenues) or direct marketing (where $1 spent barely gener-
ates $5 in sales). Basically, if a firm cannot be a cost, differentiation, or focus leader, 
it may still beat the competition on other grounds—namely, the nonmarket political 
environment featuring informal relationships.24 To use the resource-based language, 
political assets may be very valuable, rare, and hard-to-imitate. Note that lobbying is 
not necessarily indicative of “corruption”—just a demonstration of certain firms’ mas-
tery of the rules of the game.

The Strategic Role of Cultures
The Definition of Culture
Although hundreds of definitions of culture have appeared, we will use the one pro-
posed by the world’s foremost cross-cultural expert, Geert Hofstede, a Dutch professor. 
He defines culture as “the collective programming of the mind which distinguishes the 
members of one group or category of people from another.”25 Although most interna-
tional business textbooks and trade books talk about culture (often presenting numer-
ous details such as how to present business cards in Japan and how to drink vodka in 
Russia), virtually all strategy books ignore culture because culture is regarded as “too 
soft.” Unfortunately, this belief is narrow-minded in today’s global economy.26 While 
not touching on the numerous “how-to” aspects (which are certainly important but 
can be found elsewhere), here we will focus on the strategic role of culture. 

Before proceeding, it is important to make two points to minimize confusion. First, 
although it is customary to talk about American culture or Brazilian culture, there 
is no strict one-to-one correspondence between cultures and nation-states. Within 
the United States, there are numerous sub-cultures such as the Asian American and 
African American culture. The same is true for multiethnic countries such as Belgium, 
China, India, Indonesia, Russia, South Africa, and Switzerland.27 Second, there are 
many layers of culture, such as regional, ethnic, and religious cultures. Within a firm, 
one will find a specific organizational culture (such as the Toyota culture). Having 
acknowledged the validity of these two points, we will follow Hofstede by using the 
term “culture” when discussing national culture—unless otherwise noted. While this is 
a matter of expediency, it is also a reflection of the institutional realities of the world, 
which consists of over 200 nation-states imposing different institutional frameworks.

culture
The collective program-
ming of the mind that 
distinguishes the mem-
bers of one group or 
category of people from 
another.
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The Five Dimensions of Culture 
While many ways exist to identify dimensions of culture,28 the work of Hofstede has 
become by far the most influential. He and his colleagues have proposed five dimen-
sions (Table 4.4). First, power distance is the extent to which less powerful members 
within a country expect and accept that power is distributed unequally. For example, 
in high power distance Brazil, the richest 10% of the population receives approximately 
50% of the national income, and everybody accepts this as “the way it is.” In low 
power distance Sweden, the richest 10% gets only 22% of the national income.29 In the 
United States, subordinates often address their bosses on a first-name basis, a reflection 
of a relatively low power distance. While this boss, Mary or Joe, still has the power to 
fire you, the distance appears to be shorter than if you have to address this person as 
Mrs. Y or Dr. Z. In low power distance American universities, all faculty members, 
including the lowest ranked assistant professors, are commonly addressed as “Professor 
A.” In high power distance British universities, only full professors are allowed to be 
called “Professor B” (everybody else is called “Dr. C” or “Ms. D” [if D does not have a 
PhD]). German universities are perhaps more extreme: Full professors with PhDs need 
to be honored as “Prof. Dr. X” (your author would be “Prof. Dr. Peng” if I were to 
work at a German university). 

Second, individualism refers to the perspective that the identity of an individual is 
fundamentally his or her own, whereas collectivism refers to the idea that the identity 
of an individual is primarily based on the identity of his or her collective group (such 
as family, village, or company). In individualistic societies (led by the United States), 
ties between individuals are relatively loose and individual achievement and freedom 
are highly valued. In contrast, in collectivist societies (such as many countries in Africa, 
Asia, and Latin America), ties between individuals are relatively close and collective 
accomplishments are often sought after.

Third, the masculinity versus femininity dimension refers to sex role differentiation. 
In every traditional society, men tend to have occupations that reward assertiveness, 
such as politicians, soldiers, and executives. Women, on the other hand, usually work 
in caring professions such as teachers and nurses in addition to being homemakers. 
High masculinity societies (led by Japan) continue to maintain such a sharp role dif-
ferentiation along gender lines. In low masculinity societies (led by Sweden), women 
increasingly become politicians, scientists, and soldiers (think about the movie GI Jane), 
and men frequently assume the role of nurses, teachers, and househusbands. 

Fourth, uncertainty avoidance refers to the extent to which members in differ-
ent cultures accept ambiguous situations and tolerate uncertainty. Members of high 
uncertainty avoidance cultures (led by Greece) place a premium on job security, career 
patterns, and retirement benefits. They also tend to resist change, which, by definition, 
is uncertain. Low uncertainty avoidance cultures (led by Singapore) are characterized 
by a greater willingness to take risk and less resistance to change.   

Finally, long-term orientation emphasizes perseverance and savings for future bet-
terment. China, which has the world’s longest continuous written history of approxi-
mately 5,000 years and the highest contemporary savings rate, leads the pack. On the 
other hand, members of short-term orientation societies (led by Pakistan) prefer quick 
results and instant gratification.

Overall, Hofstede’s dimensions are interesting and informative. They are also largely 
supported by subsequent work.30 It is important to note that Hofstede’s dimensions are 

power distance
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inequality.
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TABLE 4.4 Hofstede Dimensions of Culturea

POWER    UNCERTAINTY  LONG-TERM

DISTANCE INDIVIDUALISM MASCULINITY AVOIDANCE ORIENTATION

Malaysia (104) USA (91) Japan (95) Greece (112) China (118)

Guatemala (95) Australia (90) Austria (79) Portugal (104) Hong Kong (96)

Panama (95) UK (89) Venezuela (73) Guatemala (101) Taiwan (87)

Philippines (94) Canada (80) Italy (70) Uruguay (100) Japan (80)

Mexico (81) Netherlands (80) Switzerland (70) Belgium (94) South Korea (75)

Venezuela (81) New Zealand (79) Mexico (69) El Salvador (94) Brazil (65)

Arab countries (80) Italy (76) Ireland (68) Japan (92) India (61)

Ecuador (78) Belgium (75) Jamaica (68) Yugoslavia (88) Thailand (56)

Indonesia (78) Denmark (74) UK (66) Peru (87) Singapore (48)

India (77) Sweden (71) Germany (66) France (86) Netherlands (44)

West Africa (77) France (71) Philippines (64) Chile (86) Bangladesh (40)

Yugoslavia (76) Ireland (70) Colombia (64) Spain (86) Sweden (33)

Singapore (74) Norway (69) South Africa (63) Costa Rica (86) Poland (32)

Brazil (69) Switzerland (68) Ecuador (63) Panama (86) Germany (31)

France (68) Germany (67) USA (62) Argentina (86) Australia (31)

Hong Kong (68) South Africa (65) Australia (61) Turkey (85) New Zealand (30)

Colombia (67) Finland (63) New Zealand (58) South Korea (85) USA (29)

El Salvador (66) Austria (55) Greece (57) Mexico (82) Great Britain (25)

Turkey (66) Israel (54) Hong Kong (57) Israel (81) Zimbabwe (25)

Belgium (65) Spain (51) Argentina (56) Colombia (80) Canada (23)

East Africa (64) India (48) India (56) Venezuela (76) Philippines (19)

Peru (64) Japan (46) Belgium (54) Brazil (76) Nigeria (16)

Thailand (64) Argentina (46) Arab block (53) Italy (75) Pakistan (0)

Chile (63) Iran (41) Canada (52) Pakistan (70) 

Portugal (63) Jamaica (39) Malaysia (50) Austria (70) 

Uruguay (61) Brazil (38) Pakistan (50) Taiwan (69) 

Greece (60) Arab countries (38) Brazil (49) Arab countries (68) 

South Korea (60) Turkey (37) Singapore (48) Ecuador (67) 

Iran (58) Uruguay (36) Israel (47) Germany (65) 

Taiwan (58) Greece (35) Indonesia (46) Thailand (64) 

Spain (57) Philippines (32) West Africa (46) Iran (59) 

Pakistan (55) Mexico (30) Turkey (45) Finland (59) 

Japan (54) East Africa (27) Taiwan (45) Switzerland (58) 

Italy (50) Yugoslavia (27) Panama (44) West Africa (54) 

Argentina (49) Puerto Rico (27) Iran (43) Netherlands (53) 

South Africa (49) Malaysia (26) France (43) East Africa (52) 

Jamaica (45) Hong Kong (25) Spain (42) Australia (51) 

USA (40) Chile (23) Peru (42) Norway (50) 
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not perfect, and have attracted some criticisms.31 However, it is fair to suggest that these 
dimensions represent a starting point for us in trying to figure out the role of culture in 
global strategy.

Cultures and Strategic Choices
A great deal of strategic choices is consistent with Hofstede’s cultural dimensions. For 
example, solicitation of subordinate feedback and participation, widely practiced in low 
power distance Western countries, is regarded as a sign of weak leadership and low 
integrity in high power distance countries such as Egypt, India, Mexico, and Russia.32

Individualism and collectivism also affect strategic choices. Individualist US firms 
may often try to differentiate themselves, whereas collectivist Japanese firms tend to 
converge on some defensible positions.33 Because entrepreneurs are usually willing to 
take more risk, individualistic societies tend to foster relatively more entrepreneurship, 
whereas collectivism may result in relatively lower levels of entrepreneurship.34 

Likewise, masculinity and femininity may have strategic implications. The stereo-
typical manager in masculine societies is “assertive, decisive, and ‘aggressive’ (only in 
masculine societies does this word carry a positive connotation),” whereas the stylized 
manager in feminine societies is “less visible, intuitive rather than decisive, and accustomed 
to seeking consensus.”35 At the economy level, masculine countries (such as Japan) may 

TABLE 4.4 (continued)

POWER    UNCERTAINTY  LONG-TERM

DISTANCE INDIVIDUALISM MASCULINITY AVOIDANCE ORIENTATION

Canada (39) West Africa (20) East Africa (41) South Africa (49) 

Netherlands (38) Singapore (20) El Salvador (40) New Zealand (49) 

Australia (36) Thailand (20) South Korea (39) Indonesia (48) 

Costa Rica (35) El Salvador (19) Uruguay (38) Canada (48) 

Germany (35) South Korea (18) Guatemala (37) USA (46) 

UK (35) Taiwan (17) Thailand (34) Philippines (44) 

Switzerland (34) Peru (16) Portugal (31) India (40) 

Finland (33) Costa Rica (15) Chile (28) Malaysia (36) 

Norway (31) Pakistan (14) Finland (26) UK (35) 

Sweden (31) Indonesia (14) Yugoslavia (21) Ireland (35) 

Ireland (28) Colombia (13) Costa Rica (21) Hong Kong (29) 

New Zealand (22) Venezuela (12) Denmark (16) Sweden (29) 

Denmark (18) Panama (11) Netherlands (14) Denmark (23) 

Israel (13) Ecuador (8) Norway (8) Jamaica (13) 

Austria (11) Guatemala (6) Sweden (8) Singapore (8) 

a. Arab, East Africa, and West Africa are clusters of multiple countries. Germany and Yugoslavia refer to the former West Germany and the former 
Yugoslavia, respectively. 
Source: Adapted from G. Hofstede, 1997, Cultures and Organizations: Software of the Mind (pp. 26, 53, 84, 113, 166), New York: McGraw-
Hill. Data on the first four dimensions are based on surveys of IBM employees during 1968–72, first published in G. Hofstede, 1980, Culture’s 
Consequences, Beverly Hills, CA: Sage. Data on the fifth dimension are based on surveys of students during the 1980s, first published in The 
Chinese Culture Connections, 1987, Chinese values and the search for culture-free dimensions of culture, Journal of Cross-Cultural Psychology, 
18: 143–164.
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have a relative advantage in mass manufacturing, making products efficiently, well, and 
fast. Feminine countries (such as Denmark) may have a relative advantage in small-scale 
customized manufacturing.36

Uncertainty avoidance also has a bearing on strategic behavior. Managers in low 
uncertainty avoidance countries (such as Great Britain) rely more on experience and 
training, whereas managers in high uncertainty avoidance countries (such as China) rely 
more on rules and procedures.  

In addition, cultures with a long-term orientation are likely to nurture firms with 
long horizons in strategic planning. Strategy in Action 1.1 discusses Matsushita’s 250-
year plan. While this is certainly an extreme case, Japanese and Korean firms in general 
are known to be relatively more willing to forego short-term profits and focus more 
on market share, which, in the long term, may translate into financial gains.37 In com-
parison, Western firms focus on relatively short-term profits.38

Overall, there is strong evidence pointing out the strategic importance of culture.39 
Sensitivity to cultural differences can not only help strategists better understand what is 
going on in other parts of the world, but can also avoid strategic blunders (see Table 4.5 
for examples). In addition, while “what is different” cross-culturally can be interesting, 
it can also be unethical and illegal—all depending on the institutional frameworks in 
which firms are embedded. Thus, it is imperative that current and would-be strategists 
be aware of the importance of business ethics, as introduced next.

TABLE 4.5 Some Cross-Cultural Blunders

•  Electrolux, a major European home appliance maker, advertised its powerful vacuum machines 
in the United States using the slogan “Nothing sucks like an Electrolux!”

•  In Mexico, a US firm, Perdue Chicken, translated its slogan, “It takes a tough man to make 
a tender chicken,” into Spanish. The translation read: “It takes a hard man to make a chicken 
aroused.”

•  A Spanish company sent a team of expatriates to Saudi Arabia that included a number of young 
intelligent women dressed in the height of current style. Upon arrival, the Saudi police took a 
look at their miniskirts and immediately sent the entire team back on the next flight to Spain. 
The expatriate team and the company belatedly learned that despite the heat, women in Saudi 
Arabia never show their bare legs.

•  A Japanese subsidiary CEO in New York, at a staff meeting consisting of all American employ-
ees, informed everyone of the firm’s grave financial losses and passed on a request from 
headquarters in Japan that everyone redouble efforts. The staff immediately redoubled their 
efforts—by sending their resumes out to other employers.

•  In Malaysia, an American expatriate was introduced to an important potential client he thought 
was named “Roger.” He proceeded to call this person “Rog.” Unfortunately, this person was 
a “Rajah,” which is an important title of nobility in high power distance Malaysia. Upset, the 
Rajah walked away from the deal.

•  In the United States, some Brazilian and Japanese expatriates treated American secretaries 
as personal servants, insisting that they serve coffee. Shortly after arrival, a British expatriate 
angered minority employees by firing several black middle managers (including the head of 
the firm’s affirmative action program). They were all sued by the offended employees.  

Sources: Based on text in (1) P. Dowling & D. Welch, 2005, International Human Resource Management, 4th ed., 
Cincinnati: South-Western Cengage Learning; (2) M. Gannon, 2008, Paradoxes of Culture and Globalization, 
Thousand Oaks, CA: Sage; (3) D. Ricks, 1999, Blunders in International Business, 3rd. ed., Oxford, UK: Blackwell.
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The Strategic Role of Ethics
The Definition and Impact of Ethics
Ethics refers to the norms, principles, and standards of conduct governing individual 
and firm behavior.40 Ethics is not only an important part of informal institutions, but is 
also deeply reflected in formal laws and regulations. Recent corporate scandals (such as 
Enron) have pushed ethics to the forefront of global strategy discussions, with numer-
ous firms introducing a code of conduct—a set of guidelines for making ethical deci-
sions.41 There is a debate on what motivates firms to become ethical. 

• A negative view suggests that some firms may simply jump onto the ethics “band-
wagon” under social pressures to appear more legitimate without necessarily 
becoming more ethical. 

• A positive view maintains that some (although not all) firms may be self-motivated 
to “do it right” regardless of social pressures.42 

• An instrumental view believes that good ethics may simply represent a useful instru-
ment to help make good profits.43 

All sides of the debate, however, agree that it is increasingly clear that ethics can 
make or break a firm. Firms with an ethical, trustworthy reputation will not only earn 
kudos, but may gain significant competitive advantage by attracting more investors, 
customers, and employees. Perhaps the best way to appreciate the strategic value of 
ethics is to examine what happens after some crisis. As a “reservoir of goodwill,” the 
value of an ethical reputation is magnified during crisis. One study finds that all US 
firms engulfed in crises (such as the tampering of Johnson & Johnson’s Tylenol and 
the Exxon Valdez oil spill) took an average hit of 8% of their market value in the first 
week. However, after ten weeks, the stock of firms with ethical reputations actually 
rose 5%, whereas those without such reputations dropped 15%.44 Paradoxically, catas-
trophes may allow more ethical firms to shine. The upshot seems to be that ethics pays 
(see Figure 4.5).

Managing Ethics Overseas
Managing ethics overseas is challenging, because what is ethical in one country may 
be unethical elsewhere.45 When dealing with underperforming employees who are the 
primary breadwinners of their families, Korean and American managers are likely to 
view that keeping them is ethical and unethical, respectively.46 Facing such differences, 
how can managers prepare themselves?

Two schools of thought exist.47 First, ethical relativism refers to an extension of 
the cliché, “When in Rome, do as the Romans do.” If women in Muslim countries 
are discriminated against, so what? Likewise, if industry rivals in China can fix prices, 
who cares? Isn’t that what “Romans” do in “Rome”? Second, ethical imperialism
refers to the absolute belief that “There is only one set of Ethics (with the big E), 
and we have it.” Americans are especially renowned for believing that their ethical 
values should be applied universally.48 For example, since sexual discrimination and 
price fixing are wrong in the United States, they must be wrong everywhere else. 
In practice, however, neither of these schools of thought is realistic. At the extreme, 
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FIGURE 4.5 Integrity Can Command a Premium

Source: Business Review, 2006, June (volume 84 number 6): 94. © 2006 by Nick Hobart.

ethical relativism would have to accept any local practice, whereas ethical imperialism 
may cause resentment and backlash among locals. 

Three “middle-of-the-road” guiding principles have been proposed by Thomas 
Donaldson, a business ethicist (Table 4.6). First, respect for human dignity and basic 
rights (such as those concerning health, safety, and the needs for education instead of 
working at a young age) should determine the absolute minimal ethical thresholds for 
all operations around the world. 

Second, respect for local traditions suggests cultural sensitivity. If gifts are banned, 
foreign firms can forget about doing business in China and Japan. While hiring 
employees’ children and relatives instead of more qualified applicants is illegal accord-
ing to US equal opportunity laws, Indian companies routinely practice such nepotism, 
which would strengthen employee loyalty. What should US companies setting up sub-
sidiaries in India do? Donaldson advises that such nepotism is not necessarily wrong—at 
least in India. 

TABLE 4.6 Managing Ethics Overseas: Three “Middle-of-the-Road” Approaches

•  Respect for human dignity and basic rights

•  Respect for local traditions

•  Respect for institutional context

Sources: Based on text in (1) T. Donaldson, 1996, Values in tension: Ethics away from home, Harvard 
Business Review, September-October: 4–11; (2) J. Weiss, 2006, Business Ethics, 4th ed., Cincinnati: 
South-Western Cengage Learning. 
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Finally, respect for institutional context calls for a careful understanding of local 
institutions. Codes of conduct banning bribery are not very useful unless accompa-
nied by guidelines for the scale of appropriate gift giving/receiving. Citigroup allows 
employees to accept noncash gifts whose nominal value is less than $100. The Economist 

lets its journalists accept any noncash gift that can be consumed in a single day—thus, 
a bottle of wine is acceptable but a case of wine is not. Overall, these three principles, 
although far from perfect, can help managers make decisions about which they and 
their firms may feel relatively comfortable.49

Ethics and Corruption
Ethics helps to combat corruption, often defined as the abuse of public power for pri-
vate benefits usually in the form of bribery (in cash or in kind).50 Corruption distorts 
the basis for competition that should be based on products and services, thus caus-
ing misallocation of resources and slowing economic development.51 Some evidence 
reveals that corruption discourages foreign direct investment (FDI).52 If the level of 
corruption in Singapore (very low) increases to the level in Mexico (in the middle 
range), it reportedly would have the same negative effect on FDI inflows as raising the 
tax rate by 50%.53 

However, there are exceptions. China is an obvious case, where corruption is often 
reported. Another exception seems to be Indonesia, whose former president Suharto 
was known as “Mr. Ten Percent,” which refers to the well-known (and transparent!) 
amount of bribes foreign firms were expected to pay him or members of his family. 
Why are these two countries popular FDI destinations? For two reasons. First, the vast 
potential of these two economies may outweigh the drawbacks of corruption. Second, 
overseas Chinese (mainly from Hong Kong and Taiwan) and Japanese firms are leading 
investors in mainland China and Indonesia, respectively. While Hong Kong, Taiwan, 
and Japan may be relatively “cleaner,” they are not among the “cleanest” countries. 
It is possible that “acquiring skills in managing corruption [at home] helps develop a 
certain competitive advantage [in managing corruption overseas].”54

If that is indeed the case, it is not surprising that many US firms complained that they 
were unfairly restricted by the Foreign Corrupt Practices Act (FCPA), a law enacted in 
1977 that bans bribery to foreign officials. They also pointed out that overseas bribery 
expenses were often tax-deductible (!) in many EU countries such as Austria, France, 
Germany, and the Netherlands—at least until the late 1990s. However, even with the 
FCPA, there is no evidence that US firms are inherently more ethical than others. The 
FCPA itself was triggered by investigations in the 1970s of many corrupt US firms. 
Even the FCPA makes exceptions for small “grease” payments to get goods through 
customs abroad. Most alarmingly, a recent World Bank study reports that despite over 
two decades of FCPA enforcement, US firms actually “exhibit systematically higher

levels of corruption” than other OECD firms (original italics).55 
Overall, the FCPA can be regarded as an institutional weapon in the global fight 

against corruption. Recall that every institution has three supportive pillars: regulatory, 
normative, and cognitive (Table 4.2). Despite the FCPA’s formal regulatory “teeth,” 
for a long time, there was neither a normative pillar nor a cognitive pillar. The norms 
among other OECD firms used to be to pay bribes first and get a tax deduction later 
(!)—a clear sign of ethical relativism (see Closing Case on Seimens). Only in 1997 did 
the OECD Convention on Combating Bribery of Foreign Public Officials commit all 
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30 member countries (essentially all developed economies) to criminalize bribery. It 
went into force in 1999. A more ambitious campaign is the UN Convention against 
Corruption, signed by 106 countries in 2003 and activated in 2005. If every country 
criminalizes bribery and every investor resists corruption, their combined power will 
eradicate it. However, this will not happen unless FCPA-type legislation is institution-
alized and enforced in every country (see Closing Case on Siemens). 

A Strategic Response Framework 
for Ethical Challenges
At its core, the institution-based view focuses on how certain strategic choices, under 
institutional influences, are diffused from a few firms to many.56 In other words, the 
attention is on how certain practices (such as from paying bribes to refusing to pay) 
become institutionalized. Such forces of institutionalization are driven by a combination 
of regulatory, normative, and cognitive pillars. How firms strategically respond to ethi-
cal challenges, thus, leads to a strategic response framework. It features four strategic 
choices: (1) reactive, (2) defensive, (3) accommodative, and (4) proactive strategies 
(Table 4.7).

A reactive strategy is passive. Even when problems arise, firms do not feel compelled 
to act, and denying is usually the first line of defense. The need to take necessary action is 
neither internalized through cognitive beliefs, nor becoming any norm in practice. That 
leaves only formal regulatory pressures to compel firms to act. For example, Ford Motor 
Company marketed the Pinto car in the early 1970s, knowing that its gas tank had a 
fatal design flaw that could make the car susceptible to exploding in rear-end collisions. 
Citing high costs, Ford decided not to add an $11-per-car improvement. Sure enough, 
accidents happened and people were killed and burned in Pintos. Still, for several years 
Ford refused to recall the Pinto, and more lives were lost. Only in 1978, under intense 
formal pressures from the government and court cases and informal pressures from the 
media and consumer groups, did Ford belatedly recall all 1.5 million Pintos.57 

A defensive strategy focuses on regulatory compliance. In the absence of regulatory 
pressures, firms often fight informal pressures coming from the media and activists. 
In the early 1990s, Nike was charged for running “sweatshops,” while these incidents 

TABLE 4.7 Strategic Responses to Ethical Challenges

STRATEGIC  STRATEGIC EXAMPLES

RESPONSES BEHAVIORS IN THE TEXT

Reactive Deny responsibility; do less than  Ford Pinto fire (the 1970s)
 required

Defensive Admit responsibility but fight it; Nike (the 1990s)
 do the least that is required

Accommodative Accept responsibility; do all that Ford Explorer rollovers (the 2000s)
 is required

Proactive Anticipate responsibility; do more BMW (the 1990s)
 than is required
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took place in its contractors’ factories in Indonesia and Vietnam. Although Nike did 
not own these factories, its initial statement, “We don’t make shoes,” failed to convey 
any ethical responsibility. Only when several senators began to suggest legislative solu-
tions did Nike become more serious.

An accommodative strategy features emerging organizational norms to accept 
responsibility and a set of increasingly internalized cognitive beliefs and values toward 
making certain changes. These normative and cognitive values may be shared by a 
number of firms, thus leading to new industry norms. In other words, it becomes 
legitimate to accept a higher level of ethical and moral responsibility beyond what is 
minimally required legally. In this fashion, Nike and the entire sportswear industry 
became more accommodative toward the late 1990s. 

In another example, in 2000, when Ford Explorer vehicles equipped with Firestone 
tires had a large number of fatal rollover accidents, Ford evidently took the painful lesson 
from its Pinto fire fiasco in the 1970s. It aggressively initiated a speedy recall, launched a 
media campaign featuring its CEO, and discontinued the 100-year-old relationship with 
Firestone. While critics argue that Ford’s accommodative strategy was to place blame 
squarely on Firestone, the institution-based view (especially Proposition 1) suggests that 
such highly rational actions are to be expected. Even if Ford’s public relations campaign 
was only “window dressing,” publicizing a set of ethical criteria against which it can be 
judged opens doors for more scrutiny by concerned stakeholders. It probably is fair to 
say that Ford became a better corporate citizen in 2000 than what it was in 1975.

Finally, proactive firms anticipate institutional changes and do more than is 
required. In 1990, BMW anticipated its emerging responsibility associated with the 
German government’s proposed “take-back” policy, requiring automakers to design 
cars whose components can be taken back by the same manufacturers for recycling. 
BMW not only designed easier-to-disassemble cars, but also signed up the few high-
quality dismantler firms as part of an exclusive recycling infrastructure. Further, BMW 
actively participated in public discussions and succeeded in establishing its approach as 
the German national standard for automobile disassembly. Other automakers were thus 
required to follow BMW’s lead. However, they had to fight over smaller lower-quality 
dismantlers or develop in-house dismantling infrastructure from scratch.58 Through 
such a proactive strategy, BMW has facilitated the emergence of new environmentally 
friendly norms in both car design and recycling. In brief, proactive firms go beyond the 
current regulatory requirements to do the “right thing.”59

Overall, these four strategic responses are not mutually exclusive. As shown by the 
Nike example, one firm may adopt different strategic responses as the ethical challenges 
it faces progress. While there is probably a certain element of “window dressing,” the 
fact that proactive firms are going beyond the current regulatory requirements is indic-
ative of the normative and cognitive beliefs held by many managers on the importance 
of doing the “right thing.”

Debates and Extensions
Relative to the industry- and resource-based views, the institution-based view is the 
newest leading perspective on strategy. Not surprisingly, some significant debates 
emerge, including (1) opportunism versus individualism/collectivism, (2) cultural dis-
tance versus institutional distance, and (3) “bad apples” versus “bad barrels.”
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Opportunism versus Individualism/Collectivism60

Opportunism is a major source of uncertainty, and transaction cost theorists maintain 
that institutions emerge to combat opportunism. However, critics argue that empha-
sizing opportunism as “human nature” may backfire in practice.61 This is because if a 
firm assumes that employees will steal and thus places surveillance cameras everywhere, 
then employees who otherwise would not steal may feel alienated enough to do exactly 
that. If firm A insists on specifying minute details in an alliance contract in order to 
prevent firm B from behaving opportunistically in the future, A is likely to be regarded 
by B as being not trustworthy and being opportunistic now. This is especially the case 
if B is from a collectivist society.62 Thus, attempts to combat opportunism may beget 
opportunism.

Transaction cost theorists acknowledge that opportunists are a minority in any 
population. However, theorists contend that because of the difficulty to identify such 
a minority of opportunists before they cause any damage, it is imperative to place safe-
guards that, unfortunately, treat everybody as a potential opportunist. For example, 
thanks to the work of only 19 terrorists, millions of air travelers around the world since 
September 11, 2001, now have to go through heightened security. Everybody hates it, 
but nobody argues that it is unnecessary. This debate, therefore, seems deadlocked.

One cultural dimension, individualism/collectivism, may hold the key to an 
improved understanding of opportunism. A common stereotype is that players from 
collectivist societies (such as China) are more collaborative and trustworthy, and that 
those from individualist societies (such as America) are more competitive and opportu-
nistic.63 However, this superficial understanding is not necessarily the case. Collectivists 
are more collaborative only when dealing with in-group members—individuals and firms 
regarded as a part of their own collective. The flip side is that collectivists discriminate 
more harshly against out-group members—individuals and firms not regarded as a part 
of “us.” On the other hand, individualists, who believe that every person (firm) is on 
his/her (its) own, make less distinction between in-group and out-group. Therefore, 
while individualists may indeed be more opportunistic than collectivists when dealing 
with in-group members (this fits the stereotype), collectivists may be more opportunistic 
when dealing with out-group members. Thus, on balance, the average Chinese is not 
inherently more trustworthy than the average American. The Chinese motto regarding 
out-group members is: “Watch out for strangers. They will screw you!” 

This helps explain why the United States, the leading individualist country, is 
among societies with a higher level of spontaneous trust, whereas there is greater inter-
personal and interfirm distrust in the large society in China than in the United States.64 
This also explains why it is important to establish guanxi for individuals and firms in 
China; otherwise, life can be very challenging in a sea of strangers. 

While this insight is not likely to help improve airport security screening, it can help 
managers and firms better deal with each other. Only through repeated social interac-
tions can collectivists assess whether to accept newcomers as in-group members. If for-
eigners who, by definition, are from an out-group refuse to show any interest in joining 
the in-group, then it is fair to take advantage of them. For example, don’t ever refuse 
the friendly offer of a cup of coffee from a Saudi business man, which is considered an 
affront. Most of us do not realize that to “feel free to say no when offered food or drink” 
reflects the cultural underpinning of individualism, and folks in collectivist societies do 

in-group
Individuals and firms 
regarded as part of “us.”

out-group
Individuals and firms 
not regarded as part 
of “us.”
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not view this as an option (unless one wants to offend the host). This misunderstanding, 
in part, explains why many cross-culturally naïve Western managers and firms often cry 
out loud for being taken advantage of in collectivist societies—they are simply being 
treated as “deserving” out-group members. 

Cultural Distance versus Institutional Distance
Given cross-cultural differences and conflicts, it is not surprising that, for instance, 
Japanese–US joint ventures are shorter lived than Japanese–Japanese joint ventures.65

Basically, when disputes and misunderstandings arise, it is difficult to ascertain whether 
the other side is deliberately being opportunistic or is simply being (culturally) different. 
Firms in general may prefer to do business with culturally close countries, because of 
the shorter cultural distance.66

However, critics make three arguments.67 First, they point out a number of findings 
inconsistent with the cultural distance hypothesis.68 In China, one study reports that 
joint ventures between local and Western firms outperform those between local and 
Asian firms.69 In Italy, one study finds a positive association between cultural distance 
and cross-border acquisition performance.70 

Second, critics contend that given the complexity of foreign entry decisions, cul-
tural distance, while important, is but one of many factors to consider. For instance, 
relative to national culture, organizational (firm-specific) culture may be equally impor-
tant in affecting alliance performance.71 

Finally, some argue that perhaps cultural distance can be complemented (but not 
replaced) by the institutional distance concept, which is “the extent of similarity or 
dissimilarity between the regulatory, normative, and cognitive institutions of two 
countries.”72 For example, the cultural distance between Canada and China is virtually 
as huge as the cultural distance between Canada and Hong Kong (where 98% of the 
population is ethnic Chinese). However, the institutional distance between Canada and 
Hong Kong is much shorter: Both use common law, speak English as an official language, 
and share a common heritage of being former British colonies. Therefore, before enter-
ing mainland China, Canadian firms may have a preference to enter Hong Kong first.

This emerging idea is gathering some momentum, as scholars start to look beyond 
the cultural dimensions and investigate the intricacies of other institutional differences 
around the world.73 For instance, if favorite sports can be regarded as “national insti-
tutions,” the world can be roughly divided into three regions: baseball, cricket, and 
soccer. This logic suggests that in countries where baseball is the national favorite sport, 
such as Japan and Mexico (except Cuba), US firms are likely to lead in the multina-
tional sector—presumably because of the shorter institutional distance between these 
countries crazy about baseball. In countries where cricket captures people’s hearts, 
like Australia and India, British multinationals may take the lead. Finally, in countries 
where people are crazy about soccer, continental European MNEs are likely to beat 
their global rivals.74 

Bad Apples versus Bad Barrels
This debate focuses on the root cause of unethical business behavior. One argument 
suggests that people may have ethical or unethical predispositions before joining firms. 

cultural distance
The difference between 
two cultures along some 
identifiable dimensions.

institutional distance
The extent of similar-
ity or dissimilarity 
between the regulatory, 
normative, and cogni-
tive institutions of two 
countries.
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Another side of the debate argues that while there are indeed some opportunistic 
“bad apples,” many times people commit unethical behavior not because they are 
“bad apples” but because they are spoiled by “bad barrels.” Some firms not only 
condone but may even expect unethical behavior. For example, at the now-defunct 
Arthur Andersen, the norms were to “make the numbers” no matter what. Similarly, 
Siemens has recently been criticized for breeding a “bad barrel” (see Closing Case). 

The debate on “bad apples” versus “bad barrels” is an extension of the broader 
debate on “nature versus nurture.” Are we who we are because of our genes (nature) 
or our environments (nurture)? Most studies report that human behavior is the result 
of both nature and nurture. Although individuals and firms (staffed by people) do have 
some ethical or unethical predispositions that influence their behavior, the institutional 
environment (such as organizational norms and national institutions) can also have a 
profound impact. In a nutshell, even “good apples” may turn bad in “bad barrels.”

The Savvy Strategist
Strategy is about choices. When seeking to understand how these choices are made, 
practitioners and scholars usually “round up the usual suspects,” namely, industry struc-
tures and firm-specific resources and capabilities. While these views are very insightful, 
they usually do not pay adequate attention to the underlying context. A contribution of 
the institution-based view is to emphasize the importance of institutions, cultures, and 
ethics as the bedrock propelling or constraining strategic choices. Overall, if strategy is 
about the “big picture,” then the institution-based view reminds current and would-be 
strategists not to forget the “bigger picture.” 

By focusing on institutions, cultures, and ethics, the savvy strategist draws at least 
three important implications for action (Table 4.8). First, when entering a new coun-
try, do your homework by having a thorough understanding of the formal and infor-
mal institutions governing firm behavior. While you don’t necessarily have to do “as 
the Romans do” when in “Rome,” you need to understand why Romans do things in 
a certain way. In countries that emphasize informal relational exchanges, insisting on 
formalizing the contract right away may backfire. 

Second, strengthen cross-cultural intelligence by building awareness, expanding 
knowledge, and leveraging skills.75 In cross-cultural encounters, while you may not 
share (or may disagree) with the values held by others, you will need to at least obtain 
a roadmap of the informal institutions governing their behavior. Of course, culture is 
not everything. It is advisable not to read too much into culture, which is one of many 
variables affecting global strategy. But it is imprudent to ignore culture. 

TABLE 4.8 Strategic Implications for Action

•  When entering a new country, do your homework by having a thorough understanding of the 
formal and informal institutions governing firm behavior.

•  Strengthen cross-cultural intelligence by building awareness, expanding knowledge, and leverag-
ing skills.

•  Integrate ethical decision making as part of the core strategy processes of the firm—faking it 
does not last very long.
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Third and finally, integrate ethical decision making as part of the core strategy 
processes of the firm—faking it does not last very long. You need to be aware of 
the prevailing norms. The norms around the globe in the 2000s are more culturally 
sensitive and ethically demanding than, say, those in the 1970s. This is not to suggest 
that every local norm needs to be followed. However, failing to understand and adapt 
to the changing norms by “sticking one’s neck out” in an insensitive and unethical 
way may lead to unsatisfactory or disastrous results, as Siemens found out recently 
(see Closing Case). The best managers expect norms to shift over time by constantly 
deciphering the changes in the informal “rules of the game” and by taking advantage 
of new opportunities—how BMW managers proactively shaped the automobile recy-
cling norms serves as a case in point.

We conclude this chapter by revisiting the four fundamental questions. First, why 
do firms differ? The institution-based view points out the institutional frameworks 
that shape firm differences. Second, how do firms behave? The answer also boils down 
to institutional differences. Third, what determines the scope of the firm? Chapter 9 
will have more details on how institutions have shaped the evolution of the scope of 
the firm. Finally, what determines the success and failure of firms around the globe? 
The institution-based view argues that firm performance is, at least in part, determined 
by the institutional frameworks governing strategic choices.

CHAPTER SUMMARY

 1. Explain the concept of institutions

• Commonly known as “the rules of the game,” institutions have formal and 
informal components, each with different supportive pillars (the regulatory, 
normative, and cognitive pillars). 

 2. Understand the two primary ways of exchange transactions that reduce uncertainty

• Institutions reduce uncertainty in two primary ways: (1) informal relationship-
based personalized exchanges (known as relational contracting), and (2) formal 
rule-based impersonal exchanges with third-party enforcement (known as 
arm’s-length transaction).

 3. Articulate the two propositions underpinning an institution-based view of strategy

• Proposition 1: Managers and firms rationally pursue their interests and make 
strategic choices within formal and informal institutional constraints.

• Proposition 2: In situations where formal constraints fail, informal constraints 
will play a larger role.

 4. Appreciate the strategic role of cultures

• According to Hofstede, national culture has five dimensions: (1) power distance, 
(2) individualism/collectivism, (3) masculinity/femininity, (4) uncertainty avoid-
ance, and (5) long-term orientation. Each has some significant bearing on strategic 
choices.
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 5. Identify the strategic role of ethics culminating in a strategic response framework

• When managing overseas, two schools of thought are (1) ethical relativism and 
(2) ethical imperialism. 

• Three “middle-of-the-road” principles focus on respect for (1) human dignity 
and basic rights, (2) local traditions, and (3) institutional context.

• When confronting ethical challenges, a strategic framework suggests four stra-
tegic choices: (1) reactive, (2) defensive, (3) accommodative, and (4) proactive 
strategies.

 6. Participate in three leading debates on institutions, cultures, and ethics

• The key debates focus on (1) opportunism versus individualism/collectivism, 
(2) cultural distance versus institutional distance, and (3) “bad apples” versus 
“bad barrels.”

 7. Draw strategic implications for action

• When entering a new country, do your homework by having a thorough 
understanding of the formal and informal institutions governing firm behavior.

• Strengthen cross-cultural intelligence.

• Integrate ethical decision making as part of the core strategy processes of 
the firm.

KEY TERMS
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CRITICAL DISCUSSION QUESTIONS 
 1. If you were the CEO of a leading domestic company in Kenya, what would be 

your responses during and after the violent turmoil in 2007–2008 (see Strategy in 
Action 4.1)? If you were the CEO of a foreign company operating in Kenya, what 
would be your course of action?

 2. Some argue that guanxi (relationships and connections) is a unique Chinese-only 
phenomenon embedded in the Chinese culture. As evidence, they point out that 
this word, guanxi, has now entered the English language and is often used in main-
stream media (such as the Wall Street Journal ) without explanations provided in 
brackets when describing relationship-based strategies in China. Others disagree, 
arguing that every culture has a word or two describing what the Chinese call 
guanxi, such as blat in Russia, guan he in Vietnam, and “old boys’ network” in the 
English-speaking world. They suggest that the intensive use of guanxi in China (and 
elsewhere) is a reflection of the lack of formal institutional frameworks. Which side 
of the debate would you join? Why? 

 3. ON ETHICS: Assume you work for a New Zealand company exporting a con-
tainer of kiwis to Haiti. The customs official informs you that there is a delay in 
clearing your container through customs and it may last a month. However, if you 
are willing to pay an “expediting fee” of US$200, he will try to make it happen in 
one day. What are you going to do?  

CLOSING CASE

Ethical Challenge

Siemens in a Sea of Scandals 

Founded in 1847, Siemens, headquartered in Munich 
and Berlin, is an engineering conglomerate that pro-
duces power generation equipment, transportation 
systems, medical devices, and numerous other indus-
trial products. Approximately 80% of sales, 70% of 
factories, and 66% of its 475,000 work force are outside 
Germany. In 2006, Siemens had revenues of €87 billion 
from 190 countries.

Recently, Siemens found itself engulfed in a sea 
of scandals around the globe. In November 2007, 
Siemens, whose shares are listed on the New York 
Stock Exchange, disclosed in its SEC Form 6-K to 
the US Securities and Exchange Commission (SEC): 
Authorities around the world were conducting investi-
gations of Siemens and certain of its current and former 
employees “regarding allegations of public corruption, 
including criminal breaches of fiduciary duty including 
embezzlement, as well as bribery, money laundering, ©
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and tax evasion, among others.” According to the 
report, authorities from the following countries/regions 
were involved:

punished companies caught in wrongdoing harder 
than foreign governments. For example, when the 
Norwegian government imposed a $3 million fine 
on energy producer Statoil for paying bribes in Iran, 
US authorities hit it with an additional $18 million 
fine. As of this writing (February 2008), no con-
crete fines were announced by the US authorities, 
but experts suggested that the fines might be three 
times the size of the illegal payments identified by 
Siemens. 

Siemens cooperated with the investigations. 
In response to the scandals, the company under-
took a number of measures: Its Supervisory Board 
established a Compliance Committee, its Managing 
Board engaged an external attorney to provide a 
protected communication channel for employees 
and third parties, the company appointed a Chief 
Compliance Officer, marketed a Compliance hot-
line to employees, and adopted a Global Amnesty 
Program for employees who voluntarily provided 
useful information regarding their wrongdoing. Talk 
is cheap, according to critics. Many critics are suspi-
cious of whether these measures would transform 
such a “bad barrel.” 

Sources: Based on (1) Business Week, 2007, Siemens braces for a 
slap from Uncle Sam, November 6: 78–79; (2) FCPA Blog, 2008, 
How much will Siemens pay? January 22 (fcpablog.bogspot.com); 
(3) Siemens AG, 2007, Form 6-K Report of Foreign Private Issuer 
(Legal Proceedings), November 8, New York: SEC.

Case Discussion Questions
 1. What are the costs and benefits of bribery? 

 2. Is the FCPA unnecessarily harsh or do its 
provisions dispense the appropriate level of 
punishment? 

 3. In your view, how heavy should Siemens be 
fined? In addition to fines, what else can be 
done? 

 4. Are some of Siemens employees “bad apples” or 
is Siemens a “bad barrel”?

• Brazil

• China

• Czech Republic

• European Union/
European Commission

• Germany

• Greece

• Hungary

• Indonesia

• Italy

• Japan

• Mexico

• New Zealand

• Norway

• Poland

• Slovakia

• South Africa

• Switzerland

• Turkey

• United States

In the same report, Siemens disclosed that its inter-
nal investigation uncovered $1.9 billion in question-
able payments made to outsiders by the company from 
2000 to 2006. In its own words:

These payments raise concerns in particu-
lar under the Foreign Corrupt Practices Act 
(FCPA) of the United States, anti-corruption 
legislation in Germany, and similar legislation in 
other countries. The payments identified were 
recorded as deductible business expenses in 
prior periods [2000–06] in determining income 
tax provisions . . . the Company’s investiga-
tion determined that certain of these payments 
were non-deductible under tax regulations of 
Germany and other jurisdictions. 

Of these numerous cases, German prosecutors 
already uncovered evidence that Siemens used bribes 
to land contracts around the globe, and extracted $290 
million in fines. While authorities in other countries 
were probing deeper, Siemens was bracing for prob-
ably the nastiest bite from the US Department of 
Justice and the SEC, which were interested in making 
an example of it. Washington wants to hold foreign 
firms to the same standards as their US rivals. Armed 
with the FCPA, US authorities often deliberately 
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KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Define entrepreneurship, entrepreneurs, and entrepreneurial firms

2. Articulate a comprehensive model of entrepreneurship

3. Identify five strategies that characterize a growing entrepreneurial firm

4. Differentiate international strategies that enter foreign markets and that stay in domestic markets

5. Participate in three leading debates concerning entrepreneurship

6. Draw strategic implications for action
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OPENING CASE: AN AMERICAN CHASING 
THE CHINA DREAM

Mike Morris is an American. After gradu-
ating with an undergraduate degree 
in management from the University 

of Texas at Dallas in 1996, he joined the execu-
tive training program of a large US department 
store chain and then became a corporate buyer. 
However, he did not like life in a large corporation. 
After three years, he joined one of his suppliers, 
which was a smaller family-owned firm that manu-
factured small gifts and accessories. The supplier 
attributed its success to its early engagement with 
China, to which it outsourced most of its produc-
tion since the 1980s. After working in the supplier’s 
Dallas office for three years, Morris was offered 
the opportunity to head its China operations in 
2002. Morris had never anticipated such a move, 
and China would be a “hardship” assignment for 
him, given that he did not speak Chinese. But 
the opportunity was irresistible, and Morris soon 
packed his bags and moved to Shanghai.

When Morris arrived in China in 2002, a 
majority of the company’s products were assembled 
in China, but most of the components were made 
in Japan, Hong Kong, Taiwan, and the United 
States. The majority of Morris’s first two years were 
spent on developing a local supply chain that would 
produce locally sourced components that met the 
company’s quality standards. Since such a local 
supply chain would be developed from “scratch,” 

Morris hit upon an idea: Why not set up one of 
these local firms by himself? He discussed this idea 
with trusted Chinese friends, who all supported 
this idea.

Morris was up-front with his employer regard-
ing this entrepreneurial idea. When he was sent by 
his employer, he was asked to commit to only two 
years. His employer was aware that for a young, 
hard-charging manager like Morris, China would 
present numerous opportunities. The owner of 
his company even mentioned that after the initial 
two-year period, he would be willing to look into 
participating in opportunities that Morris might 
propose. Therefore, in 2004, Morris approached his 
employer with a proposal to open a small company 
that would produce components in China. This 
would be mutually beneficial, because Morris would 
remain in China (instead of returning to the United 
States after two years) and devote the majority of 
his time to his current position, while establishing 
an independent company on the side. This kind of 
relationship would be considered unconventional 
in many companies, but in this case, the owner of 
his current employer gave him the necessary bless-
ing. As a result, the current company co-founded 
a new “local” supplier that provided high-quality 
goods at lower costs.

With the full support of Morris’s current 
employer, he started his new company with two 
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trustworthy Chinese partners in 2004. Morris 
and his current employer provided capital and 
marketing capability, and his Chinese partners 
hired the management team and built the fac-
tory. By 2007, the new company, known as a 
supplier offering both “US quality” and “China 
price,” grew to over 40 employees and generated 
over $2 million in annual revenues. Morris and 
his partners were richly rewarded both financially 
and professionally.

By the end of 2007, Morris felt that he reached 
a plateau and sold his interest in the company that 
he co-founded in 2004. In 2008, he moved on 
to launch his second China venture with another 
friend, thus becoming a serial entrepreneur chasing 
the China dream.

Sources: The entrepreneur’s name is disguised. Based on 
(1) author’s interviews, (2) J. Fernandez & S. Liu, 2007, China 

CEO, Singapore: Wiley & Sons (Asia), (3) M. W. Peng, 2001, 
How entrepreneurs create wealth in transition economies, 
Academy of Management Executive, 15 (1): 95–108.  

How do small and medium-sized enterprises (SMEs) such as the two companies 
that Mike Morris co-founded in China grow? (SMEs are typically defined as firms 
with less than 500 employees.) How do they enter international markets? What are 
the challenges and constraints they face? This chapter deals with these and other 
questions. This is different from many strategy textbooks, which focus only on large 
firms. To the extent that every large firm started small and that some (although not all) 
of today’s SMEs may become tomorrow’s multinational enterprises (MNEs), current 
and would-be strategists will not gain a complete picture of the strategic landscape 
if they focus only on large firms. More importantly, most students will join SMEs 
for employment. Some readers of this book will also start up their own SMEs, thus 
further necessitating our attention on these numerous “Davids” instead of on the 
smaller number of “Goliaths.”

This chapter will first define what entrepreneurship is, followed by a discussion on 
the nature of entrepreneurship. Next, we outline a comprehensive model of entrepre-
neurship informed by the three leading perspectives on strategy. Then, we introduce 
five major strategies and multiple ways for entrepreneurial firms to internationalize. As 
before, debates and extensions follow. 

Entrepreneurship and Entrepreneurial Firms
Although entrepreneurship is often associated with smaller and younger firms, there 
is no rule banning larger and older firms from being “entrepreneurial.” In fact, many 
large firms, which tend to be more established and bureaucratic, are often urged to 
become more entrepreneurial. Therefore, what exactly is entrepreneurship? Recent 
research suggests that firm size and age are not defining characteristics of entrepreneurship. 
Instead, entrepreneurship is defined as “the identification and exploitation of previously 
unexplored opportunities.”1 Specifically, it is concerned with “the sources of opportu-
nities; the processes of discovery, evaluation, and exploitation of opportunities; and the 
set of individuals who discover, evaluate, and exploit them.”2 These individuals, thus, 
are entrepreneurs, who may be founders and owners of new businesses or managers of 
existing firms. Consequently, international entrepreneurship is defined as “a combination 

small and medium-
sized enterprises 
(SMEs)
Firms with less than 500 
employees.

entrepreneurship
The identification 
and exploitation of 
previously unexplored 
opportunities.

entrepreneurs
Individuals who 
identify and explore 
previously unexplored 
opportunities.

international 
entrepreneurship
A combination of inno-
vative, proactive, and 
risk-seeking behavior 
that crosses national 
borders and is intended 
to create wealth in 
organizations.
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of innovative, proactive, and risk-seeking behavior that crosses national borders and is 
intended to create wealth in organizations.”3

Although the preceding definitions suggest that SMEs are not the exclusive domain 
of entrepreneurship, the convention that many people often use is to associate entre-
preneurship with SMEs, which, on average, may indeed be more entrepreneurial than 
large firms. To minimize confusion, in the remainder of this chapter, we will follow 
such a convention, although it is not totally accurate. That is, while we acknowledge 
that some managers at large firms can be very entrepreneurial,4 we will limit the use of 
the term “entrepreneurs” to owners, founders, and managers of SMEs. Further, we will 
use the term “entrepreneurial firms” when referring to SMEs (less than 500 employees). 
We will label firms with more than 500 employees “large firms.”  

SMEs are important. Worldwide, they account for over 95% of the number 
of firms, create approximately 50% of total value added, and generate 60%–90% of 
employment (depending on the country).5 Obviously, entrepreneurship has both 
rewarding and punishing aspects.6 Many entrepreneurs will try, many SMEs will fail 
(for instance, approximately 60% of start-ups in the United States fail within six years).7 
Only a small number of entrepreneurs and SMEs will succeed. 

A Comprehensive Model of Entrepreneurship
The “strategy tripod” consisting of the three leading perspectives on strategy—namely the 
industry-, resource-, and institution-based views—sheds considerable light on the entre-
preneurship phenomenon. This leads to a comprehensive model illustrated in Figure 5.1.

Industry-Based Considerations
The industry-based view, exemplified by the Porter five forces framework first intro-
duced in Chapter 2, suggests that (1) interfirm rivalry, (2) entry barriers, (3) bargaining 
power of suppliers, (4) bargaining power of buyers, and (5) threats of substitute products 
have a bearing on entrepreneurship. First, the intensity of interfirm rivalry has a direct 
impact on the probability that a new start-up will be able to make it.8 The fewer the 
number of incumbent firms, the more likely they will form some sort of collusion to 
prevent newcomers from gaining market shares. In a worst-case scenario, a monopoly 
incumbent, such as Microsoft, may become so dominant that it might potentially stifle 
new innovation brought about by SMEs—this was the key reason why Microsoft was 
prosecuted by the US and EU antitrust authorities.

Entry barriers impact entrepreneurship. It is not surprising that new firm entries 
cluster around low entry barrier industries, such as restaurants. Conversely, capital-
intensive industries hinder the chances of entrepreneurs succeeding. For example, at 
present no entrepreneurs in their right mind would bet their money on competing 
against Boeing or Airbus.

When the bargaining power of suppliers becomes too large, entrepreneurial solutions 
that can reduce such bargaining power may be sought after. For instance, Microsoft, 
which of course has been very entrepreneurial, is the monopoly supplier of operating 
systems to virtually all personal computer (PC) makers in the world, which feel uncom-
fortable about being compelled to purchase Microsoft products. As a result, LINUX is 
becoming more popular as an emerging alternative. 
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Similarly, entrepreneurs who can reduce the bargaining power of sellers may also find 
a niche for themselves. For example, a small number of national chain (“brick and 
mortar”) bookstores used to represent the only major outlets through which hun-
dreds of publishers could sell their books. Entrepreneurial Internet bookstores, led by 
Amazon, have provided more outlets for publishers, thereby reducing the bargaining 
power of traditional bookstores as sellers.

Substitute products/services may offer great opportunities for entrepreneurs. If entre-
preneurs can bring in substitute products that can redefine the game, they can effec-
tively chip away some of the competitive advantages held by incumbents. For example, 
e-mails and online payments, pioneered by entrepreneurial firms, are now substituting 
a large portion of faxes, express mails, and paper check printing and processing, whose 
incumbents are powerless to fight back. 

Obviously, entrepreneurs need to carefully understand the nature of the industries 
they intend to join. However, one important paradox is that especially in emerging 
turbulent industries, the basics underlying the five forces may not be known. For 
example, it is often difficult to predict consumer preferences, to price innovative prod-
ucts, and to build capacity. However, even when the industry is conducive for entries, 
there is no guarantee that entrepreneurs will be successful. 

FIGURE 5.1 A Comprehensive Model of Entrepreneurship
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Resource-Based Considerations 
The resource-based view, first introduced in Chapter 3, sheds considerable light on 
entrepreneurship, with a focus on its value, rarity, imitability, and organizational 
(VRIO) aspects (see Figure 5.1). First, entrepreneurial resources must create value.9 For 
instance, networks and contacts are great potential resources for would-be entrepre-
neurs. However, unless they channel such networks and contacts to create economic 
value, such resources remain potential.  

Second, resources must be rare. As the cliché goes, “If everybody has it, you can’t 
make money from it.” The best-performing entrepreneurs tend to have the rarest 
knowledge and insights about business opportunities.10 For example, who would have 
thought of operating ski resorts in Africa? (See Strategy in Action 5.1.)

Third, resources must be inimitable. For instance, Amazon’s success has prompted 
a number of online bookstores to directly imitate it. Amazon rapidly built the world’s 
largest book warehouses, which ironically are “brick-and-mortar.” It is Amazon’s 
“best-in-the-breed” physical inventories—not its online presence—that are more chal-
lenging to imitate.

Fourth, entrepreneurial resources must be organizationally embedded. For example, 
although individual mercenaries have existed since the dawn of warfare, only in 
modern times have private military companies (PMCs) become a global industry. 
Entrepreneurial PMCs thrive on their organizational capabilities to provide military 
and security services in dangerous environments, while individuals would shy away 
from such conditions and even national militaries might withdraw (as in Iraq). 

It is hard to believe, but entrepreneurs in South 
Africa and neighboring Lesotho have built ski 

resorts on the slopes of Drakensberg mountains. 
These mountains are not tall by Alpine standards 
(3,000 meters/9,900 feet), snow is irregular, and 
getting in and out is difficult. Yet, Tiffindell Resort, 
on the South Africa side, has managed to produce a 
ski season every year. Between May and September 
(the southern hemisphere winter), over 5,000 skiers 
arrive. When there is not much real snow on the 
ground, skiers enjoy themselves on 1.5 hectares 
(3.7 acres) of artificial snow. This entrepreneurial 
venture taps into an untapped demand: Rich young 
customers are interested in coming to practice skiing 
in preparation for more serious winter holidays in 
Europe or North America. Tiffindell’s rising noto-
riety has got itself some international competition. 
Afri-Ski, a rival ski resort, is opening up across the 
border on the Lesotho side. If Afri-Ski succeeds, 
Tiffindell may lose some of its novelty value. To stay 

ahead of the game, Tiffindell has begun a 150 million 
rand ($20 million) expansion, although the venture is 
not reliably profitable yet.

Sources: Based on (1) Economist, 2003, No business like snow business, 
August 2: 57; (2) www.afriski.co.za; (3) www.tiffindell.co.za. 

Strategy in Action 5.1 - Strategy in Action 5.1 - Ski in Southern Africa, Anyone?
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Institution-Based Considerations
First introduced in Chapter 4, both formal and informal institutional constraints, as 
rules of the game, affect entrepreneurship (see Figure 5.1). Although entrepreneur-
ship is thriving around the globe in general, its development is unequal. Whether 
entrepreneurship is facilitated or retarded significantly depends on formal institu-
tions governing how entrepreneurs start up new firms.11 A recent World Bank study 
reports some striking differences in government regulations concerning start-ups 
such as registration, licensing, incorporation, taxation, and inspection (Figure 5.2).12 
In general, governments in developed economies impose fewer procedures (as low 
as two procedures and two/three days in Australia and Canada, respectively) and 
a lower total cost (less than 2% of per capita GNP in Denmark, New Zealand, 
Ireland, Sweden, United States, United Kingdom, Canada, and Finland). On the 
other hand, entrepreneurs confront harsher regulatory burdens in poorer countries. 
Brazil leads the world by requiring entrepreneurs to endure 18 procedures to obtain 
legal clearance to start a new firm. The Democratic Republic of Congo requires 
155 days and a total cost of 487.2% per capita GNP. Overall, it is not surprising 
that the more entrepreneur-friendly these formal institutional requirements are, the 
more flourishing entrepreneurship is, and the more developed the economies will 
become—and vice versa. 

In addition to formal institutions, informal institutions such as cultural values and 
norms also affect entrepreneurship.13 Because entrepreneurs necessarily take more 
risks, individualistic and low uncertainty-avoidance societies tend to foster relatively 
more entrepreneurship, whereas collectivistic and high uncertainty-avoidance societies 
may result in relatively lower levels of entrepreneurship.14 Since Chapter 4 discussed 
this issue at length, we will not repeat it here other than to stress its importance (see 
Strategy in Action 5.2 for an example). Overall, the institution-based view suggests that 
institutions matter. Later sections will discuss how they matter.

Five Entrepreneurial Strategies
This section discusses five entrepreneurial strategies: (1) growth, (2) innovation, 
(3) network, (4) financing/governance, and (5) harvest/exit. A sixth one, inter-
nationalization, will be highlighted in the next section. Before proceeding, it is 
important to note that these strategies are not mutually exclusive and that they are 
often pursued in combination by entrepreneurial firms.

Growth
To many individuals such as Mike Morris (see Opening Case), it is the excitement 
associated with a growing firm that has attracted them to become entrepreneurs.15 
Since a firm can be conceptualized as consisting of a bundle of resources (see Chapter 3), 
the growth of an entrepreneurial firm can be viewed as an attempt to more fully utilize 
currently underutilized resources.16 What are these resources? At start-ups, they are 
primarily entrepreneurial vision, drive, and leadership.17 While young firms are usually 
short on tangible resources (such as capital), they often have an abundant supply of 
intangible resources (such as entrepreneurial drive). 
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FIGURE 5.2 Number of Days Needed to Start Up a New Business in 36 Countries
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A hallmark of entrepreneurial growth is a dynamic flexible guerrilla strategy.18 As 
underdogs, entrepreneurial SMEs cannot compete against their larger and more estab-
lished rivals head-on. “Going for the crumbs” (at least initially), they often engage in 
indirect and subtle attacks that large rivals may not immediately recognize as com-
petitive challenges.19 Entrepreneurial firms conserve scarce resources for crucial battles. 

Strategy in Action 5.2 - Strategy in Action 5.2 - Dealing with Counterfeiting

Ethical Challenge

Counterfeiting is an entrepreneurial strategy. A 
fundamental issue is while most entrepreneurs 

pursue legitimate business, why would many indi-
viduals and firms choose a counterfeiting strategy? 
Experts generally agree that the single largest deter-
minant lies in institutional frameworks. A lack of 
effective formal intellectual property rights (IPR) 
protection seems to be a prerequisite for counterfeit-
ing. As a new WTO member since 2001, China has 
significantly strengthened its IPR laws in line with 
the WTO TRIPS Agreement. However, what is 
lacking is enforcement. In America, convicted coun-
terfeiters face fines of up to $2 million and 10 years in 
prison for a first offense. In China, counterfeiters will 
not be criminally prosecuted if their profits do not 
exceed approximately $10,000—few counterfeiters 
are dumb enough to keep records showing that they 
make that much money. If they are caught and are 
found to make less than $10,000, they can usually get 
away with a $1,000 fine, which is widely regarded 
as a (small) cost of doing business. In many cases, 
local governments and police have little incentive 
to enforce IPR laws, in fear of losing tax revenues 
and increasing unemployment. China is not alone in 
this regard. For example, in Thailand, a 2000 raid to 
shut down counterfeiters was blocked by 1,000 angry 
people organized by local officials. 

To stem the tide of counterfeits, four “Es” are nec-
essary. The first E, enforcement, even if successful, is 
likely to be short-lived as long as demand remains high. 
The other three “Es” (education, external pressures, 
and economic growth) require much more patient 
work. Education not only refers to educating IPR law 
enforcement officials, but also the general public about 

the perils of counterfeits (fake drugs can kill, so can fake 
auto parts). Educational efforts hopefully will foster new 
norms among a new generation of entrepreneurs who 
will have internalized the values in favor of more ethi-
cal and legitimate businesses. External pressures have to 
be applied skillfully. Confronting host governments 
is not likely to be effective. For example, Microsoft, 
when encountering extensive software piracy in China, 
chose to collaborate with the Ministry of Electronics to 
develop new software instead of challenging it head-on. 
Microsoft figured that once the government has a stake 
in the sales of legitimate Microsoft products, it may 
have a stronger interest in cracking down on pirated 
software. 

Finally, economic growth and home-grown 
brands are the most effective remedies in the long run. 
In the 1500s, the Netherlands (an emerging economy 
at that time) was busy making counterfeit Chinese 
porcelain. In the 1960s, Japan was the global leader 
for counterfeits. In the 1970s, Hong Kong grabbed 
this dubious distinction. In the 1980s, South Korea 
and Taiwan led the world. Now it is China’s turn. As 
these countries developed their own industries, they 
also strengthened IPR laws. If past experience around 
the world is any guide, then there is hope that some-
day China may follow the same path.

Sources: Based on (1) Business Week, 2005, Fakes! February 7: 
54–64; (2) D. Clark, 2006, Counterfeiting in China, China Business 

Review, January–February: 14–15; (3) The Economist, 2003, Imitating 
property is theft, May 17: 52–54; (4) C. Hill, 2007, Digital piracy: 
Causes, consequences, and strategic responses, Asia Pacific Journal of 

Management, 24: 9–24; (5) M. W. Peng, 2001, How entrepreneurs 
create wealth in transition economies, Academy of Management 

Executive, 15: 95–108.
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They often use speed and stealth to create disruption by preempting competitors, 
resulting in substantial first mover advantages. 

Firms with an entrepreneurial growth strategy place more emphasis on action and 
less on analysis. While many large firms endowed with strong analytical resources often 
develop a refined incapacity for seizing opportunities (known as “paralysis by analysis”), 
many entrepreneurial firms grow by seizing certain opportunities with relatively little 
analysis, a classic “emergent” strategy at work.20 For example, one study of the fastest 
growing firms in the United States finds that 41% had no formal business plan at all 
and that the other 26% had only a rudimentary, “back-of-the-envelope” plan—only 
28% developed a full-blown business plan.21 Of course, all new ventures need some 
analysis and planning.22 However, there is research documenting that entrepreneurs 
who spent a long time in planning are no more likely to outperform individuals who 
seized opportunities with relatively little planning.23 

On the other hand, it is important to caution against over-aggressiveness. Entrepre-
neurs, of all nationalities, have a tendency to be overconfident.24 The e-commerce 
crash since 2000 reminds us of the perils of such overconfidence. The best entrepreneurs 
embrace uncertainties, yet protect themselves against excessive risk. For example, some 
venture capitalists, who are entrepreneurs themselves, employ well-known milestones 
(“rounds”) of financing to stage and sequence their commitment to risky projects. 
Entrepreneurs failing to do so may end up suffering huge losses. 

Innovation 
Innovation is at the heart of an entrepreneurial mindset.25 Israel, for example, is known 
for its formidable innovation capabilities at its technology companies. Well-known 
examples include Check Point Software (Internet and network security software) and 
Mirabilis (ICQ instant messaging software).26 There is consistent evidence showing a 
positive relationship between a high degree of innovation and superior profitability.27    

An innovation strategy is a specialized form of differentiation strategy (see Chapter 2).28 
It offers three advantages. First, it allows a potentially more sustainable basis for competi-
tive advantage. Firms first to introduce new goods or services are likely to earn (quasi) 
“monopoly profits” until competitors emerge. If entrepreneurial firms come up with 
“disruptive technologies,” then they may redefine the rules of competition, thus wiping 
out the advantages of incumbents.29  

Second, innovation should be regarded broadly. Not only are technological break-
throughs innovations, less novel but still substantially new ways of doing business 
are also innovations. Most start-ups reproduce existing organizational routines, but 
recombine them to create some novel product/service offerings, such as Federal Express’ 
(re)combination of existing air and ground assets to create a new market. For example, 
Hola!, a high-society weekly in Spain, exported its winning formula with a new focus 
on the British celebrities and launched Hello! in Britain. Edited and printed in Spain, 
Hello! has become the fastest growing British magazine.30 While there is no technologi-
cal innovation here, these are interesting cases of organizational innovation.

Finally, entrepreneurial firms are uniquely ready for innovation. Owners, managers, 
and employees at SMEs tend to be more innovative and risk-taking than those at large 
firms.31 In fact, a key reason many SMEs are founded is because former employees of 
large firms are frustrated by their inability to translate innovative ideas into realities at 
large firms. For example, a group of programmers at IBM’s German affiliate proposed 
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to IBM that standard programming solutions could be profitably sold to clients. After 
their ideas were turned down, they left and founded SAP, now the number one player 
in the thriving enterprise resource planning (ERP) market. Innovators at large firms 
also have limited ability to personally profit from innovations, whose property rights 
usually belong to the corporation. In contrast, innovators at entrepreneurial firms are 
better able to reap the financial gains associated with innovations, thus fueling their 
motivation to charge ahead. 

Network
A network strategy refers to intentionally constructing and tapping into relationships, 
connections, and ties that individuals and organizations have.32 There are two kinds 
of networks: personal and organizational. Both are important. Prior to and during the 
founding phase of the entrepreneurial firm, these two networks overlap significantly. 
In other words, entrepreneurs’ personal networks are essentially the same as the firm’s 
organizational networks.33 The essence of entrepreneurship can be regarded as a 
process to “translate” personal networks into value-adding organizational networks. 
Three attributes—namely, urgency, intensity, and impact—distinguish entrepreneurial 
networking. 

First, entrepreneurial firms have a high degree of urgency to develop and leverage 
networks. Essentially, they confront a liability of newness, defined as the inherent dis-
advantage that entrepreneurial firms experience as new entrants.34 In the absence of a 
track record and of tangible products (many start-ups only have an idea), start-ups do not 
inspire confidence and they lack legitimacy in the eyes of suppliers, customers, financiers, 
and other stakeholders. Therefore, start-ups urgently need to draw upon entrepreneurs’ 
existing social networks and construct new ones to overcome the liability of newness. 
Convincing more legitimate and well-established individuals (as co-founders, management 
team members, investors, or board directors) and organizations (as alliance partners, 
sponsors, or customers) to lend a helping hand can boost the legitimacy of SMEs. In 
other words, legitimacy, an intangible but highly important resource, can be transferred. 
On the other hand, there is no free lunch. Entrepreneurial firms need to guard against 
being taken advantage of by their larger and more powerful partners.35

A second characteristic that distinguishes entrepreneurial networking is its inten-

sity. Network relationships can be classified as strong ties and weak ties. Strong ties 
are more durable, reliable, and trustworthy relationships, whereas weak ties are less 
durable, reliable, and trustworthy.36 Efforts to cultivate, develop, and maintain strong 
ties are usually more intense than weak ties. Entrepreneurs often rely on strong ties—
typically 5–20 individuals—for advice, assistance, and support. Strong ties can result in 
trust, which grows from a long history of friendly interaction. Strong ties also lead to 
predictability, which refers to one party’s ability to confidently predict how the other 
party will behave under some new circumstances. Over time, the preference for strong 
ties may change, and there are also benefits of weak ties (discussed later).   

Finally, because of the small firm size, the contributions of entrepreneurs’ personal 
networks tend to have a stronger impact on firm performance.37 In comparison, the 
impact of similar networks cultivated by managers at large firms may be less pro-
nounced because of these firms’ sheer size. Moreover, being private owners, entrepre-
neurs can directly pocket the profits if their firms perform well, thereby motivating 
them to make these networks work.

liability of newness
The inherent disadvan-
tage that entrepreneurial 
firms experience as new 
entrants.

strong ties
More durable, reliable, 
and trustworthy rela-
tionships cultivated over 
a long period of time.

weak ties
Relationships that are 
characterized by infre-
quent interaction and 
low intimacy.
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Overall, there is strong evidence that networks, both personal and organizational, 
represent significant resources and opportunities, and that successful networking may 
lead to successful entrepreneurial performance.38 The most advantageous positions are 
those well connected to a number of players who are otherwise not connected—in 
other words, more centrally located network positions are helpful. Armed with useful 
ties and contacts, entrepreneurs, therefore, can literally become “persons who add value 
by brokering the connection between others.”39   

Financing and Governance  
All start-ups need to raise capital. Here is a quiz (also a joke): Of the “4F” sources of 
entrepreneurial financing, the first three Fs are founders, family, and friends, but what is 
the other F source? The answer is . . . fools (!). While this is a joke, it strikes a chord in 
the entrepreneurial world: Given the well-known failure risks of start-ups (a majority of 
them will fail), why would anybody other than fools be willing to invest in start-ups? In 
reality, most outside, strategic investors, who can be angels (wealthy individual inves-
tors), venture capitalists, banks, foreign entrants, and government agencies, are not fools. 
They often examine business plans, require a strong management team, and scrutinize 
financial reviews and analysis.40 They also demand some assurance (such as collateral) 
indicating that entrepreneurs will not simply “take the money and run.” Entrepreneurs 
need to develop relationships with these outside investors, some of which are weak ties. 
Turning weak-tie contacts into willing investors is always challenging.41

While dealing with strong-tie contacts can be quite informal (based on handshake 
deals or simple contracts), working with weak-tie contacts may be more formal. In the 
absence of a long history of interaction, weak-tie investors such as angels and venture 
capitalists often demand a more formal governance strategy to safeguard their invest-
ment, through a significant percentage of equity (such as 20%–40%), a corresponding 
number of seats on the board of directors, and a set of formal rules and policies.42 In 
extreme cases, when business is not going well, venture capitalists may exercise their 
formal voting power and dismiss the founder CEO.43 Entrepreneurs, therefore, have 
to make tradeoffs given the needs for larger-scale financing and the necessity to cede a 
significant portion of ownership and control rights of their “dream” firms.  

Given the well-known hazards associated with start-up failures, anything that 
entrepreneurs can do to improve their odds would be helpful. Research indicates that 
the odds for survival during the crucial early years are significantly correlated with firm 
size—the larger, the better (Table 5.1). The upshot is that the faster start-ups can reach 
a certain size, the more likely they will survive the first few years in the face of the 
liability of newness. Since it takes a significant amount of capital (among other things) 
to reach a large size, entrepreneurs often make the choice of accepting more outside 
investment and agreeing to give up some ownership and control rights. 

Internationally, the extent to which entrepreneurs draw on resources of family and 
friends vis-à-vis outside investors is different. In the West, only a handful of minority 
groups (such as Asian immigrants) can count on much financial support from family 
and friends, whereas in Asia, these two “Fs” (of the “4F” joke) typically contribute a 
great deal more.44 This can be explained by the informal cultural norms of collectivism 
and the lack of formal market-supporting institutions such as venture capitalists and 
credit-reporting agencies in Asia.45 Interestingly, this pattern persists after Asian immi-
grants arrive in the West. For example, 33% and 49% of Asian immigrant entrepreneurs 
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in Britain used capital from family and friends, respectively. In contrast, only 10% and 
3% of native-born British entrepreneurs tapped into these two “Fs,” respectively.46 

Harvest and Exit
Entrepreneurial harvest and exit can take a number of routes, which are outlined in 
Table 5.2. First, selling an equity stake to an outside strategic investor (discussed ear-
lier) can substantially increase the value of the firm and therefore offer an excellent 
harvest option. However, entrepreneurs must be willing to give up some ownership 
and control rights. 

Second, selling the firm to other private owners or companies may be done with a 
painful discount if the business is failing, or it may carry a happy premium if the busi-
ness is booming. Selling the firm is typically one of the most significant and emotionally 
charged events entrepreneurs confront. It is important to note that “selling out” does 
not necessarily mean failure. Many entrepreneurs deliberately build up businesses, in 
anticipation of being acquired by larger corporations and profiting handsomely. 

Third, when business is not doing well, merging with another company is another 
alternative. The drawbacks are that the firm may lose its independence, and that some 
entrepreneurs may have to personally exit the firm (after receiving some compensa-
tion) to leave room for executives from another company. It is obvious that a lackluster 
entrepreneurial firm is not in a great position to bargain for a good deal. However, 
if properly structured and negotiated, a merger will allow entrepreneurs to reap the 
rewards for which they have worked so hard.

TABLE 5.1 One- and Four-Year Survival Rates by Firm Size

 FIRM SIZE CHANCES OF SURVIVING  FIRM SIZE  CHANCES OF SURVIVING

 (EMPLOYEES) AFTER 1 YEAR (EMPLOYEES) AFTER 4 YEARS

 0–9 78% 0–19 50%

 10–19 86% 20–49 67%

 20–99 95% 50–99 67%

 100–249 95% 100–499 70%

 250+ 100% 

Source: Adapted from J. Timmons, 1999, New Venture Creation (p. 33), Boston: Irwin McGraw-Hill, based on 
US data.

TABLE 5.2 Routes of Entrepreneurial Harvest and Exit

• Selling an equity stake

• Selling the business

• Merging with another firm

• Considering an initial public offering (IPO)

• Declaring bankruptcy
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Fourth, entrepreneurs can take their firms through an initial public offering (IPO),
which is the goal of many entrepreneurs. An IPO has several advantages and disadvan-
tages (Table 5.3). Among the advantages, first and foremost is financial stability, in that 
the firm no longer has to constantly “beg” for money. For entrepreneurs themselves, 
an IPO can potentially result in financial windfalls. For the firm, stock options can be 
issued as incentives to motivate, attract, and retain capable employees. The IPO is also a 
great signal indicating that the firm has “made it.” Such an enhanced reputation enables 
it to raise more capital to facilitate future growth such as acquisitions.

On the other hand, an IPO carries a number of disadvantages. The firm is being 
subject to the rational and irrational exuberance (and also pessimism) of the financial 
market. For example, the late 1990s saw many companies go through an IPO, whereas 
fewer have done so in the new millennium (thanks to the collapse of the bubble). In 
the IPO process, founding entrepreneurs may gradually lose their majority control. The 
firm, legally speaking, is no longer “theirs.” Instead, founding entrepreneurs now have 
the new fiduciary duty to look after the interests of outside shareholders. As a result, 
certain constraints now restrict entrepreneurs’ freedom of action. They are being scru-
tinized by securities authorities, shareholders, and the media, which often force firms to 
focus on the short term. There is also a loss of privacy, as information about personal 
wealth, shareholding, and compensation must often be disclosed. Some entrepreneurs, 
such as Ingvar Kamprad, founder of the Swedish furniture chain IKEA, and Tadao 
Yoshida, founder of the Japanese zippermaker YKK, have refused to go public to avoid 
being forced into a short-term focus by the stock market.47  

Finally, while taking the firm through an IPO is the most triumphant way of har-
vest, many entrepreneurial firms that are failing do not have such a luxury. The only 
viable exit is often to declare bankruptcy. Each year, approximately 38,000–40,000 US 
businesses, most of which are start-ups, file for bankruptcy. The annual average number 
of bankrupt firms is approximately 14,000–15,000 in Japan, 21,000 in Germany, 47,000 
in Great Britain, and 52,000 in France.48 

Overall, a number of harvest and exit options are available to entrepreneurs. For 
instance, they are encouraged to think about the exit plan early in the business cycle 
and aim at maximizing the gains from the fruits of their labor.49 Otherwise, they may 
end up having to eventually declare bankruptcy and face the consequences—definitely 
not something they planned on. 

TABLE 5.3 Advantages and Disadvantages of an Initial Public Offering (IPO)

ADVANTAGES DISADVANTAGES

• Improved financial condition • Subject to the whims of financial market 

• Access to more capital • Forced to focus on the short term

• Diversification of shareholder base • Loss of entrepreneurial control

• Ability to cash out • New fiduciary responsibilities for shareholders

• Management and employee incentives • Loss of privacy

• Enhanced corporate reputation • Limits on management’s freedom of action

• Greater opportunity for future acquisition • Demands of periodic reporting 

Source: Based on text in J. Kaplan, 2003, Patterns of Entrepreneurship (pp. 428–430), New York: Wiley.

initial public offering 
(IPO)
The first round of public 
trading of company 
stock.
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Internationalizing the Entrepreneurial Firm
A prevalent myth is that only large MNEs do business abroad and that SMEs mostly 
operate domestically. This myth, based on historical stereotypes, is being increasingly 
challenged, as more and more SMEs become internationalized. Further, some start-ups 
attempt to do business abroad from inception (see Opening Case). These are often 
called “born global” firms (or “international new ventures”).50 This section examines 
how entrepreneurial firms internationalize. 

Transaction Costs and Entrepreneurial Opportunities
Compared with domestic transaction costs (the costs of doing business), international 
transaction costs are qualitatively higher.51 On the one hand, there are numerous 
innocent differences in formal institutions and in informal norms (see Chapter 4). On 
the other hand, there may be a high level of deliberate opportunism, which is hard to 
detect and remedy. For example, when an unknown Saudi importer places an order 
from a US exporter, the US exporter may not be able to ascertain that the Saudi side 
will deliver payment upon receiving the goods. In comparison, most US firms are 
comfortable allowing domestic customers to pay within 30 or 60 days after receiving 
the goods. However, if foreign payment is not arriving on time (even after 30, 60, or 
even more days), it is difficult to assess whether firms in Saudi Arabia simply do not 
observe the norm of punctual payment or whether that particular importer is being 
deliberately opportunistic. If the latter is indeed the case, suing the Saudi importer in 
a Saudi court where Arabic is the official language may be so costly that it is not an 
option for small US exporters. 

As a result, many small firms may simply say “Forget it!” when receiving an 
unsolicited order from abroad. Conceptually, this is an example of transaction costs 
being too high that many firms may choose not to pursue international opportunities. 
Therefore, there are always entrepreneurial opportunities that can innovatively lower 
some of these transaction costs, by bringing distant groups of people, firms, and coun-
tries together. Shown in Table 5.4, while entrepreneurial firms can internationalize by 
entering foreign markets, they can also add an international dimension without having 
to go abroad. Next, we discuss these strategies.

TABLE 5.4 Internationalization Strategies for Entrepreneurial Firms

ENTERING FOREIGN MARKETS STAYING IN DOMESTIC MARKETS

• Direct exports

• Franchising/licensing

•  Foreign direct investment (through stra-
tegic alliances, green-field wholly owned 
subsidiaries, and/or foreign acquisitions)

•  Indirect exports (through domestic export 
intermediaries)

• Supplier of foreign firms

• Franchisee/licensee of foreign brands

• Alliance partner of foreign direct investors 

•  Harvest and exit (through sell-off to, and 
acquisition by, foreign entrants) 

born global
Start-up companies 
that attempt to do 
business abroad from 
inception. 
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International Strategies for Entering Foreign Markets
SMEs can enter foreign markets through three broad modes: (1) direct exports, 
(2) licensing/franchising, and (3) foreign direct investment (FDI) (see Chapter 6 for 
more details). First, direct exports entail the sale of products made by entrepreneurial 
firms in their home country to customers in other countries. This strategy is attrac-
tive because entrepreneurial firms are able to reach foreign customers directly. When 
domestic markets experience some downturns, sales abroad may compensate for such 
drops.52 However, a major drawback is that SMEs may not have enough resources to 
turn overseas opportunities into profits.

A second way to enter international markets is licensing/franchising. Usually used 
in manufacturing industries, licensing refers to Firm A’s agreement to give Firm B the 
rights to use A’s proprietary technology (such as a patent) or trademark (such as a 
corporate logo) for a royalty fee paid to A by B. Franchising represents essentially the 
same idea, except it is typically used in service industries, such as fast food. A great 
advantage is that SME licensors and franchisors can expand abroad with relatively little 
capital of their own.53 Foreign firms interested in becoming licensees/franchisees have 
to invest their own capital up front. For instance, it now costs approximately one million 
dollars to win a franchise from McDonald’s. However, the flip side is that licensors and 
franchisors may suffer a loss of control over how their technology and brand names 
are used. 

A third entry mode is FDI, which may entail strategic alliances with foreign 
partners, foreign acquisitions, and/or greenfield wholly owned subsidiaries. FDI has 
several distinct advantages. By planting some roots abroad, a firm becomes more 
committed to serving foreign markets. It is physically and psychologically close to 
foreign customers. Relative to licensing/franchising, a firm is better able to control 
how its proprietary technology and brand name are used. However, FDI has a major 
drawback, which is its cost and complexity. It requires both a nontrivial sum of capital 
and a significant managerial commitment. Many SMEs are unable to engage in FDI. 
However, there is some evidence that in the long run, FDI by SMEs may lead to 
higher performance, and that some SMEs can come up with sufficient resources to 
engage in FDI.54 

In general, the level of complexity and required resources increases from direct 
exports to licensing/franchising, and finally to FDI. Traditionally, it is thought that 
most firms will have to go through these different “stages,” and that SMEs (perhaps 
with few exceptions) are unable to take on FDI. These ideas—collectively known as 
stage models—posit that even for some SMEs that eventually internationalize, it entails 
a very slow stage-by-stage process.55 

However, enough counter-examples of rapidly internationalizing entrepreneurial 
firms, known as the “born globals,” exist to challenge stage models. Consider Logitech, 
now a global leader in computer peripherals.56 It was established by entrepreneurs from 
Switzerland and the United States, where the firm set up dual headquarters. R&D and 
manufacturing were initially split between these two countries, and then quickly spread 
to Ireland and Taiwan through FDI. Its first commercial contract was with a Japanese 
company. Given the information technology advancements within the past decade, 
most Internet firms, because of their instant worldwide reach, have rapidly internation-
alized (see Closing Case).57 

stage models
Models which suggest 
firms internationalize 
by going through pre-
dictable stages from 
simple steps to com-
plex operations.
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Given that most SMEs still fit the stereotype of slow (or no) internationalization 
and that some very entrepreneurial SMEs seem to be “born global,” a key question 
is: What leads to rapid internationalization? The key differentiator between rapidly 
and slowly (or no) internationalizing SMEs seems to be the international experience 
of entrepreneurs.58 If entrepreneurs, such as Mike Morris (Opening Case), have 
solid previous experience abroad (such as working and studying overseas and/or 
immigrating from certain countries), then doing business internationally is not so 
intimidating. Otherwise, the “fear and loathing” factor associated with the unfamiliar 
foreign business world may take over and entrepreneurs will simply want to avoid 
troubles overseas. 

While many entrepreneurial firms have aggressively gone abroad, it is probably true 
that a majority of SMEs will be unable to do so—struggling domestically is already 
giving them enough headaches. However, as discussed next, some SMEs can still inter-
nationalize by staying at home. 

International Strategies for Staying in Domestic Markets
Shown in Table 5.4, entrepreneurial SMEs can execute at least five strategies to inter-
nationalize without leaving their home country: (1) export indirectly, (2) become sup-
pliers of foreign firms, (3) become licensees/franchisees of foreign brands, (4) become 
alliance partners of foreign direct investors, and (5) harvest and exit through sell-offs. 
First, whereas direct exports may be lucrative, many SMEs simply do not have the 
resources to handle such work. However, they still can reach overseas customers 
through indirect exports—exporting through domestic-based export intermediaries. 
Export intermediaries perform an important “middleman” function by linking sellers 
and buyers overseas that otherwise would not have been connected.59 Being entre-
preneurs themselves, export intermediaries facilitate the internationalization of many 
SMEs. Intermediaries, such as trading companies and export management companies, 
handle about 50% of total exports in Japan and South Korea, 38% in Thailand, and 
5%–10% in the United States.60  

A second strategy is to become suppliers of foreign firms that come to do business in 
one’s home country. Most foreign firms, in order to save costs, are interested in look-
ing for local suppliers. For example, one Northern Irish bakery for chilled part-bake 
bread secured supply contracts with an American firm, Subway, that entered Ireland in 
the mid-1990s. So successful was this relationship that the firm now supplies Subway 
franchisees throughout Europe.61 SME suppliers thus may be able to internationalize 
by “piggybacking” on the larger foreign entrants. 

Third, entrepreneurial firms may consider becoming licensees or franchisees of for-
eign brands. SMEs can learn a great deal about how to operate at world-class standards. 
Further, licensees and franchisees do not have to be permanently under the control of 
licensors and franchisors. If enough learning has been accomplished and enough capital 
has been accumulated, it is possible to discontinue the relationship and to reap greater 
entrepreneurial profits. For example, in Thailand, Minor Group, which had held the 
Pizza Hut franchise for 20 years, broke away from the relationship. Its new venture, 
The Pizza Company, is now the market leader in Thailand.62 

A fourth strategy is to become alliance partners of foreign direct investors. Facing 
an onslaught of aggressive MNEs, many entrepreneurial firms may stand little chance of 
successfully defending their market positions. Given this, it makes great sense to follow 
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the old adage, “If you can’t beat them, join them!” While “dancing with the giants” is 
tricky, it seems a much better outcome than being crushed by them. 

Finally, as a harvest and exit strategy, entrepreneurs may sell an equity stake or the 
entire firm to foreign entrants. An American couple, originally from Seattle, built a 
Starbucks-like coffee chain called Seattle Coffee with 60 stores in Britain. When the 
real Starbucks entered Britain, the couple sold the chain to Starbucks for a hefty $84 
million. In light of the high failure rates of start-ups, being acquired by foreign entrants 
may help preserve the business in the long run.  

Overall, given that international business, by definition, is a two-way business, 
while some entrepreneurial firms can venture abroad, others can be successfully inter-
nationalized without getting their feet wet in unfamiliar foreign waters.   

Debates and Extensions
With the recent boom in entrepreneurship throughout the world, this phenomenon 
has continued to attract significant controversies and debates.63 This section introduces 
three leading debates: (1) traits versus institutions, (2) slow internationalizers versus “born 
global” start-ups, and (3) anti-failure biases versus entrepreneur-friendly bankruptcy laws.

Traits versus Institutions
This is probably the oldest debate on entrepreneurship. It focuses on the question: 
What motivates entrepreneurs to establish new firms, while most others are simply 
content to work for bosses? The “traits” school of thought argues that it is personal 
traits that matter. Compared with non-entrepreneurs, entrepreneurs seem more likely 
to possess a stronger desire for achievement and are more willing to take risks and toler-
ate ambiguities. Overall, entrepreneurship inevitably deviates from the norm to work 
for others, and this deviation may be in the “blood” of entrepreneurs.64 For example, 
serial entrepreneurs are people who start, grow, and sell several businesses through-
out their career. One example is Mike Morris, an American entrepreneur chasing the 
China dream with multiple new ventures (see Opening Case). 

Critics, however, argue that some of these traits, such as a strong achievement 
orientation, are not necessarily limited to entrepreneurs, but instead are characteristic 
of many successful individuals. Moreover, the diversity among entrepreneurs makes 
any attempt to develop a standard psychological or personality profile futile. Critics 
suggest that it is institutions—namely, the environments that set formal and informal 
rules of the game—that matter.65 For example, consider the ethnic Chinese, who have 
exhibited a high degree of entrepreneurship throughout Southeast Asia, whereby as a 
minority group (usually less than 10% of the population in countries such as Indonesia 
and Thailand) they control 70%–80% of the wealth.66 Yet, in mainland China, for three 
decades (the 1950s through the 1970s), there had been virtually no entrepreneurship, 
thanks to harsh communist policies. Over the last two decades, however, as government 
policies became relatively more entrepreneur-friendly, the institutional transitions have 
opened the floodgates of entrepreneurship in China. 

A high-profile recent case documents how institutions constrain or enable entre-
preneurship. In 2005, Baidu, a Chinese Internet start-up, listed on NASDAQ and its 
shares surged 354% on the same day (from $27 to $154), scoring the biggest one-day 

serial entrepreneurs
People who start, 
grow, and sell several 
businesses throughout 
their careers.
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stock surge in US capital markets since 2000. While there might be some possible 
“irrational exuberance” among US investors chasing “China’s Google,” it is evident 
that they did not discriminate against Baidu. The sad reality for Baidu is that, at home, 
it was blatantly discriminated against by the Chinese securities authorities. As a pri-
vate start-up, it was not allowed to list its stock on China’s stock exchanges—only 
state-owned firms need apply. Essentially, Baidu was pushed out of China to list 
in the United States, whose entrepreneur-friendly institutional frameworks, such as 
NASDAQ regulations, are able to facilitate more entrepreneurial success.67 In a nut-
shell, it is not what is in people’s “blood” that makes or breaks entrepreneurship—it is 
institutions that encourage or constrain entrepreneurship.  

Beyond the macro societal-level institutions, more micro institutions also matter. 
Family background and educational attainment have been found to correlate with 
entrepreneurship. Children of wealthy parents, especially those who own businesses, 
are more likely to start their own firms. So are people who are better educated. Taken 
together, informal norms governing one’s socioeconomic group, in terms of whether 
starting a new firm is legitimate or not, assert some powerful impact on the propensity 
to create new ventures. 

Overall, this debate is an extension of the broader debate on “nature versus nur-
ture.” Most scholars now agree that entrepreneurship is the result of both nature and 
nurture. 

Slow Internationalizers versus “Born Global” Start-Ups
Two components should be considered here: (1) Can SMEs internationalize faster than 
what has been suggested by traditional stage models? (2) Should they rapidly interna-
tionalize? The dust has largely settled on the first component: it is possible for some 
(but not all) SMEs to make very rapid progress in internationalization. What is currently 
being debated is the second component.68 

On the one hand, advocates argue that every industry has become “global” and that 
entrepreneurial firms need to rapidly go after these opportunities.69 On the other hand, 
stage models suggest that firms need to enter culturally and institutionally close markets 
first, spend enough time there to accumulate overseas experience, and then gradually 
move from more primitive modes such as exports to more sophisticated strategies such 
as FDI in distant markets. Consistent with stage models, Sweden’s IKEA, for example, 
waited 20 years (1943–1963) before entering a neighboring country, Norway. Only 
more recently has it accelerated its internationalization.70 Stage models caution that 
inexperienced swimmers may be drowned in unfamiliar foreign waters.  

A key issue, therefore, is whether it is better for entrepreneurs to start the inter-
nationalization process soon after founding (as “born global” firms do) or to postpone 
until the firm has accumulated significant resources (as IKEA did). One view sup-
ports rapid internationalization.71 Specifically, firms following the prescription of stage 
models, when eventually internationalizing, must overcome substantial inertia because 
of their domestic orientation. In contrast, firms that internationalize earlier need to 
overcome fewer of these barriers. Therefore, SMEs without an established domestic 
orientation (such as Logitech discussed earlier) may outperform their rivals that wait 
longer to internationalize.72 In other words, contrary to the inherent disadvantages in 
internationalization associated with SMEs as suggested by stage models, there may be 
“inherent advantages” of being small while venturing abroad.73
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On the other hand, some scholars argue that “the born-global view, although 
appealing, is a dangerous half-truth.” They maintain that “You must first be successful 
at home, then move outward in a manner that anticipates and genuinely accommodates 
local differences.”74 In other words, the teachings of stage models are still relevant. 
Some research reports that foreign sales during the first few years of the new venture 
may reduce its chances for survival.75 Consequently, indiscriminate advice for new ven-
tures to “go global” may not be warranted.

Given the continuation of split findings, there are no hard and fast rules on whether 
entrepreneurial firms should rapidly internationalize or not. While the entrepreneurial 
urge to “be bold” should be encouraged, they also need to be reminded of the virtues 
of “not being too bold.”   

Anti-Failure Bias versus Entrepreneur-Friendly Bankruptcy Laws76

Although a majority of entrepreneurial firms fail, entrepreneurs, scholars, journalists, 
and government officials all share an “anti-failure” bias.77 Everyone is interested in 
entrepreneurial success, and the attention to entrepreneurial failure is scant. 

One of the leading debates is how to treat failed entrepreneurs who file for bank-
ruptcy. Although we are confident that many start-ups will end up in bankruptcy, at 
present it is impossible to predict which ones will go under. Therefore, from an insti-
tutional standpoint, if entrepreneurship is to be encouraged, there is a need to ease the 
pain associated with bankruptcy by means such as allowing entrepreneurs to walk away 
from debt, a legal right that bankrupt American entrepreneurs appreciate. In contrast, 
bankrupt German entrepreneurs may remain liable for unpaid debt for up to 30 years. 
Further, German and Japanese managers of bankrupt firms can also be liable for crimi-
nal penalties, and some bankrupt Japanese entrepreneurs have committed suicide. Not 
surprisingly, many failed entrepreneurs in Germany and Japan try to avoid business exit 
despite escalating losses, while societal and individual resources cannot be channeled 
to more productive uses. Therefore, as rules of the “end game,” harsh bankruptcy 
laws become grave exit barriers. They can also create significant entry barriers, as fewer 
would-be entrepreneurs may decide to launch their ventures. 

At a societal level, if many would-be entrepreneurs, in fear of failure, abandon their 
ideas, there will not be a thriving entrepreneurial sector. Given the risks and uncertainties, 
it is not surprising that many entrepreneurs do not make it the first time. However, if 
they are given second, third, or more chances, some of them will succeed. Approximately 
50% of American entrepreneurs who filed bankruptcy would resume a new venture in 
four years, in part due to the relatively more entrepreneur-friendly bankruptcy laws. 
On the other hand, a society that severely punishes failed entrepreneurs through harsh 
bankruptcy laws is not likely to foster widespread entrepreneurship. Failed entrepreneurs 
have nevertheless accumulated a great deal of experience and lessons on how to avoid 
their mistakes. If they drop out of the entrepreneurial game (or, in the worst case, kill 
themselves), their wisdom will be permanently lost (see Strategy in Action 5.3).78

Institutionally, there is an urgent need to remove some of our anti-failure biases 
and design and implement entrepreneur-friendly bankruptcy policies so that failed 
entrepreneurs are given more chances. At a societal level, entrepreneurial failures, while 
certainly painful to entrepreneurs, may be beneficial. Only through a large number of 
entrepreneurial experimentations—many of which will fail—can winning solutions 
emerge, entrepreneurship flourish, and economies develop.79 
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In Japan, where social stigma of failure is very high, 
bankrupt entrepreneurs often commit suicide. 

According to the Ministry of Health, Labor, and 
Welfare, the top three reasons for the cause of death 
for Japanese is (1) cancer, (2) heart diseases, and 
(3) cerebral diseases. However, among executives, the 
second leading cause of death is suicide. Since 2001, 
the number of suicides by executives and the self-
employed—many are entrepreneurs—has accounted 
for as much as 10% of the total number of suicides 
committed every year. In Japan, about 30 people 
commit suicide per day for economic reasons. In one 
isolated rural area, so many individuals have commit-
ted suicide that the spot is now popularly known 
as Suicide Mountain. Interestingly, life insurance 
money is used to pay off the debts. In other words, 
some entrepreneurs strategically commit suicide to 
cover their debts. According to insurance companies, 
the largest amount of insurance premium invested 
by firms is often the “kei-ei-sha hoken” (insurance for 
the executives). Firms become policy holders and 
entrepreneurs/managers are the insured. Many entre-
preneurial firms purchase such insurance not only 
to reduce taxes but also to hedge the risks. In other 
words, the death of entrepreneurs may actually help 
revitalize their firms when running short on cash.

Clearly, in Japan, bankruptcy is associated with 
extremely high levels of social stigma—and, ulti-
mately, death. No wonder many would-be entre-
preneurs are not willing to start up new businesses. 
Statistics show that since the 1970s, the entry rate of 
new firms has declined drastically and continuously, 
even sinking below the rate of exit from the mid-
1990s. This reversal between the rate of new entry 
and the rate of exit has been recognized as a critical 
policy issue. This trend is thought to indicate a lack 
of entrepreneurship, which has been largely blamed 
for the slowdown in innovative activities and thus 
the “Lost Decade” (the 1990s) of Japan’s economy. 
Since 2000, the Japanese government has imple-
mented a series of entrepreneur-friendly policies 
in order to encourage new entry. However, since 
informal norms, values, and beliefs, such as the levels 

of social stigma associated with bankruptcy, take a 
long period of time to evolve, whether these reforms 
will successfully encourage more people to become 
entrepreneurs remains to be seen.

Sources: This case was written by Yasuhiro Yamakawa (University 
of Texas at Dallas) under the supervision of Professor Mike W. 
Peng. Based on (1) Establishment and Enterprise Census, 2006, 
Japanese government statistics; (2) M. Gannon, 2008. Paradoxes 

of Culture and Globalization. Thousand Oaks, CA: Sage; (3) G. 
Hofstede, 2007, Asian management in the 21st century, Asia 

Pacific Journal of Management, 24: 411–420; (4) S.-H. Lee, M. W. 
Peng, & J. Barney, 2007, Bankruptcy law and entrepreneurship 
development: A real options perspective. Academy of Management 

Review, 32: 257–272; (5) S.-H. Lee, Y. Yamakawa, M. W. Peng, 
& J. Barney, 2008, How do bankruptcy laws affect entrepreneur-
ship development? Working paper, University of Texas at Dallas; 
(6) Metropolitan Police Department, 2006, Suicide statistics, 
Tokyo; (7) D. Shepherd, 2003, Learning from business failure: 
Propositions of grief recovery for the self-employed, Academy of 

Management Review, 28: 318–328; (8) Time, 1999, The business 
guru’s key credential: He went belly up, February 25: 46 (Asia 
version); (9) Y. Takahashi, 2003, Chukonen jisatsu (middle age 
suicide), originally cited in M. West, Dying to get out of debt: 
Consumer insolvency law and suicide in Japan, Working paper 
#03-015, University of Michigan Law School; (10) Venture 
Enterprise Center, 2008, Tokyo.   
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The Savvy Entrepreneur
Entrepreneurs and their firms are quintessential engines of the “creative destruction” 
process underpinning global capitalism first described by Joseph Schumpeter. All three 
leading perspectives can shed considerable light on entrepreneurship. The industry-
based view suggests that entrepreneurial firms tend to choose industries with lower 
entry barriers and often generate more innovative products. The resource-based view 
posits that it is largely intangible resources such as vision, drive, and willingness to take 
risk that have been fueling entrepreneurship. Finally, the institution-based view argues 
that the larger institutional frameworks explain a great deal about what is behind the 
differences in entrepreneurial and economic development around the world.

Consequently, the savvy entrepreneur can draw at least four important implica-
tions for action (Table 5.5). (1) Establish an intimate understanding of your indus-
try to identify gaps and opportunities—alternatively, to avoid or exit from it if the 
threats are too strong. (2) Leverage entrepreneurial resources and capabilities, such 
as entrepreneurial drive, innovative capabilities, and network ties. (3) Push for more 
entrepreneur-friendly formal institutions, such as rules governing how to set up 
new firms (Figure 5.2) and how to go through bankruptcy (Strategy in Action 5.3). 
Entrepreneurs also need to cultivate strong informal norms granting legitimacy to 
entrepreneurs. Talking to high school and college students, taking on internships, and 
providing seed money as angels for new ventures are some of the actions that entrepre-
neurs can undertake. (4) When internationalizing, be bold but not too bold. Being 
bold does not mean being reckless. One specific insight from this chapter is that it is 
possible to internationalize without venturing abroad. There is a variety of interna-
tional strategies that enable entrepreneurial firms to stay in domestic markets. When 
the entrepreneurial firm is not ready to take on higher risk abroad, this more limited 
involvement may be appropriate.80   

We conclude this chapter by revisiting the four fundamental questions. Because 
start-ups are an embodiment of the personal characteristics of their founders, why 
firms differ (Question 1) and how they behave (Question 2) can be found in how 
entrepreneurs differ from non-entrepreneurs. What determines the scope of the 
firm (Question 3) boils down to how successful entrepreneurs can employ growth, 
innovation, network, and financing/governance strategies to expand their businesses. 
Finally, what determines the success and failure of firms around the globe (Question 4) 
depends on whether entrepreneurs can select the right industry, leverage their capa-
bilities, and take advantage of formal and informal institutional resources—both at 
home and abroad. 

TABLE 5.5 Strategic Implications for Action

• Establish an intimate understanding of your industry to identify gaps and opportunities.

• Leverage entrepreneurial resources and capabilities.

•  Push for institutions that facilitate entrepreneurship development—both formal 
and informal.

• When internationalizing, be bold, but not too bold.
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 1. Define entrepreneurship, entrepreneurs, and entrepreneurial firms

• Entrepreneurship is the identification and exploration of previously unexplored 
opportunities. 

• Entrepreneurs may be founders and owners of new businesses or managers of 
existing firms.

• Entrepreneurial firms in this chapter are defined as SMEs that employ less than 
500 people. 

 2. Articulate a comprehensive model of entrepreneurship

• Five forces of an industry shape entrepreneurship associated with this industry.

• Resources and capabilities largely determine entrepreneurial success and failure.

• Institutions—both formal and informal—enable and constrain entrepreneurship 
around the world.

 3. Identify five strategies that characterize a growing entrepreneurial firm

• (1) Growth, (2) innovation, (3) network, (4) financing/governance, and 
(5) harvest/exit.

 4. Differentiate international strategies that enter foreign markets and that stay in domestic 

markets

• Entrepreneurial firms can internationalize by entering foreign markets, 
through entry modes such as (1) direct exports, (2) licensing/franchising, and 
(3) FDI.

• Entrepreneurial firms can also internationalize without venturing abroad, by 
(1) exporting indirectly, (2) supplying foreign firms, (3) becoming licensees/
franchisees of foreign firms, (4) joining foreign entrants as alliance partners, and 
(5) harvesting and exiting through sell-offs to foreign entrants.

 5. Participate in three leading debates on growing and internationalizing the entrepreneurial 

firm

• (1) Traits versus institutions, (2) slow internationalizers, versus “born global” 
start-ups and (3) anti-failure biases versus entrepreneur-friendly bankruptcy law.

 6. Draw strategic implications for action

• Establish an intimate understanding of your industry to identify gaps and 
opportunities.

• Leverage entrepreneurial resources and capabilities.

• Push for institutions that facilitate entrepreneurship development—both formal 
and informal.

• When internationalizing, be bold, but not too bold.

CHAPTER SUMMARY
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KEY TERMS

Born global

Entrepreneur

Entrepreneurship

Initial public offering 
(IPO)

International 
entrepreneurship

Liability of 
newness

Serial 
entrepreneur

Small and medium-sized 
enterprise (SME)

Stage model

Strong ties

Weak ties

CRITICAL DISCUSSION QUESTIONS 
 1. Why is entrepreneurship most often associated with SMEs, as opposed to larger firms?

 2. Given that most entrepreneurial start-ups fail, why do entrepreneurs found so many 
new firms? Why are (most) governments interested in promoting more start-ups? 

 3. Some suggest that foreign markets are graveyards for entrepreneurial firms to over-
extend themselves. Others argue that foreign markets represent the future for SMEs. 
If you were the owner of a small, reasonably profitable firm, would you consider 
expanding overseas? Why or why not?

 4. ON ETHICS: Your former high school buddy invites you to join a start-up that 
specializes in making counterfeit products. He offers you the job of CEO and 10% 
of the equity of the firm. The chances of getting caught are slim. How would you 
respond to his proposition?

 5. ON ETHICS: Everything is the same as in Question 4, except the “counterfeit” 
products involved are the more affordable generic drugs to combat HIV/AIDS, 
which would potentially help millions of patients worldwide who cannot afford the 
high-priced patented drugs of the Big Pharma (see Chapter 4 Opening Case). How 
would you respond?  

CLOSING CASE

Cyworld Launches Against MySpace 

In the crowded US social networking market domi-
nated by MySpace and Facebook, Cyworld from 
South Korea has entered with a big splash since 2006. 
Cyworld is no small fry. It is the number one social 
network site in Internet-savvy South Korea, where 
90% of the population under the age of 20 and 25% 
of the total population are reportedly Cyworld’s reg-
istered users. The challenge is whether Cyworld can 
translate its home-country success overseas, especially 
in a culturally distant country: the United States. 

Literally translated, “Cy” can mean “cyber,” but 
it is also a play on the Korean word for relationship, 
so “Cyworld” can also mean “relationship world.” 
Operated by SK Communications (a subsidiary of SK 
Telecom), Cyworld pioneered the concept of personal 
virtual space in 1999. Cyworld members cultivate 
on- and off-line relationships by forming buddy rela-
tionships with each other through a “minihompy” 
(mini-homepage or “MiniHome” in the US version), 
which includes a photo gallery, a message board, a 
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guestbook, and a personal bulletin board. A user can 
link his/her minihompy to another user’s minihompy 
to form a buddy relationship. These features are simi-
lar to US-based MySpace and Facebook websites.

What are the differences between Cyworld and 
MySpace? If MySpace is like a hip party where users vie 
for popularity and air time, Cyworld USA is positioned 
as a relaxed hangout that stresses existing relationships 
and hosts close to 3,000 clubs, such as “Interns Unite!” 
Cyworld gives social networking a twist, combining 
photo sharing and blogging with digital avatars who 
can be programmed to dance and play. 

Having previously set up a local presence in China, 
Japan, and Taiwan, Cyworld is no stranger to doing 
business abroad. To prepare for its US launch in August 
2006, it set up a 30-person office in San Francisco, 
spent approximately $10 million on 13 months of 
market research, and pledged to spend whatever it took 
to be successful in the new market. A crucial difference 
is that Cyworld’s core audience in Korea is twenty-
something college students, and the typical US member 
is 13 to 24, female, creative, and active in her com-
munity. To capture the hearts and minds of Cyworld’s 
intended audience in the United States, its pre-launch 
odyssey was assisted by a number of US consultants and 
focus groups. Look-Look, a youth research agency, 
helped Cyworld learn about American teen culture. 
Native Instinct, a digital design firm, shaped the site’s 
look and feel. The fate of the avatars (known as the 

“Mini-Me’s”) is interesting. The Japanese nixed them. 
American teenage focus groups, after some initial skep-
ticism, gave them a go. But Cyworld USA made the 
Mini-Me’s older, larger, and more ethnically diverse 
than their Korean counterparts.  

Unfortunately, as Cyworld jumps in, a general 
cool-off is underway among social network users due 
to the avalanche of ads. Overall membership growth 
for the industry may have reached a plateau. In such a 
less hospitable environment, will Cyworld become a 
new social network sensation in the United States? 

Sources: Based on (1) Business Week, 2006, The Korean upstart in 
MySpace’s face, November 13: 72; (2) Business Week, 2008, Generation 
MySpace is getting fed up, February 18: 54–55; (3) us.cyworld.com; 
(4) Wikipedia, 2008, Cyworld (en.wikipedia.org). 

Case Discussion Questions
 1. How would you characterize the competition in 

this industry? 

 2. What are the unique resources and capabilities that 
Cyworld can bring to the United States?

 3. What formal or informal institutions may constrain 
Cyworld’s growth? 

 4. If you are a current MySpace or Facebook user, 
have you already visited Cyworld’s site? If you 
have, what are the differences between MySpace/
Facebook and Cyworld?
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KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Understand the necessity to overcome the liability of foreignness

2. Articulate a comprehensive model of foreign market entries 

3. Match the quest for location-specific advantages with strategic goals (where to enter)

4. Compare and contrast first and late mover advantages (when to enter)

5. Follow a decision model that outlines specific steps for foreign market entries (how to enter)

6. Participate in three leading debates on foreign market entries

7. Draw strategic implications for action
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OPENING CASE: WAL-MART IN GERMANY

W al-Mart is the world’s largest company 
ranked by sales. Its sales are as big as 
its main US rivals—Costco, Home 

Depot, Kmart, Kroger, Sears, and Target—combined. 
In 2007, it operated 3,900 stores in the United 
States and 2,700 stores in Argentina, Brazil, Britain, 
Canada, China, Japan, Mexico, and Puerto Rico. 
Conspicuously missing from this list is Germany, 
from which Wal-Mart pulled out in humiliation in 
2006 after ten years of struggle.

Wal-Mart went to Germany in 1997, after acquir-
ing two German store chains, Wertkauf and Interspar. 
Competitors naturally trembled, given Wal-Mart’s 
fearsome reputation as a super low-cost competitor. 
Soon, Competitors found that they could breathe 
more easily, because Wal-Mart seemed to get nearly 
everything wrong in what experts called “a textbook 
case of how not to enter a foreign market.”

Although the $370 billion German retail market 
was huge and lucrative, it was populated by formi-
dable competitors, such as Metro, Aldi, and Lidl. As 
incumbents, they had been around for a long time 
and knew the needs and wants of German shoppers 
inside and out. Wal-Mart, having never competed 
in continental Europe prior to its 1997 entry into 
Germany, had to learn from scratch.  

Strategically, Wal-Mart found it difficult to flex 
its muscles. German shopping hours are short, so 
Wal-Mart had to forget about offering 24-hour 
shopping. Stores had to close on Sundays. What 

was worse, Wal-Mart had fierce competition from 
Aldi and Lidl, two aggressive discount chains. 
Wal-Mart was unable to undercut its rivals’ prices 
because Wal-Mart’s infrastructure in Germany, 
which for a while supported two costly headquar-
ters, piled up too much cost without achieving 
economies of scale. 

On the people side, Wal-Mart also made a 
mistake by first appointing an American boss for 
Germany who spoke no German. In addition, he 
insisted that his German managers speak English. 
The next head, an Englishman, tried to run the 
show from Britain. These foreign bosses failed to 
connect with the German customers and employ-
ees. The insistence that staff smile at customers 
as brightly as possible and help them pack their 
shopping bags was a mistake in Germany since 
many Germans regarded such behavior from shop 
personnel with deep suspicion and felt uncomfort-
able. German employees felt equally uncomfortable 
and awkward when being told to follow a simple 
“American” wish: smile at customers. 

Wal-Mart did not give up without putting up a 
strong fight, though. After installing a German chief, 
Wal-Mart was savvier about the local market by 
catering to local tastes better—for example, offering 
a special on fresh carp, an Easter specialty. However, 
in Germany, Wal-Mart’s 95 stores failed to match 
Aldi’s 4,000 in terms of convenience. In terms 
of prices, even when Wal-Mart could selectively 
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How do companies such as Wal-Mart enter foreign markets? Why do they enter 
certain countries but not others? In Germany, why did Wal-Mart fail to translate its 
success at home and in other countries? These are some of the key questions addressed 
in this chapter. Entering foreign markets is crucial for global strategy. Focusing on 
the necessity to overcome the liability of foreignness, this chapter develops a com-
prehensive model based on the “strategy tripod”—namely, industry-, resource-, and 
institution-based views. Then we focus on three crucial dimensions: where, when, and 
how—known as the 2W1H dimensions. Debates and extensions follow. 

Overcoming the Liability of Foreignness
Although globalization gurus such as Thomas Friedman and Theodore Levitt claim 
that the world is “flat,”1 the reality is that the world is still full of bumps. Far from 
full globalization, our world, at best, can be seen as undergoing “semiglobalization” 
according to Pankaj Ghemawat (as first discussed in Chapter 1).2 Consequently, even 
highly capable companies such as Wal-Mart cannot guarantee successful foreign market 
entries. Wal-Mart’s experience in Germany is far from an isolated event; in 2006, it 
also withdrew from South Korea. And it is not alone. Numerous other firms have been 
burned overseas.

Why is it so challenging to succeed overseas? This is primarily because of the 
liability of foreignness, which is the inherent disadvantage foreign firms experience 
in host countries because of their non-native status.3 Such a liability is manifested in 
at least two dimensions. First, numerous differences exist in formal and informal insti-
tutions governing the rules of the game (such as regulatory, language, and cultural 
differences). While local firms are already well versed in these rules, foreign firms have 
to quickly learn them. As Wal-Mart painfully found out in Germany, failure to learn 
these rules may have costly consequences. 

undercut Aldi, the price differences were often too 
little to motivate shoppers to travel the extra dis-
tance to a less conveniently located Wal-Mart store. 
While Wal-Mart enjoyed a scale advantage on glob-
ally sourced products, its bargaining power did not 
translate to regional brands of bratwurst and beer. 
Wal-Mart tried to improve distribution and build 
relationships with local suppliers, but it was stuck in 
the middle between improving existing store sales 
and building more new ones, which would be time-
consuming and costly. 

In the grocery market in Germany, Wal-Mart 
commanded only a 2% market share ($3.2 billion 

a year), whereas Aldi boasted a 19% share. In its ten 
years in Germany, only once did Wal-Mart publish 
its financial results: It lost $550 million in 2003. By 
the time Wal-Mart sold its stores to Metro, another 
German rival, for an undisclosed amount in 2006, 
it declared that it would take a one-time charge of 
€1 billion on completion. Therefore, it is safe to 
assume that the mighty Wal-Mart never made a tiny 
profit in Germany. 

Sources: Based on (1) Business Week, 2005, Wal-Mart, April 11: 
54; (2) The Economist, 2006, Heading for the exit, August 5: 54; 
(3) The Economist, 2006, Trouble at till, November 4: 18; 
(4) Wikipedia, 2008, Wal-Mart (en.wikipedia.org).

liability of 
foreignness
The inherent disad-
vantage foreign firms 
experience in host 
countries because of 
their nonnative status.
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Second, although customers in this age of globalization supposedly no longer 
discriminate against foreign firms, the reality is that foreign firms are often still dis-
criminated against, sometimes formally and other times informally. For example, in 
government procurement, most governments prefer to “buy national” (such as “Buy 
American”). In consumer products, the discrimination against foreign firms is less, but 
is still far from disappearing. For years, American rice and beef, suspected (although 
never proven) to contain long-term health hazards because of genetic modification, 
have been informally resisted by individual consumers in Japan and Europe, even after 
formal discriminatory policies imposed by their governments were removed.  

Against such significant odds, the primary weapon foreign firms use is to deploy over-
whelming resources and capabilities in the hope of offsetting the liability of foreignness, 
while still leaving them some competitive advantage.4 Strategy in Action 6.1 outlines 
how an Australian shipbuilder charged into the intensely competitive US defense market 
by developing overwhelming capabilities that four branches of the US military craved.

W ith a military budget larger than that of the 
next five powers combined, the United States 

is the world’s largest defense market. For non-US 
firms, however, this is also the toughest nut to crack 
because the US military is famously protective of US 
firms. It is, therefore, remarkable that one Australian 
shipbuilder, Incat, has overcome a substantial liabil-
ity of foreignness by whetting the appetite of all

branches of the US military (except the Air Force). 
Its secret? A world-leading technology in high-speed 
wave-piercing catamarans that allows it to have an 
approximately 50% global market share of high-speed 
commercial ferries. With relatively slight modifica-
tions, this technology can be adapted for military 
sealift and amphibious operations. In 2001, Incat 
produced a 96-meter ship, appropriately named Joint 

Venture (HSV-X1), as an evaluation platform for the 
joint forces of the US Navy, Marine Corps, Army, 
and Coast Guard. In 2003, Joint Venture successfully 
acted as a command, control, and staging platform for 
the special operations forces that took the Iraqi port 
of Umm Qasr. Its sister ship, Spearhead (TSV-1X), 
left Australia and sailed straight to the Persian Gulf 
in 2002. Spearhead also excelled in Iraq in 2003. The 
overwhelming interest from US forces has led Incat 
to set up a (real) joint venture (JV) with Bollinger, 
a builder of US Navy and Coast Guard patrol boats, 

to capitalize on such opportunities. In 2005, the 
two ships distinguished themselves in the Hurricane 
Katrina relief efforts because they were able to deliver 
a large payload directly to the beach when port facili-
ties were damaged. There is no doubt more ships 
built by Incat and its JV partner will be operated by 
US forces in the future.    

Sources: Based on (1) www.bollinger-incatusa.com and (2) www.
incat.com.au. 

Strategy in Action 6.1 - Strategy in Action 6.1 - A Warship Named Joint Venture
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Understanding the Propensity to Internationalize
Despite recent preaching by some gurus that every firm should go abroad, the reality is 
that not every firm is ready for it. Prematurely venturing overseas may be detrimental 
to overall firm performance, especially for smaller firms whose margin for error is very 
small. Even for large firms such as Wal-Mart, burning cash in Germany with no hope 
in sight does not make sense either (Opening Case). Therefore, strategists need to care-
fully decide whether doing business abroad is warranted. So what motivates some firms 
to go abroad, while others are happy to stay at home?

At the risk of oversimplification, we can identify two underlying factors: (1) size of the 
firm and (2) size of the domestic market, which lead to a 2 × 2 framework (Figure 6.1). 
In Cell 1, large firms in a small domestic market are likely to be very enthusiastic inter-
nationalizers, because they can quickly exhaust opportunities in a small country. Consider 
ABB of Switzerland, which specializes in large power-generation equipment (and many 
other products). The demand for such equipment in Switzerland is rather limited. As a 
result, 97% of ABB’s sales and 95% of its employees are outside of Switzerland. 

In Cell 2, many small firms in a small domestic market are labeled “follower inter-
nationalizers,” because they often follow their larger counterparts to go abroad as sup-
pliers.5 Even small firms that do not directly supply large firms may similarly venture 
abroad, because of the inherently limited size of the domestic market. A considerable 
number of small firms from small countries such as Austria, Finland, Hong Kong, New 
Zealand, and Singapore are active overseas.   

In Cell 3, large firms in a large domestic market are labeled “slow international-
izers,” because their overseas activities are usually (but not always) slower than those of 
enthusiastic internationalizers in Cell 1. For example, Wal-Mart’s pace of internation-
alization is slower when compared with its two global rivals based in relatively smaller 
countries, Carrefour of France and Metro of Germany.      

(Cell 1)
Enthusiastic

internationalizer

(Cell 2)
Follower

internationalizer Market
Domestic
Small

Market
Domestic
Large(Cell 4)

Occasional
internationalizer 

Size

of the

Domestic

Market

Size of the Firm

(Cell 3)
Slow

internationalizer

Large Firm Small Firm

FIGURE 6.1  Firm Size, Domestic Market Size, and Propensity 
to Internationalize
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Finally, in Cell 4, most small firms in a large domestic market confront a “double 
whammy” on the road to internationalization, both because of their relatively poor 
resource base and the size of their domestic market. Many small firms in the United 
States do not feel compelled to go abroad. Overall, small firms in a large domestic 
market can be labeled “occasional internationalizers” (that is, if they have any 
international business at all). One joke is that if the United States were divided into 
50 independent countries, then the number of US multinational enterprises (MNEs) 
would skyrocket.6 

A Comprehensive Model of Foreign Market Entries
Assuming the decision to internationalize is a “go,” strategists must make a series of 
decisions regarding the location, timing, and mode of entry, collectively known as the 
where, when, and how (“2W1H”) aspects, respectively.7 Underlying each decision is 
a set of strategic considerations drawn from the three leading perspectives discussed 
earlier, which form a comprehensive model (Figure 6.2).

Industry-based considerations

• Rivalry among firms
• Entry barriers/scale economies 
• Bargaining power of suppliers
• Bargaining power of buyers
• Substitute products/services 

Resource-based considerations

• Value
• Rarity
• Imitability
• Organization

Institution-based considerations

• Regulatory risks
• Trade barriers
• Currency risks
• Cultural distances
• Institutional norms

Foreign

entry decisions

Where/When/How

FIGURE 6.2 A Comprehensive Model of Foreign Market Entries
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Industry-Based Considerations
Industry-based considerations are primarily drawn from the five forces framework first 
introduced in Chapter 2. First, rivalry among established firms may prompt certain 
moves. Firms, especially those in oligopolistic industries, often match each other in foreign 
entries.8 If Komatsu and FedEx enter a new country—let’s say Afghanistan—Caterpillar 
and DHL, respectively, probably would feel compelled to follow. Sometimes, firms 
may enter foreign markets to retaliate. For example, Texas Instruments (TI) entered 
Japan not to make money but to lose money. The reason was that TI faced the low 
price Japanese challenge in many markets, whereas rivals such as NEC and Toshiba 
were able to charge high prices in Japan and use domestic profits to cross-subsidize 
their overseas expansion. By entering Japan and slashing prices there, TI retaliated by 
incurring a loss. This forced the Japanese firms to defend their profit sanctuary at home, 
whereby they had more to lose.

Second, the higher the entry barriers, the more intense firms will be in attempting 
to compete abroad. A strong presence overseas in itself can be seen as a major entry 
barrier. By tapping into wider and bigger markets, international sales can increase scale 
economies and deter entry. It would be mind-boggling to imagine how high the costs 
of Boeing and Airbus aircraft would be in the absence of international sales.

Third, the bargaining power of suppliers may prompt certain foreign market 
entries, often called backward vertical integration because they involve multiple stages 
of the value chain. Many extractive industries feature extensive backward integration 
overseas (such as bauxite mining), in order to provide a steady supply of raw materials 
to late stage production (such as aluminum smelting). Since natural resources are not 
always found in politically stable countries, many firms have no choice but to enter 
politically uncertain countries. Still remember the 1998 James Bond movie, The World 

Is Not Enough? It features the Caspian Sea oil intrigue involving Western MNEs, 
former Soviet republics, and Middle Eastern countries, and the plot thickens with an 
attempted nuclear explosion in Istanbul, Turkey. While the movie is fictitious, the real 
world of oil exploration is perhaps no less risky (or exciting). At present, Western oil 
exploration vessels are surveying the South China Sea. Each boat is escorted by naval 
warships of China, Indonesia, Malaysia, Philippines, and Vietnam—all armed to the 
teeth with real guns and missiles aimed at each other (!). Why do these Western MNEs 
go through such troubles to secure oil supplies? Evidently, the costs of going through 
such troubles are still less than the costs of having to deal with strong, unfriendly sup-
pliers such as OPEC. 

Fourth, the bargaining power of buyers may lead to certain foreign market entries, 
often called forward vertical integration.9 Sony, for example, has entered downstream 
activities abroad through the acquisition of Columbia Pictures and Sony Music. 
Despite the huge financial costs, it is often believed that the benefits outweigh the costs 
under certain circumstances.   

Finally, the market potential of substitute products may encourage firms to bring 
them abroad. If the third-generation (3G) wireless technology, in addition to being a 
cell phone, can indeed substitute for videoconferencing, cameras, camcorders, e-mails, 
and game machines, people in a variety of countries may demand it. It is based on this 
belief that Hutchison Whampoa, a Hong Kong–based conglomerate, has embarked on 
an ambitious but risky campaign to bring 3G to nine countries.
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Overall, how an industry is structured and how its five forces are played out signifi-
cantly affect foreign entry decisions.10 Next, we examine the influence of resource-based 
considerations. 

Resource-Based Considerations
The VRIO framework introduced in Chapter 3 sheds considerable light on entry 
decisions, with a focus on their value, rarity, imitability, and organization aspects 
(Figure 6.2).11 First, the value of firm-specific resources and capabilities plays a key 
role behind decisions to internationalize.12 It is often the superb value of firm-specific 
assets that allows foreign entrants to overcome the liability of foreignness. Sadly, Wal-
Mart failed to provide much value to shoppers in Germany (Opening Case). 

Second, the rarity of firm-specific assets encourages firms that possess them to lever-
age such assets overseas. Patents, brands, and trademarks legally protect the rarity of 
certain product features. It is not surprising that patented and branded products, such 
as cars and DVDs, are often aggressively marketed overseas. However, here is a para-
dox: Given the uneven protection of intellectual property rights, the more countries 
these products are sold in (becoming less rare), the more likely counterfeits will pop 
up somewhere around the globe. The question of rarity, therefore, directly leads to the 
next issue of imitability.

Third, if firms are concerned that their imitable assets might be expropriated in 
certain countries, they may choose not to enter. In other words, the transaction costs 
may be too high. This is primarily because of dissemination risks, defined as the risks 
associated with the unauthorized imitation and diffusion of firm-specific assets. If a 
foreign company grants a license to a local firm to manufacture or market a product, 
“it runs the risk of the licensee, or an employee of the licensee, disseminating the 
know-how or using it for purposes other than those originally intended.”13 The worst 
nightmare is to have nurtured a competitor, as Pizza Hut found out in Thailand. Pizza 
Hut’s long-time franchise operator in Thailand disseminated Pizza Hut’s know-how 
and established a direct competitor, The Pizza Company, which recently controlled 
70% of the market in Thailand.14 

Finally, the organization of firm-specific resources and capabilities as a bundle favors 
firms with strong complementary assets integrated as a system and encourages them to 
utilize these assets overseas. Many MNEs are organized in a way that protects them 
against entry and favors them as entrants into other markets—consider the near total 
vertical integration at ExxonMobil and BP.

In summary, the resource-based view suggests an important set of underlying con-
siderations underpinning entry decisions. In the case of imitability and dissemination 
risk, it is obvious that these issues are related to property rights protection, which leads 
to our next topic.

Institution-Based Considerations 
Since Chapter 4 has already illustrated a number of informal institutional differences 
such as cultural differences, here we focus on the formal institutional constraints con-
fronting foreign entrants: (1) regulatory risks, (2) trade barriers, and (3) currency risks 
(Figure 6.2). 

dissemination risks
The risks associated 
with the unauthorized 
diffusion of firm-specific 
assets.
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REGULATORY RISKS

These are defined as those risks associated with unfavorable government policies 
(see Strategy in Action 6.2). Some governments may demand that foreign entrants 
share technology with local firms, essentially increasing the dissemination risk. Even 
as a WTO member, the Chinese government has continued its historical practice of 
approving only joint ventures for foreign automakers and has banned their attempt 
to set up wholly-owned subsidiaries. The government’s openly proclaimed goal has 
been to “encourage” local automakers to learn from their foreign partners.

The subprime mess has crushed US bank stocks 
but has stimulated interest among Chinese banks 

eyeing the US market. Hot domestic growth and 
active trading pushed China’s top three banks, 
Industrial and Commercial Bank of China, China 
Construction Bank, and Bank of China, to be the 
top three banks in the world (in the order shown 
here) by market value, overtaking HSBC (4th), Bank 
of America (5th), Citigroup (6th), and JP Morgan 
Chase (7th). In early 2008, of the 14 banks listed in 
Shanghai, the average price-to-earnings ratio was 
41.3. This gave them plenty of buying power, espe-
cially when compared with US rivals’ average ratio 
of 10.6.

However, plenty of Chinese cash and desperate 
US banks in need of cash injections may not be good 
enough for the deals to work. Roadblock number 
one is US regulators. The Federal Reserve System (or 
the “Fed” in short) must sign off on any deal in which 
a foreign investor takes more than 5% of equity in a 
US bank. When evaluating Chinese banks’ applica-
tions, the Fed lacks experience because they operate 
in a very different regulatory environment. All three 
top banks are state owned with a history of lax over-
sight and corruption—Bank of China was engulfed 
in a scandal when, in 2002, its New York branch 
made improper loans and was fined by both US and 
Chinese regulators for $20 million. However, blatant 
discrimination against Chinese banks would not only 
violate US and WTO regulations for free market 
access, but would also jeopardize US banks’ own 
expansion in China. China limits foreign equity in 
its banks to 25%, but China’s regulators have hinted 

that if US counterparts approve more applications 
of Chinese banks to open US branches, China may 
raise these caps. 

As of this writing (February 2008), only one 
mainland Chinese bank was approved to make a 
strategic investment in a US bank. In November 
2007, Mingsheng Bank, China’s eighth-largest (with 
$111 billion assets), bought a 10% stake in the 
San Francisco–based UCBH Holdings (NASDAQ: 
UCBH—with $10 billion assets). Mingsheng’s vic-
tory was intriguing, as UCBH, in need of cash, had 
considered several state-owned Chinese partners. 
However, in the end UCBH opted to team up with 
Mingsheng because Mingsheng was one of the few 
privately owned banks that had limited ties to the 
Chinese government and therefore had the best 
chance of clearing the Fed’s regulatory hurdle. 

Despite its victory as a first mover, Mingsheng 
cannot laugh too hard because the road ahead will 
be tough. Foreign banks have a history of charging 
into the United States with mega-spending and then 
getting burned big time. In 2003, the highly capable 
HSBC spent $14 billion to buy Household to enter 
the US subprime mortgage market and burned an 
$11 billion hole on its balance sheet in 2007. Given 
the real estate meltdown, “you would have to be 
extremely brave,” said one expert, “or extremely 
stupid to buy a US bank.”

Sources: Based on (1) Business Week, 2007, Chinese banks head for 
the US, November 5: 28–29; (2) Business Week, Deals gone bad, 
December 17: 11; (3) M. W. Peng, 2006, Making M&As fly in 
China, Harvard Business Review, March: 26–27; (4) www.cmbc.com.cn; 
(5) www.ucbh.com.
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A well-known regulatory risk is the obsolescing bargain, referring to the deal 
struck by MNEs and host governments, which change their requirements after the 
entry of MNEs.15 It typically unfolds in three rounds: 

• In Round One, the MNE and the government negotiate a deal. The MNE usually 
is not willing to enter in the absence of some reasonable government assurance of 
property rights, earnings, and even some incentives (such as tax holidays). 

• In Round Two, the MNE enters and, if all goes well, earns profits that may 
become visible.

• In Round Three, the government, often pressured by domestic political groups, 
may demand renegotiations of the deal that seems to yield “excessive” profits to the 
foreign firm (which, of course, regards these as “fair” and “normal” profits). The 
previous deal, therefore, becomes obsolete. 

The government’s tactics include removing incentives, demanding a higher share of 
profits and taxes, and even confiscating foreign assets—in other words, expropriation.

The Indian government in the 1970s, for example, demanded that Coca-Cola share 
its secret formula, something that the MNE did not even share with the US govern-
ment. At this time, the MNE has already invested substantial sums of resources (called 
sunk costs) and often has to accommodate some new demands; otherwise, it may face 
expropriation or exit at a huge loss (as Coca-Cola did in India). Coca-Cola’s experi-
ence in India, unfortunately, was not alone. Numerous governments in Africa, Asia, 
and Latin America in the 1950s, 1960s, and 1970s expropriated MNE assets through 
nationalization by turning them over to state-owned enterprises (SOEs). It is not sur-
prising that foreign firms do not appreciate the risk associated with such obsolescing 
bargains.16

Recently, some decisive changes have occurred around the world in favor of for-
eign entries (see Chapter 1). Many governments increasingly realize that nationalization 
of foreign MNE assets does not necessarily maximize their national interests. While 
expropriation drives MNEs away, SOEs are often unable to run the operations as 
effectively as did MNEs and so most SOEs end up losing money and destroying value. 
Therefore, the global trend since the 1980s and 1990s has been privatization, which, 
being the opposite of nationalization, turns state-owned assets into private firms (see 
Chapter 11). Interestingly, many private bidders are MNEs.17 Understandably, MNEs 
often push for the transparency and predictability in host-government decision making 
before committing to new deals. Coca-Cola, for example, agreed to return to India in 
the 1990s with an explicit commitment from the government that its secret formula 
would be untouchable. 

Overall, there is a global competition among host governments (especially those in the 
developing world) to transform their relationship with MNEs from a confrontational to a 
cooperative one.18 While regulatory risks, especially those associated with expropriation, 
have decreased significantly around the world, individual countries still vary considerably, 
thus calling for very careful analysis of such risks.19 As recently as in 2006, Venezuela, 
Bolivia, and Ecuador expropriated the oil fields run by some Western MNEs. 

TRADE BARRIERS.
Trade barriers include (1) tariff and nontariff barriers, (2) local content requirements, 
and (3) restrictions on certain entry modes. Tariff barriers, taxes levied on imports, are 

obsolescing bargain
The deals struck by 
MNEs and host govern-
ments, which change 
their requirements after 
the entry of MNEs.

expropriation
Confiscation of foreign 
assets invested in one 
country.

sunk costs
Irrevocable costs 
occurred and invest-
ments made. 

trade barriers
Barriers blocking inter-
national trade.

tariff barriers
Taxes levied on imports.



p a r t  2    Business-Level Strategies162

government-imposed entry barriers. Nontariff barriers are more subtle. For example, 
the Japanese customs inspectors, in the name of detecting unwanted bacteria from 
abroad, often insist on cutting every tulip bulb exported from the Netherlands vertically 
down the middle. The Dutch argument that their tulips have been safely exported to 
just about every other country in the world has not been persuasive in Japan. These 
barriers effectively encourage foreign entrants to produce locally and discourage them 
from exporting.

However, even after foreign entrants set up factories locally, they can still export 
completely knocked down (CKD) kits to be assembled in host countries. Such facto-
ries are nicknamed “screw-driver plants”—only screw drivers plus local labor would 
be needed. In response, many governments have imposed local content requirements, 
mandating that a “domestically produced” product can still be subject to tariff and 
nontariff barriers unless a certain fraction of its value (such as 51% in the United States) 
is truly produced domestically.

Certain entry modes also have restrictions. Many countries limit or even ban 
wholly foreign-owned subsidiaries. For example, in the United States, foreign airlines 
are not allowed to operate wholly owned subsidiaries or acquire US airlines. They are 
only allowed to control no more than 25% equity of any US airline (a ceiling reached 
by KLM Royal Dutch Airlines in Northwest Airlines). 

CURRENCY RISKS

Currency risks stem from unfavorable movements of the currencies to which firms are 
exposed. For instance, Nestle’s sales volume in Brazil grew by 10% during 2002. But 
because of currency deterioration, its Brazil revenues in Swiss francs actually went down 
by 30% during the same period.20 Honda is similarly hurt by the strong yen, which appre-
ciated against the dollar since 2000. Since Honda made 80% of its profits in the United 
States, their value, when translated into the Japanese yen, became much lower.21 If the 
Chinese yuan appreciates (as demanded by the US government), domestic and foreign 
firms producing there may lose a significant chunk of their low-cost advantage. 

In response, firms can speculate or hedge.22 Speculation involves commitments to 
stable currencies. However, this is risky in case of wrong bets of currency movements. 
For example, Japan Airlines (JAL) needed US dollars to purchase Boeing aircraft but 
its revenues were mostly in yen. In 1985, it entered a 10-year contract with foreign 
exchange traders at a rate of $1 to 185 yen. This looked like a great deal given the 
1985 exchange rate of $1 to 240 yen. However, by 1994, the yen had surged against 
the dollar to $1 to 99 yen. Because JAL was bound by the contract to purchase dollars 
at the rate of $1 to 185 yen, it was paying 86% (!) more than it needed to for every 
Boeing aircraft it bought.23 Hedging means spreading out activities in a number of 
countries in different currency zones in order to offset the currency losses in certain 
regions through gains in other regions. This was one of the key motivations behind 
Toyota’s 1998 decision to set up a new factory in France, instead of expanding its exist-
ing British operations (which would cost less in the short run)—France is in the Euro 
zone that the British refused to join. 

In addition to formal institutional constraints, firms also need to develop a sophisti-
cated understanding of numerous informal aspects such as cultural distances and institu-
tional norms. Since Chapter 4 has already discussed these issues at length, we will not 
repeat them here other than to stress their importance. We will, however, revisit some 
of them in the next section. 
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Overall, the value of the core proposition of the institution-based perspective on 
strategy, “Institutions matter,” is magnified in foreign entry decisions.24 Rushing abroad 
without a solid understanding of institutional differences can be hazardous and even 
disastrous.

Where to Enter?
Like real estate, the motto for international business is “Location, location, location.” 
In fact, such a spatial perspective (that is, doing business outside of one’s home country) 
is a defining feature of international business.25 Two sets of considerations drive the 
location of foreign entries: (1) strategic goals and (2) cultural and institutional distances. 
Each is discussed next.

Location-Specific Advantages and Strategic Goals
Favorable locations in certain countries may give firms operating there what are 
called location-specific advantages. We may regard the continuous expansion of 
international business as an unending saga in search of location-specific advantages. 
Certain locations simply possess geographical features that are difficult to match by 
others. Singapore, for instance, is an ideal stopping point for sea and air traffic con-
necting Europe and the Middle East on the one hand, and East Asia and Australia on 
the other. Vienna is an attractive site as MNE regional headquarters for Central and 
Eastern Europe. Miami, which advertises itself as the “Gateway of the Americas,” is 
an ideal location both for North American firms looking south and Latin American 
companies coming north. 

Beyond geographical advantages, location-specific advantages also arise from the 
clustering of economic activities in certain locations, usually referred to as agglomeration.
The basic idea dates back at least to Alfred Marshall, a British economist who first 
published it in 1890. Essentially, location-specific advantages stem from (1) knowledge 
spillovers among closely located firms that attempt to hire individuals from com-
petitors, (2) industry demand that creates a skilled labor force whose members may 
work for different firms without having to move out of the region, and (3) industry 
demand that facilitates a pool of specialized suppliers and buyers to also locate in the 
region.26 Because, due to agglomeration, certain cities and regions can develop a 
cluster of related businesses in the absence of obvious geographic advantages, this idea 
has great appeal to policymakers. Inspired by Silicon Valley, in the United States we 
now have Silicon Forest (Portland, Oregon), Silicon Mountain (Colorado Springs), 
and Silicon Alley (Manhattan). Around the world, we can find Silicon Island 
(Singapore), Silicon Bog (Ireland), Silicon Glen (Scotland), Silicon North (Ottawa), 
and Silicon Wadi (Israel).

Given that different locations offer different benefits, it is imperative that strategic 
goals be matched with locations (Table 6.1). 

• Firms interested in seeking natural resources have to go after certain resources that 
are tied to particular foreign locations, such as oil in the Middle East, Russia, and 
Venezuela. Although the Venezuelan government has become more hostile now, 
Western oil firms have to put up with it.

location-specific 
advantages
Advantages associated 
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specific location.

agglomeration
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• Market seeking firms go after countries that offer strong demand for their products 
and services. For example, the Japanese appetite and willingness to pay for seafood 
has motivated seafood exporters around the world—ranging from the nearby China 
and Korea to the distant Norway and Peru—to ship their catch to Japan in order to 
fetch top dollar (or yen). 

• Efficiency seeking firms often single out the most efficient locations featuring a 
combination of scale economies and low-cost factors.27 Numerous MNEs have 
entered China, which now manufactures two-thirds of the world’s photocopiers, 
shoes, toys, and microwave ovens; half of its DVD players, digital cameras, and 
textiles; one-third of its desktop computers; and a quarter of its mobile phones, 
TV sets, and steel.28 Shanghai alone reportedly has a cluster of over 300 of the 
Fortune Global 500 firms there. It is important to note that China does not present 
the absolutely lowest labor costs in the world, and Shanghai is the highest cost city 
in China. However, its attractiveness lies in its ability to enhance foreign entrants’ 
efficiency by lowering total costs. Since the key efficiency concern is lowest total 
costs, it is also not surprising that some nominally “high cost” countries (such as the 
United States) continue to attract significant FDI. For instance, Grupo Mexico, the 
world’s third largest copper producer, has moved some of its energy-thirsty refining 
operations from “high cost” Mexico to “low cost” Texas, where electricity costs 4 
cents per kilowatt hour as opposed to 8.5 cents in Mexico.29 

• Innovation seeking firms target countries and regions renowned for generating 
world-class innovations, such as Silicon Valley and Bangalore (IT), New York and 
London (financial services), and Russia (aerospace). Such entries can be viewed 
as “an option to maintain access to innovations resident in the host country, thus 
generating information spillovers that may lead to opportunities for future organiza-
tional learning and growth”30 (see Chapter 10 for details).

Overall, these four strategic goals, while analytically distinct, are not mutually 
exclusive. Also, location-specific advantages may grow, evolve, and/or decline. If 
policymakers fail to maintain the institutional attractiveness (for example, by raising 
taxes) and if companies overcrowd and bid up factor costs such as land and talents, 
some firms may move out of locations previously considered advantageous.31 For 
instance, Mercedes and BMW had proudly projected a 100% “Made in Germany” 

TABLE 6.1 Matching Strategic Goals with Locations

STRATEGIC GOALS LOCATION-SPECIFIC ADVANTAGES ILLUSTRATIVE LOCATIONS MENTIONED IN THE TEXT

Natural resource seeking Possession of natural resources and related  Oil in the Middle East, Russia, and Venezuela
 transport and communication infrastructure 

Market seeking Abundance of strong market demand and  Seafood in Japan
 customers willing to pay

Efficiency seeking Economies of scale and abundance of low- Manufacturing in China; copper refining in Texas
 cost factors

Innovation seeking Abundance of innovative individuals, firms,  IT in Silicon Valley and Bangalore; financial services
 and universities in New York and London; aerospace in Russia

market seeking
Firms going after the 
most lucrative markets 
for their products and 
services.

efficiency seeking
Firms going after certain 
locations in search of 
efficiency gains.

innovation seeking
Firms targeting countries 
and regions renowned 
for generating world-
class. 
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image until the early 1990s. Both are now replacing it with “Made by Mercedes” and 
“Made by BMW” products manufactured in countries such as Brazil, China, Mexico, 
South Africa, and the United States. Such an emphasis on firm-specific (as opposed to 
location-specific) advantages illustrates both the relative decline of Germany’s location-
specific advantages and the rise of other countries’ advantages.

Cultural/Institutional Distances and Foreign Entry Locations
In addition to strategic goals, another set of considerations centers on cultural/
institutional distances (see also Chapter 4). Cultural distance is the difference 
between two cultures along some identifiable dimensions (such as individualism).32

Considering culture as an informal part of institutional frameworks governing a 
particular country, institutional distance is “the extent of similarity or dissimilarity 
between the regulatory, normative, and cognitive institutions of two countries.”33

Many Western consumer products firms have shied away from Saudi Arabia citing 
its stricter rules of personal behavior—in essence, its cultural and institutional dis-
tance being too large. 

Two schools of thought have emerged. The first is associated with stage models,
arguing that firms will enter culturally similar countries during their first stage of 
internationalization, and that they may gain more confidence to enter culturally 
distant countries in later stages.34 This idea is intuitively appealing: It makes sense 
for Belgium firms to first enter France, taking advantage of common cultural and 
language traditions. Business between countries that share a language on average is 
three times greater than between countries without a common language. Firms from 
common-law countries (English-speaking countries and Britain’s former colonies) are 
more likely to be interested in other common-law countries. Colony-colonizer links 
(such as Britain’s ties with the Commonwealth and Spain’s with Latin America) boost 
trade significantly. In general, MNEs from emerging economies perform better in 
other developing countries, presumably because of their closer institutional distance 
and similar stages of economic development.35 There is some evidence documenting 
certain performance benefits of competing in culturally and institutionally adjacent 
countries.36   

Citing numerous counter-examples, a second school of thought argues that con-
siderations of strategic goals such as market and efficiency are more important than 
cultural/institutional considerations.37 For instance, natural resource seeking firms 
have some compelling reasons to enter culturally and institutionally distant countries 
(such as Papua New Guinea for bauxite, Zambia for copper, and Nigeria for oil). On 
Sakhalin Island, a very remote part of the Russian Far East, which is rich in energy 
reserves, Western oil majors have to live with Russia’s unfriendly strong-arm tactics 
to grab more shares and profits that are recently described as “thuggish ways” by The 
Economist.38 Because Western oil majors have few alternatives elsewhere, cultural, 
institutional, and geographic distance in this case does not seem relevant—they simply 
have to be there and let the Russians dictate the terms. Further, there is some counter-
intuitive (although inconclusive) evidence that in a particular host country, firms from 
distant countries do not necessarily underperform those from neighboring countries.39 
Overall, in the complex calculus underpinning entry decisions, locations represent but 
one of several important sets of considerations. As shown next, entry timing and modes 
are also crucial.
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When to Enter?
Unless a firm is approached by unsolicited foreign customers that may lead to “passive” 
entries, conscientious entry timing considerations center on whether there are com-
pelling reasons to be early or late entrants in certain countries. There is often a quest 
for first mover advantages, defined as the advantages that first movers obtain and that 
later movers do not enjoy.40 However, first movers may also encounter significant dis-
advantages, which in turn become late mover advantages. Table 6.2 shows a number 
of first mover advantages. 

• First movers may gain advantage through proprietary technology. They also ride 
down the learning curve in pursuit of scale and scope economies in new countries.  

• First movers may make preemptive investments. A number of Japanese MNEs have 
“cherry picked” leading local suppliers and distributors as new members of the 
expanded keiretsu networks in Southeast Asia, and blocked access to them by late 
entrants from the West.41 

• First movers may erect significant entry barriers for late entrants, such as customer 
switching costs. Parents, having bought one brand of disposable diapers (such as 
Huggies or Pampers) for their first child, often stick with this brand for their other 
children.

• Intense domestic competition may drive some non-dominant firms to seek for-
tunes abroad in order to avoid clashing with dominant firms head-on in their home 
market. Among Japanese MNEs active in the United States, Sony, Honda, and 
Epson all entered ahead of their domestic industry leaders, Matsushita, Toyota, and 
NEC, respectively. 

• First movers may build precious relationships with key stakeholders such as custom-
ers and governments. Motorola, for example, entered China in the early 1980s. 
Later, China adopted Motorola’s technology as its national paging standard, locking 
out other rivals (at least for the initial period). 

On the other hand, the potential advantages of first movers may be counterbalanced 
by various disadvantages (see Table 6.2). Examples abound where first mover firms have 
instead lost, such as EMI in CT scanners, de Haviland in jet airliners, and Netscape in 
Internet browsers. Learning from others’ mistakes, late mover firms such as GE, Boeing, 
and Microsoft (Explorer), respectively, win. Specifically, late mover advantages are 
manifested in three ways. 

TABLE 6.2 First Mover Advantages and Late Mover Advantages

FIRST MOVER ADVANTAGES LATE MOVER ADVANTAGES (OR FIRST MOVER DISADVANTAGES)
• Proprietary, technological leadership  • Opportunity to free ride on first mover investments

• Preemption of scarce resources • Resolution of technological and market uncertainty

• Establishment of entry barriers for late entrants • First mover’s difficulty to adapt to market changes

• Avoidance of clash with dominant firms at home

•  Relationships and connections with key stakeholders 
such as customers and governments

first mover 
advantages
The advantages that 
first movers enjoy and 
later movers do not.

late mover 
advantages
Advantages associated 
with being a later mover 
(also known as first 
mover disadvantages).
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• Late movers may be able to free ride on first movers’ pioneering investments. 
For example, a first mover in 3G technology, such as Hong Kong’s Hutchison 
Whampoa that is trying to introduce 3G in nine countries simultaneously, needs to 
incur huge advertising expenses to educate customers on both what 3G technology 
is and why its offering is the best. A late mover can free ride on such customer 
education by only focusing on why its particular product is the best.

• First movers face greater technological and market uncertainties. After some of these 
uncertainties are removed, late movers may join the game with massive firepower. 
Some MNEs such as IBM and Matsushita are known to have such a tendency. 

• As incumbents, first movers may be locked into a given set of fixed assets or be 
reluctant to cannibalize existing product lines in favor of new ones. Late movers may 
be able to take advantage of first movers’ inflexibility by leapfrogging first movers.

Overall, while there is some evidence pointing out first mover advantages,42 there is 
also evidence supporting a late mover strategy.43 Unfortunately, a mountain of research 
is still unable to conclusively recommend a particular entry timing strategy. Although 
first movers may have an opportunity to win, their pioneering status is not a birthright 
for success.44 For example, among all three first movers that entered the Chinese auto-
mobile industry in the early 1980s, Volkswagen has captured significant advantages, 
Chrysler has had very moderate success, and Peugeot failed and had to exit. Among 
late movers that entered in the late 1990s, while many are struggling, GM, Honda, and 
Hyundai have gained significant market shares. It is obvious that entry timing cannot 
be viewed in isolation and entry timing per se is not the sole determinant of success 
and failure of foreign entries. It is through interaction with other strategic variables that 
entry timing has an impact on performance.45

How to Enter?
This section first focuses on the large- versus small-scale entry. Then, it introduces a 
decision model. The first step is to determine whether to pursue equity or non-equity 
modes of entry. This crucial decision differentiates MNEs (involving equity modes) 
from non-MNEs (relying on non-equity modes). Finally, we outline the pros and cons 
of various equity and non-equity modes.  

Scale of Entry: Commitment and Experience
One key dimension in foreign entry decisions is the scale of entry. A number of 
European financial services firms, such as ABN Amro, HSBC, and ING Group, have 
recently spent several billion dollars to enter the United States by making a series of 
acquisitions. The benefits of these large-scale entries are a demonstration of strategic 
commitment to certain markets. This both helps assure local customers and suppliers 
(“We are here for the long haul!”) and deters potential entrants. The drawbacks are 
(1) limited strategic flexibility elsewhere and (2) huge losses if these large-scale “bets” 
turn out to be wrong—this is the case in the current US subprime mess.  

Small-scale entries are less costly. They focus on organizational learning by get-
ting firms’ “feet” wet—“learning by doing”—while limiting the downside risk.46 For 
example, to enter the market of Islamic finance whereby no interest can be charged 
(per teaching of the Koran), Citibank set up a subsidiary Citibank Islamic Bank, HSBC 
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established Amanah, and UBS launched Noriba. They were all designed to experiment 
with different interpretations of the Koran on how to make money while not commit-
ting religious sins. It is simply not possible to acquire such an ability outside the Islamic 
world. Overall, there is evidence that the longer foreign firms stay in host countries, the 
less liability of foreignness they experience.47 The drawbacks of small-scale entries are 
a lack of strong commitment, which may lead to difficulties in building market share 
and in capturing first mover advantages.

Modes of Entry: The First Step on Equity 
versus Non-equity Modes
Among numerous modes of entry, managers are unlikely to consider all of them simulta-
neously. Given the complexity of entry decisions, it is imperative that managers prioritize, 
by considering only a few manageable key variables first and then contemplating other 
variables later. Therefore, a decision model (shown in Figure 6.3 and explained in 
Table 6.3) is helpful.48

Choice of entry modes

Non-equity modes

Exports

Direct exports

Indirect exports

Others 

Minority JVs

50/50 JVs

Majority JVs

Greenfield Operation

Acquisitions

Others

Licensing/
franchising

Turnkey projects

R&D contracts

Co-marketing

Contractual

agreements

Joint

ventures (JVs)

Partially owned

subsidiaries (WOS)

Equity (FDI) modes

Strategic alliances

(within dotted area)

FIGURE 6.3 The Choice of Entry Modes: A Decision Model

Sources: Adapted from Y. Pan & D. Tse, 2000, The hierarchical model of market entry modes (p. 538), Journal of International Business Studies, 
31: 535-–554. The dotted area labeled “strategic alliances,” including both non-equity modes (contractual agreements) and equity modes (JVs), 
is added by the present author. See Chapter 7 for more details on strategic alliances.
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In the first step, considerations for small- versus large-scale entries usually boil down 
to the equity (ownership) issue. Non-equity modes (exports and contractual agree-
ments) tend to reflect relatively smaller commitments to overseas markets, whereas 
equity modes (joint ventures and wholly owned subsidiaries) are indicative of relatively 
larger and harder-to-reverse commitments. Equity modes call for the establishment of 
independent organizations overseas (partially or wholly controlled), while non-equity 
modes do not require such independent establishments.

TABLE 6.3 Modes of Entry: Advantages and Disadvantages

ENTRY MODES ADVANTAGES DISADVANTAGES

1. NON-EQUITY MODES: EXPORTS

Direct exports • Economies of scale in production concentrated • High transportation costs for bulky products
  in home country

 • Better control over distribution  
• Marketing distance from customers

  
• Trade barriers and protectionism

Indirect exports • Concentration of resources on production • Less control over distribution (relative to
 • No need to directly handle export processes  direct exports)

  • Inability to learn how to operate overseas

2. NON-EQUITY MODES: CONTRACTUAL AGREEMENTS

Licensing/franchising • Low development costs • Little control over technology and marketing

 • Low risk in overseas expansion • May create competitors

  • Inability to engage in global coordination

Turnkey projects • Ability to earn returns from process technology • May create efficient competitors
  in countries where FDI is restricted • Lack of long-term presence

R&D contracts • Ability to tap into the best locations for certain • Difficult to negotiate and enforce contracts
  innovations at low costs • May nurture innovative competitors

  • May lose core innovation capabilities

Co-marketing • Ability to reach more customers • Limited coordination

3. EQUITY MODES: JOINT VENTURES

Joint Ventures • Sharing costs, risks, and profits • Divergent goals and interests of partners

 • Access to partners’ knowledge and assets • Limited equity and operational control

 • Politically acceptable • Difficult to coordinate globally

4. EQUITY MODES: WHOLLY OWNED SUBSIDIARIES

Greenfield operations • Complete equity and operational control • Potential political problems and risks

 • Protection of know-how • High development costs

 • Ability to coordinate globally • Add new capacity to industry

  • Slow entry speed (relative to acquisitions)

Acquisitions  • Same as greenfield (above) • Same as greenfield (above), except adding
 • Do not add new capacity  new capacity and slow speed

 • Fast entry speed • Post-acquisition integration problems

non-equity modes
Modes of foreign market 
entries which do not 
involve the use of equity.
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The distinction between equity and non-equity modes is not trivial. In fact, it is 
what defines an MNE: An MNE enters foreign markets via equity modes through for-
eign direct investment (FDI). A firm that merely exports/imports with no FDI is usu-
ally not regarded as an MNE. Why would a firm, say, an oil importer, want to become 
an MNE by directly investing in the oil-producing country, instead of relying on the 
market mechanism by purchasing oil from an exporter in that country? 

Relative to a non-MNE, an MNE has three principal advantages, ownership (O), 
location (L), and internalization (I)—Since we already discussed location already, we 
focus on ownership and internalization here. By owning assets in both oil-importing 
and oil-producing countries, the MNE is better able to manage and coordinate cross-
border activities, such as delivering crude oil to the oil refinery in the importing 
country right at the moment its processing capacity becomes available (just-in-time 
delivery), instead of letting crude oil sit in expensive ships or storage tanks for a long 
time. This advantage is therefore called ownership advantage.

Another advantage stems from the removal of the market relationship between 
an importer and an exporter, which may suffer from high transaction costs. Using 
the market, deals have to be negotiated, prices agreed upon, and deliveries verified, 
all of which entail significant costs. What is more costly is the possibility of oppor-
tunism on both sides. For instance, the oil importer may refuse to accept a shipment 
after its arrival citing unsatisfactory quality, but the real reason could be the importer’s 
inability to sell refined oil downstream (people may drive less due to high oil prices). 
The exporter is thus forced to find a new buyer for a boatload of crude oil on a last-
minute “fire sale” basis. On the other hand, the oil exporter may demand higher-
than-agreed-upon prices, citing a variety of reasons ranging from inflation to natural 
disasters. The importer thus has to either (1) pay more or (2) refuse to pay and suffer 
from the huge costs of keeping expensive refinery facilities idle. These transaction 
costs increase international market inefficiencies and imperfections. By replacing such a 
market relationship with a single organization spanning both countries (a process called 
internalization, basically transforming external markets with in-house links), the MNE 
thus reduces cross-border transaction costs and increases efficiencies.49 This advantage 
is called internalization advantage.

Relative to a non-MNE, an MNE, which operates in certain desirable locations, 
enjoys a combination of ownership (O), location (L—discussed earlier), and internal-
ization (I) advantages (Figure 6.4). These are collectively labeled as the OLI advantages 
by John Dunning, a leading MNE scholar.50 Overall, the first step in entry mode con-
siderations is extremely critical. A strategic decision must be made in terms of whether 
to undertake FDI and become an MNE by selecting equity modes.

Modes of Entry: The Second Step on Making Actual Selections
During the second step, managers consider variables within each group of non-equity 
and equity modes.51 If the decision is to export, then next on the agenda would be 
direct exports or indirect exports. Direct exports represent the most basic mode, 
capitalizing on economies of scale in production concentrated in the home country 
and affording better control over distribution.52 While direct exports may work if the 
export volume is small, it is not optimal when the firm has a large number of foreign 
buyers. “Marketing 101” suggests that the firm needs to be closer, both physically and 
psychologically, to its customers, prompting the firm to consider more intimate overseas 
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involvement such as FDI. In addition, direct exports may provoke protectionism. In 
1981, the success of direct automobile exports from Japan led the US government to 
impose a voluntary export restraint (VER) agreement on Japanese cars—never mind 
that, in the absence of protectionist threats, the Japanese would not have voluntarily 
agreed to do so. 

Another export strategy is indirect exports through export intermediaries.53 This 
strategy not only enjoys the economies of scale in domestic production (similar to 
direct exports), it is also relatively worry-free. A significant amount of export trade 
in commodities (such as textiles, woods, and meats), which compete primarily on 
price, is indirect through intermediaries.54 Indirect exports have some drawbacks 
because of the introduction of third parties, such as export trading companies with 
their own agendas and objectives that are not necessarily the same as the exporter’s.55

The primary reason the exporter chooses intermediaries is because of information 
asymmetries concerning risks and uncertainties associated with foreign markets. 
Intermediaries with international contacts and knowledge essentially make a living by 
taking advantage of such information asymmetries. They may have a vested interest 
in making sure that such asymmetries are not reduced. Intermediaries, for example, 
may repackage the products under their own brand and insist on monopolizing the 
communication with overseas customers. If the exporter is interested in learning 
more about overseas markets, indirect exports will not provide great opportunities 
for such learning.56

The next group of non-equity entry modes is contractual agreements consisting of 
(1) licensing/franchising, (2) turnkey projects, (3) R&D contracts, and (4) co-market-
ing. First, in licensing/franchising agreements, the licensor/franchisor sells the rights 
to intellectual property such as patents and know-how to the licensee/franchisee for a 
royalty fee. The licensor/franchisor, thus, does not have to bear the full costs and risks 
associated with foreign expansion. On the other hand, the licensor/franchisor does not 
have tight control over production and marketing.57 Its worst fear is to have nurtured a 
competitor, as Pizza Hut found out in Thailand (discussed earlier in this chapter).

Turnkey projects refer to projects in which clients pay contractors to design and 
construct new facilities and train personnel. At project completion, contractors will 
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FIGURE 6.4 The OLI Advantages Associated with Being an MNE through FDI
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hand clients the proverbial “key” to facilities ready for operations—hence the term 
“turnkey.” The advantages entail the ability to earn returns from process technology in 
countries where FDI is restricted (such as power generation). The drawbacks are two-
fold. First, if foreign clients are competitors, selling them state-of-the-art technology 
through turnkey projects may boost their competitiveness. Second, turnkey projects 
do not allow for a long-term presence after the “key” is handed to clients. To obtain a 
longer-term presence, build-operate-transfer (BOT) agreements are now often used, 
instead of the traditional “build-transfer” type of turnkey projects. 

R&D contracts refer to outsourcing agreements in R&D between firms (firm A 
agrees to perform certain R&D work for firm B). They allow firms to tap into the best 
locations for certain innovations at relatively low costs, such as aerospace research in 
Russia. However, three drawbacks may emerge. First, given the uncertain and multi-
dimensional nature of R&D, these contracts are often difficult to negotiate and enforce. 
While delivery time and costs are relatively easy to negotiate, quality is often difficult to 
assess. Second, such contracts may nurture competitors. A number of Indian IT firms, 
nurtured by such work, are now on a global offensive to eat the lunch of Western 
rivals. Finally, firms that rely on outsiders to perform R&D may, in the long run, lose 
some of their core R&D capabilities.

Co-marketing refers to efforts among a number of firms to jointly market their 
products and services. Fast-food chains such as McDonald’s often launch co-marketing 
campaigns with movie studios and toy makers to hawk toys based on certain movie 
characters. Through code sharing, airline alliances such as One World and Star Alliance 
extensively engage in co-marketing. The advantages are the ability to reach more cus-
tomers. The drawbacks center on limited control and coordination. 

The next group is equity modes, all of which entail some FDI, transforming the 
firm to become an MNE.58 A joint venture (JV) is a “corporate child”—that is, a new 
entity given birth and jointly owned by two or more parent companies. It has three 
principal forms: Minority JV (less than 50% equity), 50/50 JV, and majority JV (more 
than 50% equity). JVs have three advantages. (1) An MNE shares costs, risks, and profits 
with a local partner, possessing a certain degree of control while limiting risk exposure. 
(2) The MNE gains access to knowledge about the host country; the local firm, in turn, 
benefits from the MNE’s capabilities. (3) JVs may be politically more acceptable. 

In terms of disadvantages, first, JVs often involve partners from different backgrounds 
and goals—so conflicts are natural. Second, effective equity and operational control may 
be difficult to achieve since everything has to be negotiated (and, in some cases, fought 
over). Finally, the nature of the JV does not give an MNE the tight control over a for-
eign subsidiary that it may need for global coordination (such as simultaneously launch-
ing new products around the world). Overall, all sorts of non-equity-based contractual 
agreements and equity-based JVs can be broadly considered as strategic alliances (within 
the dotted area in Figure 6.3). Chapter 7 will discuss strategic alliances in detail.

The last group of entry modes refers to wholly owned subsidiaries (WOSs).
A WOS can be set up in two primary ways.59 The first is to establish “greenfield” 
operations from scratch (on a proverbial piece of “greenfield” formerly used for 
agricultural purposes). This has three advantages. First, a greenfield WOS gives an 
MNE complete control, thus eliminating the headaches associated with JVs. Second, 
this undivided control leads to better protection of proprietary technology. Third, a 
WOS allows for centrally coordinated global actions.60 Sometimes, a subsidiary (such 

build-operate-
transfer (BOT) 
agreements
A special kind of turn-
key project in which 
contractors first build 
facilities, then operate 
them for a period of 
time, and then transfer 
back to clients. These 
BOT-type turnkey 
projects have a longer 
duration than tradi-
tional build-transfer 
type turnkey projects.

R&D contracts
Outsourcing agreements 
in R&D between firms 
(that is, firm A agrees 
to perform certain R&D 
work for firm B).

co-marketing
Agreements among 
a number of firms to 
jointly market their 
products and services.

equity modes
Modes of foreign market 
entry which involve the 
use of equity.

joint venture (JV)
A “corporate child” 
that is a new entity 
given birth and jointly 
owned by two or more 
parent companies. 

wholly owned 
subsidiaries (WOS)
Subsidiaries located in 
foreign countries which 
are entirely owned by 
the MNE. 

Openmirrors.com



c h a p t e r  6    Entering Foreign Markets 173

as TI’s in Japan, discussed earlier) will be ordered to launch actions that by design will 
lose money. Local licensees/franchisees or JV partners are unlikely to accept such a 
subservient role—being ordered to lose money (!). In terms of drawbacks, a greenfield 
WOS tends to be expensive and risky, not only financially but also politically. The 
conspicuous foreignness embodied in such a WOS may become a target for national-
istic sentiments. Another drawback is that greenfield operations add new capacity to 
an industry, which will make a competitive industry more crowded—think of all the 
greenfield Japanese automobile transplants built in the United States. Finally, greenfield 
operations suffer from a slow entry speed (relative to acquisitions).

The second way to establish a WOS is through an acquisition. Although this is 
the last mode we discuss here, it is probably the most important mode in terms of 
the amount of capital involved (representing approximately 70% of worldwide FDI). 
In addition to sharing all the benefits of greenfield WOS, acquisitions also enjoy two 
additional advantages, namely, (1) adding no new capacity and (2) faster entry speed 
(see Opening Case). For example, in less than a decade (the 1990s), two leading banks 
in Spain with little prior international experience, Santander and Bilbao Vizcaya, 
became the largest foreign banks in Latin America through some 20 acquisitions. In 
terms of drawbacks, acquisitions share all the disadvantages of greenfield WOS, except 
adding new capacity and slow entry speed. In addition, acquisitions have to confront a 
unique and potentially devastating disadvantage—post-acquisition integration problems 
(see Chapter 9).

Debates and Extensions
This chapter has already covered some crucial debates, such as first versus late mover 
advantages. Here we discuss three heated recent debates: (1) liability versus asset of for-
eignness, (2) global versus regional geographic diversification, and (3) cyberspace versus 
conventional entries.

Liability versus Asset of Foreignness
Instead of the “liability of foreignness,” one contrasting view argues that under cer-
tain circumstances, being foreign can be an asset (that is, a competitive advantage). 
Japanese and German cars are viewed as of higher quality in the United States. Many 
American movies rake in more money overseas than at home. American cigarettes are 
“cool” among smokers in Central and Eastern Europe. Anything Korean—ranging 
from handsets and TV shows to kimchi (pickled cabbage)-flavored instant noodles—is 
considered hip in Southeast Asia. Conceptually, this is known as the country-of-origin 
effect, which refers to the positive or negative perception of firms and products from a 
certain country.61 However, whether foreignness is indeed an asset or a liability remains 
tricky. Disneyland Tokyo became wildly popular in Japan, because it played up its 
American image. But Disneyland Paris received relentless negative press coverage in 
France, because it insisted on its “wholesome American look.” To play it safe, Hong 
Kong Disneyland has endeavored to strike the elusive balance between American 
image and Chinese flavor. 

Over time, the country-of-origin effect may shift. A number of UK firms used to 
proudly sport names such as British Telecom and British Petroleum. Recently, they 
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have shied away from being “British” and rebranded themselves simply as BT and 
BP. In Britain, these changes are collectively known as the “B phenomenon.” These 
costly rebranding campaigns are not casual changes. They reflect less confidence in 
Britain’s positive country-of-origin effect. Recently, BAE Systems, formerly British 
Aerospace, has complained that its British origin is pulling its legs in its largest market, 
the US defense market. Only US citizens are allowed to know the details of its most 
sensitive US contracts, and even its British CEO cannot know such details. This is 
untenable now that two-fifths of its sales are in the United States. Thus, BAE Systems 
is seriously considering becoming “American.” However, in an interesting twist, an 
“Americanized” BAE Systems may encounter liability of foreignness in Britain.62 Not 
surprisingly, the “B phenomenon” is controversial in Britain. One lesson we can draw 
is that foreignness can either be a liability or an asset, and that changes are possible.63

Global versus Regional Geographic Diversification
In this age of globalization, debate continues on the optimal geographic scope for 
MNEs.64 Despite the widely held belief (and frequently voiced criticism from anti-
globalization activists) that MNEs are expanding “globally,” Alan Rugman and Alain 
Verbeke report that, surprisingly, even among the largest Fortune Global 500 MNEs, 
few are truly “global.”65 Using some reasonable criteria (at least 20% of sales in each 
of the three regions of the Triad consisting of Asia, Europe, and North America but 
less than 50% in any one region), they find a total of only nine MNEs to be “global” 
(Column 1 of Table 6.4). Next to “global” MNEs, 25 firms are “bi-regional” MNEs 
that have at least 20% of sales in each of the two regions of the Triad but less than 
50% in any one. Interestingly, 11 MNEs are “host-region-based,” with at least 50% 
of sales in one of the Triad regions other than their home region. The majority of 
the remaining Fortune Global 500 (over 450) are “home-region-oriented” MNEs—in 
other words, they may be labeled regional, but not global, firms. 

Should most MNEs further “globalize”? There are two answers. First, most MNEs 
know what they are doing and their current geographic scope is the maximum they can 
manage. Some of them may have already over-diversified and will need to downscope. 
Second, these data only capture a snapshot (in 2000s) and some MNEs may become 
more “globalized” over time. While the debate goes on, it has at least taught us one 
important reason: Be careful when using the word “global.”66 The majority of the largest 
MNEs are not necessarily very “global” in their geographic scope.

Cyberspace versus Conventional Entries
From an institution-based view, the arrival of the Internet has sparked a new debate: 
Whose rules of the game should e-commerce follow? While pundits argue that glo-
balization is undermining the power of national governments, there is little evidence 
that the modern nation-state system, in existence since the 1648 Treaty of Westphalia, 
is retreating. Legally, one can argue that a multinational enterprise is a total fiction that 
does not exist. Since incorporation is only possible under national law, every MNE is 
essentially a bunch of national companies (subsidiaries) registered in various countries.67

Although some suggest that geographic jurisdiction may be meaningless in cyber-
space, others argue that the Internet is “no more a borderless medium than the tele-
phone, the telegraph, postal service, facsimile, or smoke signal [of the ancient times].”68 
According to this view, the Chinese authorities could legitimately demand that Yahoo! 
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China provide information on a dissident journalist who allegedly threatened China’s 
national security by leaking “state secrets” and who was eventually jailed. However, by 
complying with the Chinese request, Yahoo! found itself being labeled “unethical” in 
the United States, with its CEO and general counsel being dragged to a Congressional 
hearing in 2007. Unfortunately, this was not the first time Yahoo! found itself squeezed 

TABLE 6.4  Geographic Diversification of the Largest Multinational 
Enterprises (MNEs) by Sales

“GLOBAL”  “BI-REGIONAL” “HOST-REGION-BASED”
MNES1  MNES2 MNES3

1 BM  1 BP Amoco  1 DaimlerChrysler

2 Sony  2 Toyota  2 ING Group

3 Philips  3 Nissan  3 Royal Ahold

4 Nokia  4 Unilever  4 Honda 

5 Intel  5 Motorola  5 Santander

6 Canon  6 GlaxoSmithKline  6 Delhaize ‘Le Lion’

7 Coca-Cola  7 EADS  7 AstraZeneca

8 Flextronics  8 Bayer  8 News Corporation

9 LVMH  9 Ericsson  9 Sodexho Alliance

 10 Alstom 10 Manpower

 11 Aventis 11 Wolseley

 12 Diageo  

 13 Sun Microsystems  

 14 Bridgestone  

 15 Roche  

 16 3M  

 17 Skanska  

 18 McDonald’s  

 19 Michelin  

 20 Kodak  

 21 Eletrolux  

 22 BAE Systems  

 23 Alcan  

 24 L’Oreal  

 25 Lafarge  

1.  “Global” MNEs have at least 20% of sales in each of the three regions of the Triad (Asia, Europe, and North 
America), but less than 50% in any one region.

2.  “Bi-regional MNEs” have at least 20% of sales in each of the two regions of the Triad, but less than 50% in 
any one region.

3.  “Host-region-based” MNEs have more than 50% of sales in one of the Triad regions other than their home 
region.

Source: Adapted from A. Rugman & A. Verbeke, 2004, A perspective on regional and global strategies of 
multinational enterprises (pp. 8–10), Journal of International Business Studies, 35: 3–18. 
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between a rock and a hard place when authorities in different countries clashed (see 
Strategy in Action 6.3). In the absence of harmonization among formal national regula-
tions and informal norms (to cooperate with versus to resist local security authorities 
demanding sensitive information) concerning cyberspace, such clashes seem inevitable.

The Savvy Strategist
Foreign market entries are crucial in global strategy. Without these first steps, firms 
will remain domestic players. The challenges associated with internationalization 
are daunting, the complexities enormous, and the stakes high. Consequently, the 

Strategy in Action 6.3 - Strategy in Action 6.3 - Did Yahoo! Really Enter France?

Ethical Challenge

In the late 1990s, Yahoo! hosted third-party auctions, 
some of which sold Nazi memorabilia. Although 

perfectly legal, and indeed protected under the First 
Amendment of the Constitution in the United States, 
sales of Nazi items are illegal in France. Yahoo! was 
thus challenged in a French court. During the pro-
cess, Yahoo! removed Nazi materials from its French 
language portal to comply with the French law. 
However, in November 2000, the French court ruled 
that Yahoo! must prevent French computer users 
from accessing any Yahoo! site—in any language—on 
which such items were sold or face a fine of 100,000 
French Francs (US$17,877) per day. Yahoo! first asked 
a US court to declare that this decision could not be 
enforced in the United States because it violated the 
First Amendment and that American firms were not 
obliged to follow French rules outside France. A US 
court supported this argument. However, by early 
2001, Yahoo! changed its mind and decided to self-
censor, removing all items that “promote or glorify 
violence or hatred” from its site.

At the heart of this case is the controversy of 
whether France has the legal or ethical right to assert 
its law to order Yahoo!, which apparently only had 
a virtual presence in France, to change behavior that 
was in full compliance with US law. The fundamen-
tal question is whether national territorial jurisdiction 
applies to cyberspace. Some analysts see the French 

decision as a dangerous one, because taken to the 
extreme, it would imply that every jurisdiction on 
the planet regulates everything on the Internet. 
Others contend that cyberspace entries into foreign 
markets, just like brick-and-mortar entries, must 
follow local rules.

Sources: Based on (1) S. Kobrin, 2001, Territoriality and the 
governance of cyberspace, Journal of International Business Studies, 
32: 687–704; (2) P. Lasserre, 2003, Global Strategic Management 
(p. 390), London: Palgrave.   
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savvy strategist can draw four implications for action (Table 6.5). First, from an 
industry-based view, you need to thoroughly understand the dynamism underlying 
the industry in a foreign market you are looking into. For strategists in Chinese 
banks eyeing US banking assets, a legitimate question is whether this is an attrac-
tive market. Remember a quote from an expert: “In the current environment, you 
would have to be extremely brave or extremely stupid to buy a US bank” (see 
Strategy in Action 6.2). 

Second, from a resource-based view, you and your firm need to develop over-
whelming capabilities to offset the liability of foreignness. Perhaps some Chinese banks 
have such capabilities that can help them manage their expansion in the United States 
well. We just need to find out whether this indeed is the case. In 2003, Britain’s highly 
capable HSBC bought Household to enter the US subprime mortgage market, and 
later provided it did not have such capabilities.  

Third, from an institution-based view, you need to understand the rules of the 
game, both formal and informal, governing competition in foreign markets. Failure to 
understand these rules can be costly. Managers at Yahoo! initially ignored the rules of 
the game in France, ending up with a ton of bad press as the “defender of Nazi vio-
lence,” something which it could ill afford (Strategy in Action 6.3). 

Finally, the savvy strategist matches entries with strategic goals. If the goal is to deter 
rivals in their home markets by slashing prices there (as TI did when entering Japan), 
then be prepared to fight a nasty price war and lose money. If the goal is to generate 
decent returns, then withdrawing from some tough nuts to crack may be necessary (as 
Wal-Mart withdrew from Germany—see Opening Case). 

In conclusion, this chapter sheds considerable light on the four fundamental 
questions. Why firms differ in their propensity to internationalize (Question 1) boils 
down to the size of the firm and that of the domestic market (Figure 6.1). How 
firms behave (Question 2) depends on how considerations for industry competition, 
firm capabilities, and institutional differences influence their foreign market entry 
decisions (Figure 6.2). What determines the scope of the firm (Question 3)—in this 
case, the scope of its international involvement—fundamentally depends on how 
to acquire and leverage the three-pronged OLI advantages. Firms committed to 
owning some assets overseas through equity modes of entry and, thus, to becom-
ing MNEs are likely to have a broader scope overseas than those unwilling to do 
so. Finally, entry strategies certainly have something to do with the international 
success and failure of firms (Question 4) since inappropriate entry strategies will 
torpedo overseas ventures.69 However, appropriate entry strategies, while certainly 
important, are only a beginning. It takes a lot more to succeed overseas, as we will 
discuss in later chapters.

TABLE 6.5 Strategic Implications for Action

• Grasp the dynamism underlying the industry in a host country that you are looking into.

• Develop overwhelming resources and capabilities to offset the liability of foreignness.

•  Understand the rules of the game—both formal and informal—governing competition 
in foreign markets.

• Match efforts in market entry and geographic diversification with strategic goals.
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CHAPTER SUMMARY

 1. Understand the necessity to overcome the liability of foreignness

• When entering foreign markets, firms confront a liability of foreignness. 

• The propensity to internationalize differs among firms of different sizes and dif-
ferent home market sizes.

 2. Articulate a comprehensive model of foreign market entries

• The industry-based view suggests that industry dynamism in a host country 
cannot be ignored.

• The resource-based view calls for the development of capabilities along the 
VRIO dimensions.

• The institution-based view focuses on institutional constraints that foreign 
entrants must confront.

 3. Match the quest for location-specific advantages with strategic goals (where to enter)

• Where to enter depends on certain foreign countries’ location-specific advan-
tages and firms’ strategic goals, such as seeking (1) natural resources, (2) market, 
(3) efficiency, and (4) innovation.

 4. Compare and contrast first and late mover advantages (when to enter)

• Each has pros and cons, and there is no conclusive evidence pointing to one 
direction.

 5. Follow a decision model that guides specific steps for foreign market entries (how to enter)

• How to enter depends on the scale of entry: Large-scale versus small-scale entries.

• A decision model first focuses on the equity (ownership) issue. 

• The second step makes the actual selection, such as exports, contractual agree-
ments, JVs, and WOS. 

 6. Participate in three leading debates on foreign market entries

• The three leading debates are (1) liability versus asset of foreignness, (2) global 
versus regional geographic diversification, and (3) cyberspace versus conventional 
entries.

 7. Draw strategic implications for action

• Grasp the dynamism underlying the industry in a host country that you are 
looking into.

• Develop overwhelming resources and capabilities to offset the liability of 
foreignness.

• Understand the rules of the game—both formal and informal—governing com-
petition in foreign markets.

• Match efforts in market entry and geographic diversification with strategic goals.
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KEY TERMS

Acquisition

Agglomeration

Build-operate-transfer
(BOT) agreement

Co-marketing

Country-of-origin 
effect

Cultural distance

Currency risk

Direct export

Dissemination risk

Efficiency seeking

Equity mode

Expropriation

First mover advantage

Greenfield operation

Hedging

Indirect export

Innovation seeking

Institutional distance

Internalization

Internalization advantage

Joint venture (JV)

 Late mover advantage

Liability of foreignness

Licensing/franchising 
agreements

Local content requirement

Location-specific 
advantage

Market seeking

Natural resource seeking

Non-equity mode

Nontariff barrier

Obsolescing bargain

OLI advantages

Ownership advantage

R&D contract

Scale of entry

Speculation

Stage models

Sunk cost

Tariff barrier

Trade barrier

Turnkey project

Wholly owned subsidiary

(WOS)

CRITICAL DISCUSSION QUESTIONS 
 1. During the 1990s, many North American, European, and Asian MNEs set up 

operations in Mexico, tapping into its location-specific advantages such as (1) prox-
imity to the world’s largest economy, (2) market-opening policies associated with 
NAFTA membership, and (3) abundant, low-cost, and high-quality labor. None 
of these has changed much. Yet, by the 15th anniversary of NAFTA (2009), there 
is a significant movement for MNEs to curtail operations in Mexico and move to 
China. Why? 

 2. From institution- and resource-based views, identify the obstacles confronting 
MNEs from emerging economies interested in expanding overseas. How can such 
firms overcome them? 

 3. ON ETHICS: Entering foreign markets, by definition, means not investing in 
a firm’s home country. What are the ethical dilemmas here? What are your 
recommendations as (1) MNE executives, (2) labor union leaders of your domestic 
(home country) labor forces, (3) host country officials, and (4) home country 
officials?
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CLOSING CASE

Foreign Retailers Eye India

India has the world’s highest density of retail outlets 
of any country. It has more than 15 million retail 
outlets, compared with 900,000 in the United States, 
whose market (by revenue) is 13 times bigger. At 
present, 97% of retail sales in India are made in tiny 
mom-and-pop shops, mostly of less than 500 square 
feet (46 square meters). In Indian jargon, this is 
known, quite accurately, as the “unorganized” retail 
sector. The “organized” (more modern) retail sector 
commands only 3% of total sales, of which 96% is 
in the top ten cities. The retail industry is the larg-
est provider of jobs after agriculture, accounting for 
6%–7% of jobs and 10% of GDP. 

With a booming economy and a fast-growing 
middle class, it is not surprising that foreign retailers, 
such as Wal-Mart, Carrefour, Metro, and Tesco, are 
knocking at the door trying to expand the “orga-
nized” retail sector. However, here is one catch: The 
door is still closed to foreign direct investment (FDI) 
in the retail sector, which remains one of the last large 
sectors that has yet to open up to FDI. Millions of 
shopkeepers, supported by leftist politicians and trade 
unionists, are worried about the onslaught of multi-
nationals. Citing the controversial “Wal-Mart effect” 
being debated in the United States and elsewhere, one 
Indian union leader labeled Wal-Mart “one of the ten 
worst corporations in the world.”

In response, the reformist government that has 
brought India to the global spotlight since 1991 
delicately tries to balance the interests of various 
stakeholders. FDI is still officially banned in mass 
retailing. However, a side door is now open. 
Foreign firms can take up to 51% equity in single-

brand shops that sell their own products, such as 
Nike, Nokia, and Starbucks shops. Further, FDI in 
the supply chain is now permitted. Foreign firms 
can set up wholesale and sourcing subsidiaries that 
supply local mass retail partners. The first to do this 
was Australia’s Woolworths, which in 2006 started 
to supply Croma stores owned by Tata Group, 
India’s second largest conglomerate. To better com-
pete with multinational retailers that may eventually 
arrive, Reliance Group, India’s largest conglomerate, 

is now making huge waves by investing $5.5 billion 
to build 1,000 hypermarkets and 2,000 supermarkets 
to blanket the country in the next five years. 

On average, Indians are still poor. Only one in 
50 households has a credit card; only one in six a 
refrigerator. However, as in China 20 years ago, 
such statistics do not deter foreign entrants. Instead, 
these data suggest tremendous potential. Despite 
objections, Wal-Mart is visibly leading the foreign 
lobby. One of its arguments is that super-efficient 
retail operations will enhance efficiency throughout 
the entire supply chain. For example, at present, 
35%–40% of fruits and vegetables in India rot while 
in transit. Food processing adds just 7% to the value 
of agricultural output, compared with 40% in China 
and 60% in Thailand, both of which embraced Wal-
Mart. As local suppliers become more familiar with 
Wal-Mart’s requirements, exports may naturally 
follow—Wal-Mart now accounts for 10% of China’s 
exports to the United States. 

Sources: Based on (1) The Economist, 2006, Coming to market, April 15: 
69–71; (2) The Economist, 2006, Setting up shop, Nov 4: 73–74; 
(3) A. Mukherjee & N. Patel, 2005, FDI in Retail Sector, New Delhi: 
Department of Consumer Affairs.

Case Discussion Questions
 1. Why is the Indian retail industry so inviting?

 2. Given Wal-Mart’s lack of a strong record overseas 
(it has various “hits and misses” when expanding 
overseas and does better in some countries than in 
others), does it have what it takes to succeed 
in India?

 3. As an Indian government official, would you 
recommend the full-blown opening of the retail 
sector? 

 4. Assuming a positive answer on Question 3, what 
would be your recommended modes of entry if 
you were the CEO of Carrefour, Metro, Tesco, or 
Woolworths? 
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Making Strategic Alliances 
and Networks Work

KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Define strategic alliances and networks

2. Articulate a comprehensive model of strategic alliances and networks

3. Understand the decision processes behind the formation of alliances and networks

4. Gain insights into the evolution of alliances and networks

5. Identify the drivers behind the performance of alliances and networks

6. Participate in three leading debates on alliances and networks

7. Draw strategic implications for action
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OPENING CASE: DANONE VERSUS WAHAHA: 
FROM ALLIANCE TO DIVORCE

In 1996, France’s Groupe Danone SA established 
five joint ventures (JVs) with China’s Wahaha 
Group, each of which Danone owned 51% and 

Wahaha and its employees owned the remainder. 
Founded in 1987, Wahaha has one of the best-
known beverage brands in China. By 2006, the 
total number of JVs between Danone and Wahaha 
had grown from five to 39. A huge financial success 
for both Danone and Wahaha, their JVs’ revenues 
increased from $100 million in 1996 to $2.25 billion 
in 2006. These JVs, which cost Danone $170 million, 
paid Danone a total of $307 million in dividends 
over the last decade. By 2006, Danone’s 39 JV sub-
sidiaries in China, jointly owned and managed by 
Wahaha, contributed approximately 6% of Danone’s 
total global profits.

In addition to the JV investments with Wahaha, 
Danone also bought stakes in more than seven 
Chinese food and dairy companies, spending 
almost another $170 million (besides what was 
spent on Wahaha) over the past decade in China. 
In 2006, Danone became the biggest beverage 
maker by volume in the country, ahead of rivals 
such as Coca-Cola and PepsiCo. At the same time, 
Wahaha also pursued aggressive growth in China, 
some of which was beyond the scope of the JVs 
with Danone. By 2006, Wahaha Group control-
led 70 subsidiary companies scattered throughout 
China. All these subsidiaries use the same brand 

“Wahaha,” but only 39 of them had JV relation-
ships with Danone. 

A major dispute erupted concerning Wahaha’s 
other (non-JV) subsidiaries. In 2006, after the 
JVs’ profits jumped 48% to $386 million, Danone 
wanted to buy Wahaha’s other subsidiaries. This 
would enable Danone to control the “Wahaha” 
brand once and for all. This proposal was rejected 
by Wahaha’s founder Zong Qinghou, who served 
as chairman of the 39 JVs with Danone. Zong 
viewed this offer as unreasonable because the 
book value of the non-JV subsidiaries’ assets was 
$700 million with total profits of $130 million, 
while the price/earnings ratio of Danone’s $500 
million offer was lower than 4. Zong also asserted 
that the buyout would jeopardize the existence 
of the “Wahaha” brand, because Danone would 
phase it out and promote global brands such as 
Danone and Evian.

The heart of the dispute stemmed from the 
master JV agreement between Danone and Wahaha, 
which granted the subsidiary JVs exclusive rights to 
produce, distribute, and sell food and beverage 
products under the “Wahaha” brand. This meant 
that every product using the “Wahaha” brand 
should be approved by the board of the master JV. 
Danone thus claimed that the non-JV subsidiar-
ies set up by Zong and his managers were illegally 
selling products using the “Wahaha” brand and 



p a r t  2    Business-Level Strategies188

Why do Danone and Wahaha establish strategic alliances? Among many forms of 
strategic alliances, why do they choose the joint venture ( JV) form? Why do these 
financially successful JVs end up in divorce? These are some of the key questions we 
discuss in this chapter. 

As globalization intensifies, “the least attractive way to try to win on a global basis,” 
according to GE’s former chairman and CEO Jack Welch, “is to think you can take 

were making unlawful use of the JVs’ distributors 
and suppliers. However, Zong claimed that the 
original JV agreement to grant exclusive rights to 
use the “Wahaha” brand was never approved by 
the Chinese trademark office and so was not in 
force or effect. He further stated that Danone had 
not made an issue when Wahaha embarked on 
its expansion and openly used the subsidiary JVs’ 
assets—it seemed that Danone preferred Wahaha 
to shoulder the risk first. According to Zong, when 
Wahaha’s expansion proved successful, Danone, 
driven by greed, wanted to reap the fruits. Finally, 
Zong argued that forcing Wahaha Group to grant 
the exclusive rights for the “Wahaha” brand to the 
JVs with Danone was unfair to Wahaha Group, 
because the French company was actively investing 
in other beverage companies around the country 
and competing with Wahaha.

The boardroom dispute spilled into the public 
domain when Zong publicly criticized Danone in 
April 2007. In response, Danone issued statements 
and initiated arbitrations against its Chinese part-
ner in Stockholm, Sweden. Danone also launched 
a lawsuit against a company owned by Zong’s 
daughter in the United States, alleging that it was 
using the Wahaha brand illegally. Outraged, Zong 
resigned from his board chairman position at all the 
JVs with Danone. Wahaha’s trade union, represent-
ing about 10,000 workers of Wahaha Group, sued 
Danone in late 2007, demanding $1.36 million in 

damages. The union also froze Danone’s owner-
ship in the JVs. This made the dispute worse, and 
revenues of the JVs only increased 3% in 2007, 17% 
less than the industry’s average growth. 

In late 2007, both sides spent most of their 
energy dealing with lawsuits and arbitrations. In 
December 2007, pressured by the French President 
and the Chinese Minister of Commerce, Danone 
and Wahaha reached an agreement to “call off all 
lawsuits and arbitrations provisionally and stop all 
aggressive speeches against the other party.” As 
of this writing (March 2008), no resolution was 
in sight—except the inevitable outcome: divorce. 
However, a Danone spokesman defended the 
JV strategy: “If we now have 30% of our sales in 
emerging markets and we built this in only 10 
years, it’s thanks to this specific [JV] strategy. We 
have problems with Wahaha. But we prefer to have 
problems with Wahaha now to not having had 
Wahaha at all for the last 10 years.”

Sources: This case was written by Sunny Li Sun and Hao 

Chen (both at the University of Texas at Dallas) under the 
supervision of Professor Mike W. Peng. It was based on 
(1) China Daily, 2007, Chinese drinks giant brands Danone 
‘despicable’ over lawsuit, June 8; Union files case against Danone, 
December 17; (2) finance.sina.com.cn/focus/2007wahaha; 
(3) M. W. Peng, S. L. Sun, & H. Chen, 2008, Managing 
divorce: How to disengage from joint ventures and strategic 
alliances, Peking University Business Review, April; (4) Wall Street 

Journal, 2007, China venture partner blames feud on Danone, 
June 14; Danone’s China strategy is set back, June 15; Wahaha 
brings arbitration claim against Danone, June 18.

joint venture
A “corporate child” 
that is a new entity 
given birth and jointly 
owned by two or more 
parent companies.
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on the world all by yourself.”1 Proliferation of strategic alliances and networks can now 
be seen in just about every industry and every country, resulting in an “explosion 
in alliances.”2 Yet, 30%–70% of all alliances and networks, such as the JVs set up by 
Danone and Wahaha, reportedly fail, thus necessitating our attention on their causes. 

This chapter will first define strategic alliances and networks, followed by an intro-
duction of a comprehensive model drawing upon the “strategy tripod.” Then, we 
discuss the formation, evolution, and performance of alliances and networks, followed 
by debates and extensions.

Defining Strategic Alliances and Networks
Strategic alliances are voluntary agreements between firms involving exchange, sharing, 
or co-development of products, technologies, or services.3 As noted in Chapter 6, the 
dotted area in Figure 6.3 consisting of non-equity-based contractual agreements and 
equity-based JVs can all be broadly considered strategic alliances. Figure 7.1 illustrates 
this further, visualizing alliances as a compromise between pure market transactions and 
mergers and acquisitions (M&As). Contractual (non-equity-based) alliances include 
co-marketing, research and development (R&D) contracts, turnkey projects, strategic 
suppliers, strategic distributors, and licensing/franchising. Equity-based alliances include 
strategic investment (one partner invests in another) and cross-shareholding (both 
partners invest in each other). A JV is one form of equity-based alliance. It involves the 
establishment of a new legally independent entity (in other words, a new firm) whose 
equity is provided by two (or more) partners.

Although JVs are often used as examples of alliances (see Opening Case), not all
alliances are JVs. A JV, such as Sony Ericsson, is a “corporate child” produced by two 
(or more) parent firms. A non-JV, equity-based alliance can be regarded as two firms 
“getting married” but not having “children.” For example, Renault is a strategic inves-
tor in Nissan, but both automakers still operate independently and they have not given 
birth to a new car company (which would be a JV if they did). 

Strategic networks are strategic alliances formed by multiple firms to compete 
against other such groups and against traditional single firms.4 For example, the airline 
industry has three multipartner alliances—Star Alliance (consisting of United Airlines, 
Lufthansa, Air Canada, SAS, and others), Sky Team (Delta, Air France, Korean Air, 
and others), and One World (American Airlines, British Airways, Cathay Pacific, 
Qantas, and others). These strategic networks are sometimes called constellations.

FIGURE 7.1 The Variety of Strategic Alliances
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Such multilateral strategic networks are inherently more complex than single alliance 
relationships between two firms.5 Overall, we will use the terms “strategic alliances” 
and “strategic networks” to refer to cooperative interfirm relationships.

A Comprehensive Model of Strategic Alliances 
and Networks
Despite the diversity of cooperative interfirm relationships, underlying each decision 
to engage in alliances and networks is a set of strategic considerations drawn from the 
“strategy tripod” discussed earlier. These considerations lead to a comprehensive model 
(Figure 7.2).

Industry-based considerations

• Collaboration among rivals
 (horizontal alliances)
• Entry barriers scaled by alliances
• Upstream/downstream vertical
 alliances with suppliers/buyers
• Alliances and networks to provide
 substitute products/services

Resource-based considerations

• Value-added must outweigh costs
• Rarity of relational capabilities
 and desirable partners
• Imitability of firm-specific and
 relationship-specific capabilities
• Organization of alliance activities
 at the firm and relationship levels

Institution-based considerations

• Formal regulatory pillar (collusion
 concerns and entry requirements)
• Informal normative pillar (the
 social pressures to find partners)
• Informal cognitive pillar (the
 internalized beliefs in the value of
 collaboration)

Strategic alliances

and networks

Formation/Evolution/
Performance

FIGURE 7.2 A Comprehensive Model of Strategic Alliances and Networks

strategic networks
Strategic alliances 
formed by multiple firms 
to compete against 
other such groups and 
against traditional single 
firms (also known as 
constellations).

constellations
Multipartner strategic 
alliances (also known 
as strategic networks).
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Industry-Based Considerations
According to the traditional industry-based view, firms are independent players inter-
ested in maximizing their own performance. In reality, most firms in any industry are 
embedded in a number of competitive and/or collaborative relationships, thus neces-
sitating considerations of their alliance and network ties if we are going to realistically 
understand the dynamics of the five forces.6

First, because rivalry reduces profits, firms do not compete against each other on 
all occasions. Instead, many competitors collaborate by forming strategic alliances (often 
called horizontal alliances). For example, in 1983, GM and Toyota formed a JV, 
NUMMI, to jointly manufacture small cars in the United States. This does not suggest 
that these two firms are no longer competing; they still are, in most cases. What is inter-
esting is that they decided to collaborate on a limited basis, for different purposes. GM 
was interested in learning how to profitably manufacture small cars, whereas Toyota 
was interested in learning how to operate in the United States (before operating its own 
wholly owned subsidiaries [WOS]). These two firms are not alone. Recently, approxi-
mately half of all strategic alliances are found to be between competitors (see Strategy in 
Action 7.1).7 Sometimes, the goal is simply to tie up a competitor.

Second, while high entry barriers may deter individual firms, firms may form strate-
gic alliances and networks to scale these walls. For instance, both Coca-Cola and Nestle 
were interested in entering the hot canned drinks market (such as hot coffee and tea) 
in Japan. However, domestic players led by Suntory built formidable entry barriers 
and neither Coca-Cola nor Nestle, despite their global experience, had any expertise 
in this particular segment largely unknown outside of Japan. Although Suntory was 
better than Coca-Cola at soluble coffee and tea and had a larger distribution network 
than Nestle, Suntory was unable to match the combined strengths of these two giants, 
which formed an alliance.8 Overall, combining forces allows for lower cost and lower 
risk entries into new markets for partner firms.

Third, although suppliers in the five forces framework are traditionally regarded 
as a threat, it is not necessarily the case. First introduced in Chapter 2, it is possible 
to establish strategic alliances with suppliers (often called upstream vertical alliances), 
as exemplified by the Japanese keiretsu networks. In essence, strategic supply alliances 
transform the relationship from an adversarial one centered on hard bargaining to a 
collaborative one featuring knowledge sharing and mutual assistance. Instead of dealing 
with a large number of suppliers that are awarded contracts on a frequent short-term 
basis (such as 2.3 years, the average length of US auto supply contracts in the 1990s), 
strategic supply alliances rely on a smaller number of key suppliers that are awarded 
longer-term contracts (such as 8 years, the average length of Japanese auto supply 
contracts in the 1990s).9 This helps align the interests of the focal firm with those of 
suppliers, which, in turn, are more willing to make specialized investments to produce 
better components.10 This is not to say that bargaining power becomes irrelevant. 
Instead, buyer firms increase their dependence on a smaller number of strategic sup-
pliers, whose bargaining power may, in turn, increase.11 However, collaboration softens 
some rough edges of bargaining power by transforming a zero-sum game into a win-
win proposition.

Fourth, similarly, instead of treating buyers and distributors as a possible threat, estab-
lishing strategic distribution alliances (also called downstream vertical alliances) may 
bind the focal firm and buyers and distributors together. For example, numerous hotels, 

horizontal alliances
Strategic alliances 
formed by competitors. 

upstream vertical 
alliances
Alliances with firms 
on the supply side 
(upstream).

downstream vertical 
alliances
Alliances with firms 
in distribution (down-
stream).
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During the Cold War, thousands of MiG fighter 
jets made by the Mikoyan Moscow Production 

Organization (MAPO) were synonymous with 
“bogeys” widely recognized and respected by mili-
tary pilots in the free world. In the post-Cold War 
era, MAPO ran into great difficulties because the 
Russian government cut back its orders (no orders 
for new aircraft during 1992–1998) and, with the 
dissolution of the Warsaw Pact, Central and Eastern 
European air forces started to import fighters from 
the West. Poland, for example, ordered F-16s from 
the United States. MAPO thus was forced to look 
for new export markets. However, in new markets, 
MAPO found that its previously popular MiG aircraft 
were not as successful as those made by its tradi-
tional rival, Sukhoi Aircraft Military and Industrial 
Group. While Sukhoi jets had not been as famous as 
MiGs during the Cold War, Sukhoi scored big hits 
in the 1990s by securing high-profile contracts from 
China, India, and Vietnam, including more than 
150 Su-27s as direct exports and 300 under licensed 

production. What was more impressive was that the 
Indonesian and South Korean air forces, tradition-
ally exclusive markets for US fighters, expressed a 
strong interest in Sukhoi (although eventually they 
had to cancel because of the 1997 Asian financial 
crisis). In comparison, MAPO only sold 80 MiG-
29s to India and Malaysia in the 1990s. As a result, 
MAPO found it had little choice but to cooperate 
with Sukhoi. To be sure, initial cooperation was 
limited, involving only a joint marketing strategy 
and a sharing of some avionics. Such cooperation, 
however, intensified as competition in the global 
arms market heated up. In 2006, both MAPO 
and Sukhoi, together with several other aircraft 
producers, were merged by the Russian govern-
ment to form the new United Aircraft Building 
Corporation.

Sources: Based on (1) M. W. Peng, 2000, Business Strategies in Transition 

Economies (p. 96), Thousand Oaks, CA: Sage; (2) Wikipedia, 2008, 
(a) Mikoyan; (b) Sukhoi; (c) United Aircraft Building Corporation, 
en.wikipedia.org.
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publishers, airlines, and car rental companies find that alliances with leading Internet 
distributors such as Amazon, Expedia, Priceline, and Travelocity enable them to reach 
more customers. 

Finally, the market potential of substitute products may encourage firms to form 
strategic alliances and networks to materialize the commercial potential of these new 
products. For instance, in the drive to bring 3G wireless technology to substitute exist-
ing wireless technology to nine countries, Hutchison Whampoa, a Hong Kong–based 
conglomerate, has formed a number of alliances with local firms. 

Resource-Based Considerations
The resource-based view, embodied in the VRIO framework, sheds considerable light 
on strategic alliances and networks (Figure 7.2). 

VALUE

Alliances must create value.12 The three global airline alliance networks—One World, 
Sky Team, and Star Alliance—create value by reducing 18%–28% of the ticket costs 
booked on two-stage flights compared with separate flights on the same route if these 
airlines were not allied.13 Table 7.1 identifies three broad categories of value creation in 
terms of how advantages outweigh disadvantages. First, alliances may reduce costs, 
risks, and uncertainties.14 As Google rises to preeminence, former rivals, such as eBay, 
Yahoo!, and Microsoft (MSN), are now exploring alliances to counter its influence 
while not taking on excessive risks. Second, alliances allow firms to tap into comple-
mentary assets of partners, as evidenced by the GM–Toyota JV. Third, alliances facilitate 
opportunities to learn from partners.15 

Finally, an important advantage of alliances lies in their value as “real options.” 
Conceptually, an option is the right, but not the obligation, to take some action in the 
future. Technically, a financial option is an investment instrument permitting its holder, 
having paid for a small fraction of an asset (often known as a deposit), the right to increase 
investment to eventually acquire it if necessary. A real option is an investment in real 
operations as opposed to financial capital.16 A real options view has two propositions: 

• In the first phase, an investor makes a relatively small, initial investment to buy an 
option, which leads to the right to future investment without being obligated to do so. 

• The investor then holds the option until a decision point arrives in the second 
phase, and then decides between exercising the option or abandoning it. 

For firms that are interested in eventually acquiring other companies, but that are 
not sure about such moves, working together in alliances thus affords an insider view to 

TABLE 7.1 Strategic Alliances and Networks: Advantages and Disadvantages

ADVANTAGES DISADVANTAGES

• Reduce costs, risks, and uncertainties • Possibilities of choosing the wrong partners

• Gain access to complementary assets  • Costs of negotiation and coordination

• Opportunities to learn from partners • Possibilities of partner opportunism

•  Possibilities to use alliances and networks  • Risks of helping nurture competitors
as real options   (learning race)

real option
An option investment 
in real operations as 
opposed to financial 
capital.
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evaluate the capabilities of these partners. This is similar to trying on new shoes to see 
if they fit before buying the shoes. Since acquisitions are not only costly but also very 
likely to fail, alliances permit firms to sequentially increase their investment should they 
decide to pursue acquisitions. On the other hand, after working together as partners, if 
firms find that acquisitions are not a good idea, there is no obligation to pursue them. 
Overall, alliances have emerged as great instruments of real options because of their 
flexibility to sequentially scale up or scale down the investment.17 

On the other hand, alliances have a number of nontrivial drawbacks. First, there 
is always a possibility of being stuck with the wrong partner(s). Firms are advised to 
choose a prospective mate with caution. Yet, the mate should also be sufficiently dif-
ferentiated to provide some complementary (non-overlapping) capabilities.18 Just like 
many individuals who have a hard time figuring out the true colors of their spouses 

A s in human marriages, international strategic alli-
ances involve prospective partners from two (or 

more) countries, each selecting partners for different 
purposes. Yet, much of the literature focuses on how 
foreign MNEs select partners in emerging economies, 
implicitly assuming that local firms are relatively pas-
sive and waiting to be selected. This of course is far 
from the truth. Some firms in emerging economies 
have very strong capabilities, and suitors would line 
up to seek relationships with them. For example, the 
Shanghai Automobile Industrial Corporation (SAIC) 
managed to have both Volkswagen and GM, two fierce 
rivals elsewhere, to be its partners in two successful 
JVs in China. Likewise, Baosteel, China’s biggest 
steelmaker, has managed to attract global rivals such as 
Arcelor, Nippon Steel, and ThyssenKrupp that each 
has a JV with it. Evidently, these MNEs must swallow 
their pride and put up with such “polygamy” in order 
to access the booming Chinese economy. Similarly, 
the alliance portfolio of India’s Tata Group reads like 
a “Who’s Who” in the Global 500, with partners such 
as American Express, Bell Canada, and Hitachi. 

Although many local firms do not care about 
the global rivalry among MNEs, local firms are 
often interested in using alliances to beat their own 
domestic rivals. As a result, if domestic rivals have MNE 
partners (let’s say Heineken or DHL), local firms in 
retaliation often enlist the MNE competitors of their 
domestic rivals’ MNE partners (such as Carlsberg or 

FedEx). In terms of goals, while foreign MNEs are 
in search of partners with desirable local knowledge, 
production facilities, and distribution channels, local 
firms often use a different set of criteria. For example, 
Chinese, Mexican, Polish, Romanian, and Russian 
firms tend to focus on foreign partners’ financial 
strengths and willingness to share expertise as their 
most important criteria in partner selection. While 
the benefits of having financially strong foreign 
partners are self-evident, having willing “teachers” 
to share knowledge—in combination with the local 
partners’ capacity to learn—is also found to directly 
contribute to the performance of both the alliances 
and the parent firms, as found by studies in Hungary 
and elsewhere. 

Sources: Based on (1) L. Dong & K. Glaister, 2007, National and 
cultural differences in international strategic alliances, Asia Pacific 

Journal of Management, 24: 191–205; (2) M. Hitt, D. Ahlstrom, 
T. Dacin, E. Levitas, & L. Svobodina, 2004, The institutional 
effects on strategic alliance partner selection in transition economies, 
Organization Science, 15: 173–185; (3) M. Kotabe, P. Aulakh, & 
H. Teegen, 2000, Strategic alliances in emerging Latin America, 
Journal of World Business, 35: 114–125; (4) P. Lane, J. Salk, & 
M. Lyles, 2001, Absorptive capacity, learning, and performance in 
international joint ventures, Strategic Management Journal, 22: 1139–
1161; (5) O. Shenkar & J. Li, 1999, Knowledge search in inter-
national cooperative ventures, Organization Science, 10: 134–143; 
(6) H. K. Steensma & M. Lyles, 2000, Explaining IJV survival in a 
transition economy through social exchange and knowledge-based 
perspectives, Strategic Management Journal, 21: 831–851.
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before they get married, many firms find it difficult to evaluate the true intentions and 
capabilities of their prospective partners until it is too late. 

A second disadvantage is potential partner opportunism. While opportunism is likely 
in any kind of economic relationship, the alliance setting may provide especially strong 
incentives for some (but not all) partners to be opportunistic. This is because coopera-
tive relationships always entail some elements of trust, which may be easily abused.19

In an alliance with Britain’s Rover, Honda shared a great deal of proprietary technol-
ogy beyond what was contractually called for. Honda was stunned when informed by 
Rover’s parent firm that Rover would be sold to BMW and that Honda would be 
literally kicked out. Unfortunately, such an example is not an isolated incident.

Finally, alliances, especially those between rivals, can be dangerous, because they 
may help competitors. By opening “doors” to outsiders, alliances make it easier to 
observe and imitate firm-specific capabilities. In alliances between competitors, there is 
a potential “learning race” in which partners aim to outrun each other by learning the 
“tricks” from the other side as fast as possible.20 For example, the alliance between GE 
and Rolls Royce to jointly develop jet engines collapsed because both firms could not 
resolve issues raised by their long-standing rivalry.21 

RARITY

The second component in the VRIO framework has two dimensions: (1) capability 
rarity and (2) partner rarity. First, the capabilities to successfully manage interfirm 
relationships—often called relational (or collaborative) capabilities—may be rare. 
Managers involved in alliances require relationship skills rarely covered in the traditional 
business school curriculum that emphasizes competition as opposed to collaboration. 
To truly derive benefits from alliances, managers need to foster trust with partners, 
while at the same time being on guard against opportunism.22 

As much as alliances represent a strategic and economic arrangement, they also con-
stitute a social, psychological, and emotional phenomenon: words such as “courtship,” 
“marriage,” and “divorce” often surface. Given that the interests of partner firms do 
not fully overlap and are often in conflict, managers involved in alliances live a precari-
ous existence, trying to represent the interests of their respective firms while attempting 
to make the complex relationship work. Given the general shortage of good relation-
ship skills in the human population (remember: 50% of human marriages in the United 
States fail), it is not surprising that sound relational capabilities to successfully manage 
alliances are in short supply.23 

A second aspect of rarity is partner rarity, defined as the difficulty to locate partners 
with certain desirable attributes. This stems from two sources: (1) industry structure 
and (2) network position. First, from an industry structure standpoint, in many oligopo-
listic industries, the number of available players as potential partners is limited. In some 
emerging economies whereby only a few local firms may be worthy partners, latecom-
ers may find that potential partners have already been “cherry picked” by rivals. In the 
Chinese automobile industry (where WOS are not allowed), Ford, as a late mover, 
ended up allying with second-tier partners in China. It is hardly surprising that Ford’s 
presence in China has been insignificant.

Second, from a network position perspective, firms located in the center of interfirm 
networks may have access to better and more opportunities (such as information, 
access, capital, goods, and services), and consequently may accumulate more power and 
influence.24 The upshot is that firms with a high degree of network centrality—defined 

learning race
A race in which alliance 
partners aim to outrun 
each other by learning 
the “tricks” from the 
other side as fast as 
possible.

relational 
(collaborative) 
capabilities
The capabilities to 
successfully manage 
interfirm relationships.

partner rarity
The difficulty to locate 
partners with certain 
desirable attributes.

network centrality
The extent to which 
a firm’s position is 
pivotal with respect to 
others in the inter-firm 
network.



p a r t  2    Business-Level Strategies196

as the extent to which the position occupied by a firm is pivotal with respect to others 
in the interfirm network—are likely to be more attractive partners. Unfortunately, such 
firms are rare, and they are often very choosy in the kind of relationships they enter. 
Citigroup and Carrefour, for example, routinely turn down alliance proposals coming 
from all over the globe.

IMITABILITY

The issue of imitability pertains to two levels: (1) firm level and (2) alliance level. First, 
as noted earlier, one firm’s resources and capabilities may be imitated by partners. For 
instance, in the late 1980s, McDonald’s set up a JV with the Moscow Municipality 
Government that helped it enter Russia. However, during the 1990s, the Moscow 
mayor set up a rival fast food chain, The Bistro. The Bistro tried to eat McDonald’s’ 
lunch by replicating numerous products and practices. There was very little that 
McDonald’s could do, because nobody sues the mayor in Moscow and hopes to win.

Another imitability issue refers to the trust and understanding among partners in 
successful alliances. Firms without such “chemistry” may have a hard time imitating 
such activities. CFM International, a JV set up by GE and Snecma to produce jet 
engines in France, has successfully operated for over 30 years. Rivals would have a hard 
time imitating such a successful relationship.  

ORGANIZATION

Similarly, the organizational issues affect two levels: (1) firm level and (2) alliance/
network level. First, at the firm level, how firms are organized to benefit from alli-
ances and networks is an important issue.25 When the number of such relationships is 
small, many firms adopt a trial-and-error approach. Not surprisingly, the number of 
“misses” is often very high. What is problematic is that even for successful “hits,” this 
ad hoc approach does not allow for systematic learning from these experiences. This 
obviously is a hazardous way of organizing for large MNEs engaging in numerous 
alliances and networks around the globe. In response, many firms have been develop-
ing a dedicated alliance function (parallel with traditional functions such as finance 
and marketing), often headed by a vice president or director with his/her own staff 
and resources. Such a dedicated function acts as a focal point for leveraging lessons 
from prior and ongoing relationships. HP, for example, has developed a 300-page 
decision-making manual on alliances, including 60 different tools and templates (such 
as alliance contracts, metrics, and checklists). It also organizes a two-day course three 
times a year to disseminate such learning about alliances to its managers worldwide. 

At the alliance/network level, some alliance relationships are organized in a way 
that makes it difficult for others to replicate. There is much truth behind Tolstoy’s 
opening statement in Anna Karenina: “All happy families are like one another; each 
unhappy family is unhappy in its own way.” Given the difficulty for individuals in 
unhappy marriages to improve their relationship (despite an army of professional mar-
riage counselors, social workers, friends, and family members), it is not surprising that 
firms in unsuccessful alliances (for whatever reason) often find it exceedingly challeng-
ing, if not impossible, to organize and manage their interfirm relationships better. 

Institution-Based Considerations 
Because institutions governing alliances and networks include formal and informal 
constraints supported by regulatory and normative/cognitive pillars, we will examine 
them in turn (see Figure 7.2).
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FORMAL INSTITUTIONS SUPPORTED BY A REGULATORY PILLAR

Strategic alliances and networks function within formal legal and regulatory frame-
works. The impact of these formal institutions can be found along two dimensions: (1) 
antitrust (or collusion) concerns and (2) entry mode requirements. First, many firms 
establish alliances with competitors. For instance, Siemens and Bosch compete in auto-
motive components and collaborate in white goods. Cooperation between competitors 
is usually suspected of at least some tacit collusion by antitrust authorities (see Chapter 
8). However, because integration within alliances is usually not as tight as acquisitions 
(which would eliminate one competitor), antitrust authorities have a higher likeli-
hood to approve alliances as opposed to acquisitions.26 The proposed merger between 
American Airlines and British Airways was blocked by both US and UK antitrust 
authorities. However, they have been allowed to form an alliance that has eventually 
grown to become the multipartner One World. 

Second, formal requirements on market entry modes affect alliances and networks. 
In many countries, governments discourage or simply ban acquisitions to establish WOS, 
thereby leaving some sort of alliances with local firms to be the only entry choice for FDI. 
For instance, the pre-NAFTA Mexican government not only limited multinationals’ 
entries to JVs, but also dictated the maximum ceiling of their equity position to be 49% 
(prior to 1994). In another example, the Fuji Xerox JV was originally proposed in 1962 as 
a sales company to market Xerox products in Japan, but the Japanese government refused 
to approve the JV unless there was some technology transfer from Xerox to Fuji. 

Recently, two characteristics have arisen concerning formal government policies on 
entry mode requirements. First is the general trend toward more liberal policies. Many 
governments (such as those in Mexico and South Korea) that historically only approved 
JVs have now allowed WOS as an entry mode. As a result, there is now a noticeable 
decline of JVs and a corresponding rise of acquisitions in emerging economies.27 A 
second characteristic is that despite such general movement toward more liberal policies, 
many governments still impose considerable requirements, especially when foreign 
firms acquire domestic assets. Only JVs are permitted in the strategically important 
Chinese automobile assembly industry and the Russian oil industry, thus eliminating 
acquisitions as a choice. US regulations only permit up to 25% of the equity of any US 
airline to be held by foreign carriers, and EU regulations limit non-EU ownership to 
49% of EU-based airlines. 

INFORMAL INSTITUTIONS SUPPORTED BY NORMATIVE 
AND COGNITIVE PILLARS

The first set of informal institutions centers on collective norms, supported by a nor-
mative pillar. A core idea of the institutional perspective is that because firms act to 
enhance or protect their legitimacy, copying other reputable organizations—even 
without knowing the direct performance benefits of doing so—may be a low-cost way 
to gain legitimacy. Therefore, when competitors have a variety of alliances, jumping 
on the alliance “bandwagon” may be perceived as a “cool” way to join the norm as 
opposed to ignoring industry trends.28 In other words, informal but powerful norma-
tive pressures from the business press, investment community, and board deliberations 
probably drove late-mover firms such as Ford to ally with relatively obscure partners in 
China (discussed earlier) as opposed to having no partner and hence no presence there. 
For the same reason unmarried adults tend to experience some social pressure to get 
married, firms insisting on “going alone,” especially when they experience performance 
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problems, often confront similar pressures and criticisms from peers, analysts, investors, 
and the media.29 The flipside of such a behavior is that many firms rush into interfirm 
relationships without adequate due diligence and then get burned. 

A second set of informal institutions stresses the cognitive pillar, which centers on 
the internalized taken-for-granted values and beliefs that guide firm behavior. BAE 
Systems (formerly British Aerospace) announced in the 1990s that all its future aircraft 
development programs would involve alliances, evidently believing that an alliance 
strategy was the right thing to do.

Overall, both of the two core propositions that underpin the institution-based view 
(first introduced in Chapter 4) are applicable. The first proposition—individuals and 
firms rationally pursue their interests and make strategic choices within institutional 
constraints—is illustrated by the constraining and enabling power of the formal regula-
tory pillar, the informal but powerful normative pillar, and the internalized but evident 
cognitive pillar. The second proposition—when formal constraints fail, informal con-
straints may play a larger role—is also evident. This is because similar to the institutions 
governing human marriages, formal regulations and contracts can govern only a small 
(although important) portion of alliance/network behavior, and the success and fail-
ure of such relationships, to a large degree, depend on the day-in-day-out interaction 
between partners influenced by informal norms and cognitions.30 This point will be 
expanded in more detail in the next three sections on the formation, evolution, and 
performance of strategic alliances and networks.

Formation
How are alliances formed? Figure 7.3 illustrates a three-stage model to address this 
question.31

Stage One: To Cooperate or Not to Cooperate?
In Stage One, a decision is made on whether to form alliances as opposed to relying 
on pure market transactions or acquisitions.32 To grow by pure market transactions, 
the firm has to independently confront competitive challenges. This is very demand-
ing even for resource-rich multinationals.33 Acquisitions have some unique challenges 
and drawbacks (see Chapter 9). Thus, many managers conclude that alliances are the 
way to go. 

Stage Two: Contract or Equity? 
As noted in Chapter 6, the choice between contract and equity is crucial.34 Table 7.2 
identifies four driving forces. First, the key is the character of shared capabilities. The 
more tacit (that is, hard to describe and codify) they are, the more likely equity involve-
ment is preferred. Although not the only source of learning, learning by doing is perhaps 
the most effective way to learn complex know-how. Just like individuals learning how 
to cook will not get the job done by reading cookbooks alone, firms learning how to 
produce cars will find that no amount of learning from books and reports containing 
codified knowledge is enough.35 Tacit knowledge can only be acquired via learning by 
doing, preferably with experts as alliance partners. 

learning by doing
A way of learning not 
by reading books but by 
engaging in hands-on 
activities.
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A lot of tacit knowledge dealing with complex skills and know-how is embedded 
in specific organizational settings and is “sticky” (that is, tough to isolate from the par-
ticular firm that possesses such knowledge).36 Hypothetically, assuming Toyota is able 
to codify all the tacit knowledge associated with the legendary “Toyota production 
system” (TPS)—something that is impossible to do in reality—and sell it, the buyer 

TABLE 7.2 Equity-Based versus Non-Equity-Based Strategic Alliances and Networks

DRIVING FORCE EQUITY-BASED ALLIANCES/NETWORKS NON-EQUITY-BASED ALLIANCES/NETWORKS

Nature of shared resources  High Low
(degree of tacitness and complexity)

Importance of direct organizational  High Low
monitoring and control

Potential as real options High (for possible upgrading to  High (for possible upgrading to equity-based
 M&As) relationships)

Influence of formal institutions High (when required or encouraged  High (when required or encouraged by
 by regulations) regulations)

STAGE I

To cooperate

or not to

cooperate?

STAGE II

Contract

or equity?
STAGE III

Specifying the

relationship

Equity

Strategic investment

Cross-shareholding

Joint venture

Contract

Co-marketing

Market transactions

Mergers and acquisitions

Pursue cooperative
interfirm relationships 

R&D contracts

Turnkey project

Strategic supplier/distributor

Licensing/franchising

FIGURE 7.3 Alliance Formation

Source: Adapted from S. Tallman & O. Shenkar, 1994, A managerial decision model of international cooperative venture formation (p. 101), 
Journal of International Business Studies, 25 (1): 91-–113.
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will probably find that no matter how hard it tries, it is simply unable to completely 
replicate TPS. This is because TPS, by definition, is firm-specific and has a high 
degree of “stickiness” associated with Toyota. Short of completely acquiring Toyota 
(an extremely costly proposition), no other firm can hope to totally master this system. 
Further, if many Toyota employees leave after the acquisition (a realistic scenario at 
most acquired firms), again, the acquirer will find that its mastery of the system is 
incomplete. Thus, the most realistic way to access TPS is to establish an equity-based 
alliance in order to learn how to “do it” side by side with Toyota, as GM did through 
its NUMMI JV with Toyota. In general, equity-based alliances are more likely to 
be formed when dealing with more complex technology and know-how (such as 
NUMMI) than with less complex skills that can be more efficiently transferred between 
two organizations (such as McDonald’s franchising).

A second driving force is the importance of direct monitoring and control. Equity 
relationships allow firms to have at least partial direct control over joint activities on 
a continuing basis, whereas contractual relationships usually do not allow that.37 In 
general, firms prefer equity alliances (and a higher level of equity) if they fear that their 
intellectual property may be expropriated.

A third driver is real options thinking. Some firms prefer to first establish contrac-
tual relationships, which can be viewed as real options (or stepping stones) for possible 
upgrading into equity alliances should the interactions turn out to be mutually satis-
factory. Danone’s interest in acquiring Wahaha’s businesses may be indicative of such 
thinking (see Opening Case).

Finally, the choice between contract and equity also boils down to institutional 
constraints.38 As noted earlier, some governments eager to help domestic firms climb 
the technology ladder either require or actively encourage the formation of JVs 
between foreign and domestic firms. The Chinese auto industry is a case in point.

Stage Three: Positioning the Relationship
Although the formation of strategic alliances has historically been assumed to be between 
two partners, the proliferation of interfirm relationships suggests that such thinking 
may need to be expanded. Given that each firm is likely to have multiple interfirm 
relationships, it is important to manage them as a corporate portfolio (or network). 
The combination of several individually “optimal” relationships may not create an 
optimal relationship portfolio for the entire firm, in light of some tricky alliances with 
competitors.39 In a world of multilateral intrigues, one step down the alliance path, 
which may open some doors, may foreclose other opportunities. In other words, “my 
friend’s enemy is my enemy, and my enemy’s enemy is my friend.” Therefore, to prevent 
an “alliance gridlock,” carefully assessing the impact of each individual relationship 
prior to its formation on the firm’s other relationships becomes increasingly important. In 
particular, the scope of a new relationship needs to be properly defined. 

Evolution
All relationships evolve—some grow, others fail.40 This section deals with three aspects: 
(1) combating opportunism, (2) evolving from strong ties to weak ties, and (3) going 
through a divorce. 
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Combating Opportunism
The threat of opportunism looms large on the horizon. Most firms want to make 
their relationship work, but also want to protect themselves in case the other side is 
opportunistic.41 While it is difficult to completely eliminate opportunism, it is possible 
to minimize its threat by (1) walling off critical capabilities or (2) swapping critical 
capabilities through credible commitments. 

First, both sides can contractually agree to wall off critical skills and technologies not 
meant to be shared. For example, GE and Snecma cooperated to build jet engines, yet GE 
was not willing to share its proprietary technology fully with Snecma. GE thus presented 
sealed “black box” components, the inside of which Snecma had no access to, while 
permitting Snecma access to final assembly. This type of relationship, in human marriage 
terms, is like couples whose premarital assets are protected by prenuptial agreements. As 
long as both sides are willing to live with these deals, these relationships can prosper. 

The second approach, swapping skills and technologies, is the exact opposite of the 
first approach. Both sides not only agree not to hold critical skills and technologies back, 
but also make credible commitments to hold each other as a “hostage.”42 Motorola, for 
instance, licensed its microprocessor technology to Toshiba, which, in turn, licensed its 
memory chip technology to Motorola. Setting up a parallel and reciprocal relationship 
may increase the incentives for both partners to cooperate. For example, the agreement 
between France’s Pernod-Ricard and America’s Heublein to distribute Heublein’s 
Smirnoff vodka in Europe was balanced by another agreement in which Heublein 
agreed to distribute Pernod-Ricard’s Wild Turkey bourbon in the United States. In a 
nutshell, such mutual “hostage taking” reduces the threat of opportunism. 

In human marriage terms, mutual “hostage taking” is similar to the following com-
mitment: “Honey, I will love you forever. If I betray you, feel free to kill me. But if 
you dare to betray me, I’ll cut your head off!” To think slightly outside the box, the 
precarious peace during the Cold War can be regarded as a case of mutual “hostage 
taking” that worked. Because both the United States and Soviet Union held each other 
as a “hostage,” nobody dared to launch a first nuclear strike. As long as the victim of 
the first strike had only one nuclear ballistic missile submarine left (such as the American 
Ohio class or the Soviet Typhoon class), this single submarine would have enough 
retaliatory firepower to wipe the top 20 US or Soviet cities off the surface of earth, 
an outcome that neither of the two superpowers found acceptable (see the movie The 

Hunt for Red October). The Cold War did not turn hot in part because of such “mutually 
assured destruction” (MAD!)—a real military jargon. 

Evolving from Strong Ties to Weak Ties
First introduced in Chapter 5, strong ties are more durable, reliable, and trustworthy 
relationships cultivated over a long period of time. Strong ties have two advantages.

• Strong ties are associated with the exchange of finer-grained higher-quality 
information. 

• Strong ties serve as an informal social-control mechanism that is an alternative to 
formal contracts, and thus act to combat opportunism.43 It is not surprising that 
many strategic alliances and networks are initially built upon strong ties among 
individuals and firms.
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Defined as relationships characterized by infrequent interaction and low intimacy, 
weak ties, paradoxically, are more wide-ranging and likely to provide more opportu-
nities. Weak ties, despite their limited ability to serve as a social-control mechanism, 
enjoy two advantages. 

• Weak ties are less costly (requiring less time, energy, and money) to maintain.

• Weak ties excel at connecting with distant others possessing unique and novel 
information for strategic actions—often regarded as the strength of weak ties. 
This may be especially critical as firms search for new knowledge for cutting-edge 
technologies and practices.  

In the same way that individuals tend to have a combination of a small number 
of good friends (strong ties) and a large number of acquaintances (weak ties), firms at 
any given point in time are likely to have a combination of strong ties and weak ties 
in their interfirm relationships. Both strong and weak ties “are beneficial to firms, but 
under different conditions—for different purposes and at different times.”44 One of the 
conditions influencing the types of advantages that firms require is the degree to which 
their strategies are designed to exploit current resources (such as existing connections) 
or explore new opportunities (such as future technologies). 

Of particular interest to us is the distinction between “exploitation” and “exploration” 
noted by James March, a leading organization theorist. Exploitation refers to “such 
things as refinement, choice, production, efficiency, selection, and execution,” whereas 
exploration includes “things captured by terms such as search, variation, risk taking, 
experimentation, play, flexibility, discovery, and innovation.”45 While both kinds of 
strategic activities are important and often occur simultaneously, there is a trade-off 
between the two because of the limited resources firms possess.46 Thus, an emphasis

on either set of the ties is often necessary during a particular period. In environments 
conducive for exploitation, strong ties may be more beneficial. Conversely, in environ-
ments suitable for exploration, weak ties may be preferred. 

Many strong ties evolve to become weak ties. Examples from two contexts illus-
trate these dynamics. First, a new start-up often first concentrates on dense strong ties 
because it “seeks to exploit the current external networks and resources of the found-
ing entrepreneur(s) to ensure its survival.”47 In the next phase, having largely exploited 
(and exhausted) the initial set of opportunities, the firm needs to search for new oppor-
tunities. Therefore, it shifts to exploration in order to seek new opportunities, thus 
calling for more weak ties with greater diversity. Amazon’s changing alliance portfolio 
is indicative of such evolution. Initially, Amazon established strong ties with a few key 
publishing and distributing firms. As Amazon expanded to cover new products (toys 
and CDs) and new business models (auctions), it formed numerous weak ties with a 
variety of large suppliers, small merchants, and auction houses.

A second example is JVs formed by two partners. Over time as the initial set of oppor-
tunities are exploited and exhausted by the JV, partners, as they embark on new searches, 
may prefer to establish some weak-ties-based relationships with a diverse set of players. In 
other words, the strong ties within the JV may become too limiting. However, original 
partners will naturally become upset. In a human marriage, it is easy to appreciate the fury 
of one spouse when the other spouse is exploring other relationships (although only weak 
ties!). In the case of the Danone–Wahaha dispute, both sides were upset by the numerous 
relationships outside the scope of their JV relationship (see Opening Case).

exploitation
Actions captured 
by terms such as 
refinement, choice, 
production, efficiency, 
selection, and execution.

exploration
Actions captured by 
terms such as search, 
variation, risk taking, 
experimentation, play, 
flexibility, discovery, 
and innovation.
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From Corporate Marriage to Divorce48 
Alliances are often described as “corporate marriages” and, when terminated, “corporate 
divorces.” Figure 7.4 portrays an alliance dissolution model. To apply the metaphor of 
human divorce, we focus on the two-partner alliance. The party that is the first to seek 
to exit is labeled the initiator, while the other party is termed the partner—for lack of 
a better word.

The first phase is initiation. The process begins when the initiator starts feeling 
uncomfortable with the alliance (for whatever reason). Wavering begins as a quiet 
unilateral process by the initiator, which was Daewoo in the first JV with General 
Motors (see Closing Case). After repeated demands to modify GM’s behavior failed, 
Daewoo began to sense that the alliance was probably unsalvageable. At this point, the 
display of discontent became bolder. Initially, GM, the partner, might simply not “get 
it.” The initiator’s “sudden” dissatisfaction might confuse the partner. Sometimes, the 
partner responds by committing some grievous error, of the sort that GM seemingly 
made when flatly denying Daewoo’s request to extend the JV’s product line and market 
coverage. As a result, initiation tends to escalate. 

The second phase is going public. The party that breaks the news first, such as 
Wahaha in its dispute with Danone (see Opening Case), has a first-mover advantage. 
By presenting a socially acceptable reason in favor of its cause, this party is able to win 
sympathy from key stakeholders, such as parent company executives, investors, and 

Initiation Reconciliation

Going public Mediation by third parties

Uncoupling Last minute salvage

Aftermath Go alone

New relationship

FIGURE 7.4 Alliance Dissolution

Source: Adapted from M. W. Peng & O. Shenkar, 2002, Joint venture dissolution as corporate divorce (p. 95), 
Academy of Management Executive, 16 (2): 92–105.
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journalists. Not surprisingly, the initiator is likely to go public first, blaming the failure 
on the partner. Alternatively, the partner may preempt the move by blaming the initiator 
in public and establishing the righteousness of its position.

The third phase is uncoupling. Like human divorce, alliance dissolution can be 
friendly or hostile. In uncontested divorces, both sides attribute the separation more on, 
say, a change in circumstances. For example, Eli Lilly and Ranbaxy phased out their JV 
in India and remained friendly with each other. In contrast, contested divorces involve 
a party that accuses another. The worst scenario is “death by a thousand cuts,” inflicted 
by one party at every turn (see Opening Case). 

The last phase is aftermath. Like most divorced individuals, most (but not all) 
“divorced” firms are likely to search for new partners. Understandably, the new alliance 
(such as the second GM–Daewoo JV) is often negotiated more extensively.49 One 
Italian executive reportedly signed each of the 2,000 pages (!) of an alliance contract.50

However, excessive formalization may signal a lack of trust—in the same way that 
prenuptials may scare away some prospective human marriage partners. 

Performance
Performance is a central focus for strategic alliances and networks.51 This section 
discusses (1) the performance of alliances and networks and (2) the performance of 
parent firms. 

The Performance of Strategic Alliances and Networks
There has been no consensus on what constitutes alliance performance.52 A combina-
tion of objective measures (such as profit and market share) and subjective measures 
(such as managerial satisfaction) can be used (Table 7.3). Figure 7.5 shows four fac-
tors that may influence alliance performance: (1) equity, (2) learning and experience, 
(3) nationality, and (4) relational capabilities. However, none of them asserts an unam-
biguous, direct impact on performance.53 Research has found that they may have 
some correlations with performance. First, the level of equity may be crucial. A higher 
level of equity is indicative of stronger commitment that is likely to result in higher 
performance.54 

Second, whether firms have successfully learned from partners features prominently 
when assessing alliance performance.55 Since learning is abstract in nature, experience, 

TABLE 7.3 Alliance- and Network-Related Performance Measures

ALLIANCE/NETWORK LEVEL  PARENT FIRM LEVEL

Objective Objective

• Financial performance (e.g., profitability) • Financial performance (e.g., profitability)

• Product market performance (e.g., market share) • Product market performance (e.g., market share)

• Stability and longevity • Stock market reaction

Subjective Subjective

• Level of top management satisfaction  • Assessment of goal attainment
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which is relatively easy to measure, is often used as a proxy.56 While experience helps, 
its impact on performance is not linear. There is a limit beyond which further increase 
in experience may not enhance performance.57

Third, nationality may affect performance. For the same reason that human mar-
riages between parties of dissimilar backgrounds are less stable than those with similar 
backgrounds, dissimilarities in national culture may create strains in alliances.58 Not 
surprisingly, international alliances tend to have more problems than domestic ones.59

When conflicts arise, it is often difficult to ascertain whether the other side is being 
opportunistic or is simply being (culturally) different.  

Lastly, alliance performance may fundamentally boil down to “soft” and hard-to-
measure relational capabilities. The art of relational capabilities, which is firm-specific 
and difficult to codify and transfer, may make or break alliances.60 Overall, it would 
be naïve to think that any of these single factors such as equity, learning, nationality, 
and relational capabilities would guarantee success. It is their combination that jointly 
increases the odds for the success of strategic alliances. 

The Performance of Parent Firms
Do parent firms benefit from strategic alliances and networks?61 This goes back to the 
value-added aspect of these relationships (discussed earlier). Compared with the relative 
lack of consensus on alliance/network performance, there has been some convergence 
on the benchmarks of firm performance (such as profitability, product market share, 
and stock market reaction), in addition to the more subjective measure of goal attain-
ment as perceived by management (see Table 7.3). 

A number of studies report that a higher level of collaboration and shared technol-
ogy is associated with better profitability and product market share for parent firms.62

Another group of studies focuses on stock market reactions by treating each decision 
to enter or exit a relationship as an “event.” If the event window is short enough 
(several days prior to and after the event), it is possible to view the “abnormal” stock 

Equity

Learning and experience

Nationality

Strategic

alliance performance

Relational capabilities

FIGURE 7.5 What Is Behind Alliance Performance?
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returns as directly caused by that particular event. A number of such “event studies” 
indeed find that stock markets respond favorably to alliance activities, but only under 
certain circumstances, such as (1) complementarities of resources, (2) previous alliance 
experience, (3) ability to manage host country political risks, and (4) partner buyouts.63 
Overall, it is evident that strategic alliances and networks can create value for their 
parent firms, although how to make that happen remains a challenge.

Debates and Extensions
The rise of alliances and networks has generated a number of debates. Three of them 
are introduced here: (1) learning race versus cooperative specialization, (2) majority 
JVs as control mechanisms versus minority JVs as real options, and (3) alliances versus 
acquisitions. 

Learning Race versus Cooperative Specialization64

An influential school of thought is the “learning race” view, contending that firms 
enter alliances, especially JVs, to learn and acquire partners’ capabilities as quickly as 
possible.65 Viewed in such a way, Eli Lilly learned enough from its JV partner Ranbaxy 
in India in the 1990s, and did not need Ranbaxy any more in the 2000s.66 The JV 
was thus bought out to be a WOS. Likewise, Ranbaxy raced to learn from Eli Lilly’s 
world-class technology and operations via the JV, and has now emerged to be a force 
to be reckoned with in the global pharmaceutical industry. Consequently, managers are 
advised to sharpen their firms’ learning edge in order to win in such a race. 

However, critics argue that the suggestion that partners should enter a JV with a 
racing mindset is not always justified. They question two assumptions of the learn-
ing race view, which may be unrealistic. First, the “learning race” view assumes that 
acquiring know-how from partners is always cost-effective. However, a major reason 
for entering alliances in the first place is that in-house development may be inefficient. 
Second, the learning race view assumes that partners are passively being exploited. In 
reality, other partners may be able to block access to key resources.  

The second group, collectively known as the “cooperative specialization” school, 
posits that different firms in a relationship may want to specialize in different tasks in 
exchange for access to partners’ contributions. This is not to suggest that learning races 
do not occur. To the extent these races occur, they represent more of relationship 
pathologies than the typical norms. Such pathologies can be reduced in two ways. First, 
it can be done through the mutual taking of hostages, such as cross-licensing (discussed 
earlier). Second, efforts should be made to prevent spillovers. Alliance partners have the 
natural economic interests to transfer knowledge to their other businesses outside the 
scope of collaboration (see Opening Case). One positive example is Shin Caterpillar 
Mitsubishi, a JV between Caterpillar and Mitsubishi. It became successful after both 
partners completely merged their hydraulic excavator business, thus eliminating incen-
tives to transfer the JV know-how to their own business. 

From a negative and a positive standpoint, the learning race and cooperative spe-
cialization views seem to be the two sides of the same coin. It is difficult to dismiss any 
one side’s validity. However, overemphasizing any one side, such as the learning race 
view, probably is not warranted.
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Majority JVs as Control Mechanisms versus 
Minority JVs as Real Options
A long-standing debate focuses on the appropriate level of equity in JVs. While the 
logic of having a higher level of equity control in majority JVs is straightforward, its 
actual implementation is often problematic. Asserting one party’s control rights, even 
when justified based on a majority equity position and stronger bargaining power, 
may irritate the other party. This is especially likely in international JVs in emerging 
economies, whereby local partners often resent the dominance of Western MNEs (see 
Opening Case). For example, despite the obvious needs for foreign capital, technology, 
and management, Russian managers often refuse to acknowledge that their country, 
which in their view is still a superpower, is an emerging, let alone developing, country. 
Thus, some authors advocate a 50/50 share of management control even when the 
MNE has majority equity.67 

In addition to the usual benefits associated with being a minority partner in JVs 
(such as low cost and less demand on managerial resources and attention), an additional 
benefit alluded to earlier is the ability to exercise real options. In general, the more 
uncertain the conditions, the higher the value of real options. In highly uncertain but 
potentially promising industries and countries, M&As or majority JVs may be inadvis-
able, because the cost of failure may be tremendous. Therefore, minority JVs are recom-
mended toehold investments, seen as possible stepping stones for future scaling up—if 
necessary—while not exposing partners too heavily to the risks involved.68 This may be 
the motive behind Danone’s limited JV relationships with Wahaha, when potential in 
the China market was yet to be proven. However, after the uncertainties were removed, 
Danone was now more interested in scaling up investment by proposing to buy out 
Wahaha’s other businesses (see Opening Case). On the other hand, real options thinking 
is often difficult to implement, in part because firms often find it difficult to abandon 
their options by killing unsuccessful relationships (what if they turn better if we try 
harder?).69 As Danone found out, it is also challenging to scale up when dealing with 
financially successful relationships (Opening Case). 

Since the real options thinking is relatively new, its applicability is still being debated.70 
While the real options logic is straightforward, its practice—when applied to acquisitions 
of JVs—is messy. This is because most JV contracts do not specify a previously agreed 
upon price for one party to acquire the other’s assets. Most contracts only give the rights 
of first refusal to the parties, which agree to negotiate in “good faith.” It is understand-
able that “neither party will be willing to buy the JV for more than, or sell the JV for less 
than its own expectation of the venture’s wealth generating potential.”71 Since alliances 
are based on private negotiations involving no external market valuation of affected assets, 
how to reach an agreement on a “fair” price is tricky (see Opening Case). 

Alliances versus Acquisitions
An alternative to alliances is M&As (see Chapter 9). Many firms seem to pursue M&As 
and alliances in isolation. While many large MNEs have an M&A function and some 
have set up an alliance function (discussed earlier), virtually no firm has established a 
combined “mergers, acquisitions, and alliance” function. In practice, it may be advis-
able to explicitly consider alliances vis-à-vis acquisitions within a single decision frame-
work.72 See Strategy in Action 7.3 for an example.



p a r t  2    Business-Level Strategies208

Shown in Table 7.4, alliances, which tend to be loosely coordinated among part-
ners, do not work well in a setting that requires a high degree of interdependence. 
Such a setting would call for acquisitions. Alliances work well when the ratio of soft to 
hard assets is relatively high (such as a heavy concentration of tacit knowledge), whereas 
acquisitions may be preferred when such a ratio is low. Alliances create value primar-
ily by combining complementary resources, whereas acquisitions derive most of their 
value by eliminating redundant resources. Finally, consistent with real options thinking, 

TABLE 7.4 Alliances versus Acquisitions

 ALLIANCES ACQUISITIONS

Resource interdependence Low High

Ratio of soft to hard assets High Low

Source of value creation Combining complementary resources Eliminating redundant resources

Level of uncertainty High Low

Source: Based on text in J. Dyer, P. Kale, & H. Singh, 2003, Do you know when to ally or acquire? Choosing between acquisitions and alliances, 
Working paper, Brigham Young University. 

Embraer is a Brazilian manufacturer of small 
commercial and military aircraft. It was 

established in 1960 as a state-owned enterprise, 
but was privatized in 1994 with 60% of shares 
owned by private Brazilian interests (though the 
government retains a controlling “golden share”). 
It invested overseas prior to privatization (the 
United States in 1979, Europe in 1988) primarily 
to offer sales and technical support to customers 
in developed markets. However, after 1994—and 
especially in 1999—it entered into a series of 
strategic alliances with European groups such as 
EADS and Thales (France) in order to gain tech-
nology (and to reduce risk by pooling resources). 
Later it made acquisitions to ensure brand recog-
nition in specialist aerospace markets. In 2004, 
it established a manufacturing affiliate in China 
(in which it owns a 51% stake), which assembles 
final aircraft for the Chinese and regional market. 
With 90% of its global sales overseas, Embraer 
can be regarded as one of Brazil’s (indeed Latin 
America’s) few truly global players.  

Source: Excerpts from United Nations, 2006, World Investment 

Report 2006: FDI from Developing and Transition Economies (p. 159), 
New York and Geneva: United Nations/UN Conference on 
Trade and Development (UNCTAD). © United Nations, 2006.
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alliances are more suitable under conditions of uncertainty, and acquisitions are more 
preferred when the level of uncertainty is low.

While these rules are not exactly “rocket science,” “few companies are disciplined 
to adhere to them.”73 Consider the 50/50 JV between Coca-Cola (Coke) and Procter 
& Gamble (P&G) that combined their fruit drink businesses (such as Coke’s Minute 
Maid and P&G’s Sunny Delight) in 2001. The goal was to combine Coke’s distribu-
tion system with P&G’s R&D capabilities in consumer products. However, the stock 
market sent a mixed signal in response, pushing P&G’s stock 2% higher and Coke’s 
6% lower on the day of the announcement. For three reasons, Coke probably could 
have done better by simply acquiring P&G’s fruit drink business. First, a higher degree 
of integration would be necessary to derive the proposed synergies. Second, because 
Coke’s distribution assets were relatively easy-to-value hard assets, while P&G’s R&D 
capabilities were hard-to-value soft assets, the risk was higher for Coke. Finally, little 
uncertainty existed regarding the popularity of fruit drinks and so investors found it 
difficult to understand why Coke would share 50% of this fast-growing business with 
P&G, a laggard in the industry. Not surprisingly, the JV was quickly terminated within 
six months.

On the other hand, many M&As (such as DaimlerChrysler) would have probably 
been better off had the firms pursued alliances, at least initially. Overall, acquisitions 
may be overused as a first step to access resources in another firm, whereas alliances, 
guided by a real options logic, can provide a great deal of flexibility to scale up or scale 
down investments.

The Savvy Strategist
While traditionally firm strategy is, by definition, about how a single firm strategizes, 
the recent rise of alliances and networks has significantly expanded the strategic horizon 
by highlighting interfirm strategy. This new “alliance revolution” has introduced a new 
perspective to the strategy field. Instead of concentrating on competition only, a new 
generation of strategists needs to be savvy at both competition and cooperation—in 
other words, “co-opetition.”74

The savvy strategist thus draws three important implications for action (Table 7.5). 
First, improving relational (collaborative) capabilities is crucial for the success of strategic 
alliances and networks. Given that excellent relational skills are rare among the popula-
tion in general (think of the high divorce rates) and that the business school curriculum 
often emphasizes competition at the expense of collaboration, you need to work extra 
hard to be good at collaboration. The do’s and don’ts outlined in Table 7.6 will provide 
a useful start.

TABLE 7.5 Strategic Implications for Action

•  Improve relational (collaborative) capabilities crucial for the success of strategic alliances 
and networks.

•  Understand and master the rules of the game governing alliances and networks around 
the world.

• Carefully weigh the pros and cons of alliances vis-à-vis those of acquisitions.



p a r t  2    Business-Level Strategies210

Second, you need to understand the rules of the game governing alliances and 
networks—both formal and informal—around the world. Formal rules dictating alli-
ances to be the preferred mode of entry and banning WOS would make it necessary to 
embark on an alliance strategy, as Eli Lilly did when entering India in the 1990s. Over 
time, such rules have been relaxed and WOS allowed, thus enabling some reconsid-
eration of Eli Lilly’s JV strategy. Informal norms and values are also important. In the 
absence of a legal mandate for alliances, the norms for entering emerging economies 
used to be in favor of alliances (see Opening Case). However, the recent trend has 
moved toward phasing out alliances and establishing stronger controls over subsidiaries 
in emerging economies.75 

Third, you need to carefully weigh the pros and cons associated with alliances 
and acquisitions. Diving into alliances (or acquisitions) without considering the other 
option may be counterproductive, as Coca-Cola found out after it established a JV with 
P&G on fruit drinks. Considering alliances vis-à-vis acquisitions within an integrated

decision framework may be necessary.
Overall, this chapter sheds considerable light on the four fundamental questions in 

strategy. The answers to Questions 1 (Why firms differ?) and 2 (How firms behave?) 
boil down to how different industry-, resource-, and institution-based consider-
ations drive alliance and network actions. What determines the scope of the firm 
(Question 3)—or more specifically, the scope of the alliance in this context—can 
be found in the strategic goals behind these relationships. Some alliances may have a 
wide scope in anticipation of an eventual merger (such as the Renault–Nissan alliance), 
while other alliances may have a limited scope, keeping the partners fiercely competi-
tive in other aspects (such as the GM–Toyota JV). Finally, the international success and 
failure of strategic alliances and networks (Question 4) is fundamentally determined by 
how firms develop, possess, and leverage “soft” relational capabilities when managing 
their interfirm relationships, in addition to “hard” assets such as technology and capital. 
In conclusion, there is no doubt that strategic alliances and networks are difficult to 
manage. But managing is hardly ever simple, whether managing external relationships 
or internal units. 

TABLE 7.6 Improving the Odds for Alliance Success

AREA DO’S AND DON’TS

Contract versus “chemistry”  No contract can cover all elements of the relationship. Relying on a detailed contract does 
not guarantee a successful relationship. It may indicate a lack of trust.

Warning signs  Identify symptoms of frequent criticism, defensiveness (always blaming others for problems), 
and stonewalling (withdrawal during a fight). 

Invest in the relationship  Like married individuals working hard to invigorate their ties, alliances require continuous 
nurturing. Once a party starts to waver, it is difficult to turn back the dissolution process.

Conflict resolution mechanisms  “Good” married couples also fight. Their secret weapon is to find mechanisms to avoid 
unwarranted escalation of conflicts. Managers need to handle conflicts—inevitable in any 
alliance—in a credible, responsible, and controlled fashion. 

Source: Based on text in M. W. Peng & O. Shenkar, 2002, Joint venture dissolution as corporate divorce (pp. 101–102), Academy of Management 
Executive, 16 (2): 92–105.
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CHAPTER SUMMARY

 1. Define strategic alliances and networks

• Strategic alliances are voluntary agreements between firms involving the 
exchange, sharing, or co-development of products, technologies, or services.

• Strategic networks are strategic alliances formed by multiple firms.

 2. Articulate a comprehensive model of strategic alliances and networks

• Industry-, resource-, and institution-based considerations form the backbone 
of a comprehensive model of strategic alliances and networks.

 3. Understand the decision processes behind the formation of alliances and networks

• Principal phases of alliance and network formation include (1) deciding whether 
to cooperate or not, (2) determining whether to pursue contractual or equity 
modes, and (3) positioning the particular relationship.

 4. Gain insights into the evolution of alliances and networks

• Three aspects of evolution highlighted are (1) combating opportunism, 
(2) evolving from strong ties to weak ties, and (3) turning from corporate 
marriages to divorces.

 5. Identify the drivers behind the performance of alliances and networks

• At the alliance/network level, (1) equity, (2) learning and experience, 
(3) nationality, and (4) rational capabilities are found to affect alliance and 
network performance.

 6. Participate in three leading debates on alliances and networks

• Three leading debates highlighted are (1) learning race versus cooperative spe-
cialization, (2) majority JVs as control mechanisms versus minority JVs as real 
options, and (3) alliances versus acquisitions.

 7. Draw strategic implications of action

• Improve relational (collaborative) capabilities. 

• Understand and master the rules of the game governing alliances and networks 
around the world.

• Carefully weigh the pros and cons of alliances vis-à-vis those of acquisitions.

KEY TERMS

Constellation

Contractual (non-equity-
based) alliance

Cross-shareholding

Downstream vertical 
alliance

Equity-based alliance

Exploitation

Exploration

Horizontal 
alliance

Joint venture
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Learning by doing

Learning race

Network centrality

Partner rarity

Real option

Relational (collaborative) 
capability

Strategic alliance

Strategic investment

Strategic network

Upstream vertical alliance

CRITICAL DISCUSSION QUESTIONS 
 1. Some argue that at a 30%–70% failure rate (depending on different studies), strategic 

alliances and networks have a strikingly high failure rate and that firms need to scale 
down their alliance and network activities. Others suggest that this failure rate is not 
particularly higher than the failure rate of new entrepreneurial start-ups, internal cor-
porate ventures, new products launched by single companies, and M&As. Therefore, 
such a failure rate is not of grave concern. How would you join this debate?

 2. ON ETHICS: Firms often do not reveal (and try to hide) their true intentions 
during courtship and negotiation stages prior to forming strategic alliances and net-
works. What are the ethical dilemmas here?

 3. ON ETHICS: Some argue that engaging in a “learning race” is unethical. Others 
believe that a “learning race” is part and parcel of alliance relationships, especially 
those with competitors. What do you think? 

CLOSING CASE

General Motors and Daewoo: Married, Divorced, and Married Again

In 1984, General Motors (GM) and Daewoo formed 
a 50/50 joint venture (JV) named the “Daewoo 
Motor Company,” each contributing $100 million 
equity. The JV would produce the Pontiac LeMans, 
based on GM’s popular Opel Kadett model devel-
oped by GM’s wholly owned German subsidiary 
Opel. Commentators hailed the alliance as a brilliant 
outcome of a corporate “marriage” of German tech-
nology and Korean labor (whose cost was low at that 
time). As a win-win combination, GM would tackle 
the small car market in North America and eventually 
expand into Asia, whereas Daewoo would gain access 
to superior technology.

Unfortunately, the alliance was problematic. By 
the late 1980s, Korean workers at the JV launched a 
series of bitter strikes to demand better pay. Ultimately, 
the JV had to more than double their wages, wiping 

out the low-cost advantage. Equally problematic was 
the poor quality of the LeMans. Electrical systems and 
brakes often failed. US sales plummeted to 37,000 
vehicles in 1991, down 86% from the 1988 high.  

However, Daewoo argued that the poor sales 
were not primarily due to quality problems, but due 
to GM’s poor marketing efforts that had not treated 
the LeMans as one of GM’s own models. Further, 
Daewoo was deeply frustrated by GM’s determination 
to block its efforts to export cars to Eastern Europe, 
which Daewoo saw as its ideal market. GM’s reason-
ing was that Eastern Europe was Opel’s territory. 

Gradually, Daewoo secretly developed indepen-
dent car models, while GM initially was unaware of 
these activities. Once Daewoo launched competing 
car models, the troubles associated with this JV, long 
rumored by the media, became strikingly evident. 
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The picture of an “ideal couple” with a “perfect kid” 
(the JV) was now replaced by the image of a dysfunc-
tional family where everybody was pointing fingers 
at each other.

In 1992, GM and Daewoo divorced, with Daewoo 
buying out GM’s equity for $170 million. While GM 
exited the problematic JV, it was left without a manu-
facturing base in Korea. Daewoo, on the other hand, 
embarked upon one of the most ambitious marches 
into emerging economies, building a dozen auto plants 
in Indonesia, Iran, Poland, Ukraine, Uzbekistan, and 
Vietnam. In the process, Daewoo borrowed an 
astounding $20 billion, leading to its collapse during 
the 1997 Asian economic crisis.  

In an interesting turn of events, GM and Daewoo 
joined hands again. Despite its bankruptcy, Daewoo 
attempted to avoid GM and strongly preferred a 
takeover by Ford. But Ford took a pass. Then, GM 
entered the negotiation, eventually forming a new 
JV, called “GM Daewoo Auto and Technology 
Company,” with Daewoo’s Korean creditors in 2001. 
The terms of this marriage were quite different from 
the previous one. Instead of a 50/50 split, GM was 
now in the driver’s seat, commanding a 67% stake 
(with a bargain-basement price of $400 million)—in 
essence, a GM acquisition in disguise. 

This time, GM has fully integrated GM Daewoo 
into its global strategy, because GM now has uncon-
tested control. GM Daewoo makes cars in South 
Korea and Vietnam and exports them to over 140 
countries. One of the most decisive moves is to 
phase out the Daewoo brand tarnished by quality 
problems and financial turbulence, except in South 

Korea and Vietnam. GM has labeled a vast majority of 
cars built by GM Daewoo as Chevrolet, a brand that 
GM usually pitches as more American than the Stars 
and Stripes. In the United States, Latin America, and 
Eastern Europe, the GM Daewoo–built Chevrolet 
Aveo has become one of the best-selling compact cars, 
beating the Toyota Echo and the Hyundai Excel. In 
addition to finished cars, GM Daewoo also makes kits 
to be assembled by local factories in China, Colombia, 
India, Thailand, and Venezuela. In three years, GM 
Daewoo’s worldwide sales of cars and kits reached one 
million, up from 400,000 when GM took over. That 
makes GM Daewoo one of the best-performing units 
of the troubled Detroit automaker. 

Sources: Based on (1) Business Week, 2004, Daewoo: GM’s hot new 
engine, November 29: 52–53; (2) Business Week, 2005, Made in Korea, 
assembled in China, August 1: 48; (3) M. W. Peng & O. Shenkar, 
2002. Joint venture dissolution as corporate divorce, Academy of 

Management Executive, 16: 92–105; (4) Wikipedia, 2008, GM Daewoo, 
en.wikepedia.org.

Case Discussion Questions
 1. Are the conditions in the automobile industry 

facilitating or constraining an alliance strategy?

 2. In the first JV, did GM and Daewoo have the nec-
essary relational capabilities to make the JV work?

 3. In the second JV, have the partners improved their 
relational capabilities? 

 4. How does this case inform the debate on alliances 
versus acquisitions?
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Managing Global 
Competitive Dynamics

KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Articulate the “strategy as action” perspective

2. Understand the industry conditions conducive for cooperation and collusion

3. Explain how resources and capabilities influence competitive dynamics

4. Outline how antitrust and antidumping laws affect domestic and international competition

5. Identify the drivers for attacks, counterattacks, and signaling

6. Discuss how local firms fight multinational enterprises (MNEs)

7. Participate in two leading debates concerning competitive dynamics

8. Draw strategic implications for action
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OPENING CASE: UNILEVER FIGHTS PROCTER & GAMBLE

W ith twin headquarters in the United 
Kingdom and the Netherlands, 
Unilever competes in three major 

geographical areas: Europe, the Americas, and 
Asia-Pacific-Africa (APA). Unilever contests in 
three product markets: foods (such as Knorr soups), 
personal care (such as Calvin Klein cosmetics), and 
fabric care (such as Omo detergent). Combining 
geographic and product dimensions, Unilever thus 
has presence in nine (3 × 3) specific markets. Its main 
global rival in these nine markets is the US-based 
Procter & Gamble (P&G), whose leading brands 
include Folgers coffee (foods), Pampers diapers 
(personal care), and Tide detergent (fabric care). 

A fundamental question for Unilever is: how to 
channel resources that can provide the best oppor-
tunities to outcompete P&G in this global “war”? 

Table 8.1 helps answer this question. Because both 
Unilever and P&G dominate their home markets, 
room for further growth in Europe is limited and 
chances in the Americas are not great. Thus, grow-
ing the APA markets becomes imperative. Of the 
three product markets, Unilever can thrust into 
APA foods where P&G is still weak. For example, 
Hindustan Lever (HLL), Unilever’s Indian subsidi-
ary, acquired a number of local firms, boosting its 
market share in ice cream from zero in the 1990s to 
75% in the mid-2000s. 

In APA fabric care, because P&G’s strengths 
are strong, Unilever has to assemble massive forces 
to launch price wars. In China where P&G is very 
strong, Unilever dropped the price of its Omo 
detergents by 40% in 1999. Because P&G was 
distracted elsewhere, it took two years to match 
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Unilever’s prices, thus ceding its leading position as 
a foreign branded detergent in China to Unilever. 
India is a major APA fabric care market where 
Unilever is stronger, as HLL dominates the deter-
gents market with a 40% share. The challenge there 
is how to defend its stronghold, where P&G has 
been launching a series of price attacks. In 2004, 
P&G slashed prices for Ariel and Tide detergents 
by 25%–50%, forcing HLL to respond similarly. By 
2008, P&G clearly gained fabric care market share 
in India, and HLL’s growth slowed down.

Overall, while winning or losing these “campaigns” 
does not guarantee that Unilever and P&G will win 
or lose the global “war,” systematic thinking focusing 
on one market at a time definitely is helpful. In other 
words, strategists at Unilever and P&G plotting the bat-
tles need to simultaneously think global and act local.

Sources: Based on (1) Author’s interviews, 2003–2007; 
(2) Bloomberg, 2008, Unilever growth to sputter as P&G takes 
market share in India (www.bloomberg.com); (3) I. MacMillan, 
A. van Putten, & R. McGrath, 2003, Global gamesmanship, 
Harvard Business Review, May: 62–71.

TABLE 8.1 Unilever versus P&G

 ATTRACTIVENESS TO UNILEVER P&G’S CLOUT

Europe foods High Low

Europe personal care High Moderate

Europe fabric care High Low

Americas foods Low High

Americas personal care Low High

Americas fabric care Low High

Asia-Pacific-Africa foods High Low

Asia-Pacific-Africa personal care High High

Asia-Pacific-Africa fabric care High High

In the long rivalry between Unilever and P&G, why did they take certain actions 
but not others? Once one side initiates an action, how does the other respond? These 
are some of the key questions in this chapter, which focuses on such competitive 
dynamics—actions and responses undertaken by competing firms.1 Since one firm’s 
actions are rarely unnoticed by rivals, the initiating firm would naturally like to predict 
rivals’ responses before making its own move.2 This process is called competitor analysis, 
advocated a long time ago by the ancient Chinese strategist Sun Tzu’s teaching to not 
only know “yourself” but also “your opponents.”

Recall that Chapter 1 introduced the “strategy as plan” and “strategy as action” 
schools. This chapter elaborates on the “strategy as action” school. As military officers 
have long known, a good plan never lasts longer than the first contact with the enemy 
because the enemy does not act according to our plan (!). Thus, strategy’s defining 
feature is action, not planning. This chapter first highlights the “strategy as action” per-
spective, followed by a comprehensive model. Then, attack, counterattack, and signal-
ing are outlined, with one interesting extension on how local firms fight multinational 
enterprises (MNEs) in emerging economies. Debates and extensions follow. 

competitive dynamics
Actions and responses 
undertaken by compet-
ing firms.

competitor analysis
The process of antici-
pating rivals’ actions 
in order to both revise 
a firm’s plan and pre-
pare to deal with rivals’ 
responses.
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Strategy as Action
The heart of this chapter is the “strategy as action” perspective (Figure 8.1). It suggests 
that the essence of strategy is interaction—actions and reactions that lead to competitive 
advantage. Firms, like militaries, often compete aggressively. Note the military tone of 
terms such as “attacks,” “counterattacks,” and “price wars.”3 In other words, it often 
seems that “business is war.”

So, business is war—or is it? It is obvious that military principles cannot be 
completely applied, because the marketplace, after all, is not a battlefield whose 
motto is “Kill or be killed.” If fighting to the death destroys the “pie,” there will 
be nothing left. In business, it is possible to compete and win without having to 
kill the opposition. In a nutshell, business is simultaneously war and peace (see 
Strategy in Action 8.1). Alternatively, most competitive dynamics concepts can also 
be explained in terms of sports analogies. Sports fans know terms such as “offense” 
and “defense” very well. 

While militaries fight over territories, waters, and air spaces, firms compete in 
markets along product and geographic dimensions (see Opening Case). Multimarket 
competition occurs when firms engage the same rivals in multiple markets.4 Because 
a multimarket competitor can respond to an attack not only in the attacked market 
but also in other markets in which both firms meet, its challenger has to think twice 
before launching an attack. In other words, while firms “act local,” they have to 
“think global.” Because firms recognize their rivals’ ability to retaliate in multiple 
markets, such multimarket competition may result in reduction of competitive intensity 
among rivals, an outcome known as mutual forbearance, which we will discuss in 
more detail next. 

Overall, the “strategy tripod” sheds considerable light on competitive dynamics, 
leading to a comprehensive model (Figure 8.2). The next three sections discuss the 
three “legs” for the tripod.

interaction

Competitive
Response

Competitive

advantage and

performance

Action

FIGURE 8.1 Strategy as Action

Source: From Strategy for Action, Industry Rivalry and Coordination, 1st edition by C.M. Grimm and K.G. Smith, 
p. 62. Copyright © 1997. Reprinted with permission of South-Western, a division of Cengage Learning: www.
cengagerights.com. Fax 800 730-2215.

multimarket 
competition
Firms engage the same 
rivals in multiple 
markets.

mutual forbearance
Multimarket firms 
respect their rivals’ 
spheres of influence 
in certain markets and 
their rivals reciprocate, 
leading to tacit collusion.

www.cengagerights.com
www.cengagerights.com
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Founded in 1986, Cisco is a worldwide leader 
in networking for the Internet. Numerous 

rivals challenged Cisco, but none was threatening 
enough—until the rise of Huawei. Founded in 1987, 
Huawei distinguished itself as an aggressive company 
that led the telecommunications equipment market 
in China. It is remarkable that Huawei, despite being 
a non-state-owned company, was able to not only 
beat all state-owned rivals but also a series of mul-
tinationals in China. In 1999, Huawei launched an 
overseas drive. Starting with $50 million sales (4% 
of overall sales) in international markets in 1999, 
Huawei’s sales outside of China reached $11 billion 
(65% of overall sales) in 2006. What is Huawei’s 
secret weapon? Relative to offerings from com-
petitors such as Cisco, Lucent, Nokia, and Siemens, 
Huawei’s products offer comparable performance at a 
30% lower price. This is music to the ears of telecom 
operators. As a result, Huawei not only penetrated 
many emerging economies, but also achieved sig-
nificant breakthroughs in developed markets such 
as Japan and Western Europe. As of 2007, Huawei 
served 31 of the world’s top 50 telecom operators, 
including Vodafone, Telefonica, KPN, FT/Orange, 
and Italia Telecom. Yet, North America remained 
the toughest nut to crack.

In 2002, Huawei turned its guns on North 
America—Cisco’s stronghold. In Supercomm 2002 
(a trade show) in Atlanta, Huawei’s debut in North 
America, two guests visited the Huawei booth and 
asked detailed questions for 20 minutes. Only after 
the two guests left did one of Huawei’s executives 
recognize that one of the guests was John Chambers, 
Cisco’s CEO. Chambers thus personally experienced 
the aggressive arrival of his archrival from China. 
Thanks to Huawei, Cisco’s sales in China peaked in 
2001 at $1 billion and then never reached anything 
above $600 million. Correspondingly Cisco’s share in 
the Chinese router market dropped from 80% to 50%. 
In North America, facing suspicious buyers, Huawei 
offered “blind” performance tests on Huawei and 
Cisco machines whose logos were removed. Buyers 
often found that the only difference was price.

Cisco’s response was both audacious and unex-
pected. On January 22, 2003, Cisco filed a lawsuit 
in Texas, alleging that Huawei unlawfully copied 
and misappropriated Cisco’s software and docu-
mentation. Cisco’s actions totally caught Huawei off 
guard—the first time it was sued by a foreign rival. 
Even the day of the attack was deliberately chosen. 
It was right before Spring Festival, the main annual 
holiday in China. Thus, none of the Huawei top 
executives was able to spend a day with their family 
in the next few weeks. The media noted that this 
lawsuit squarely put Huawei “on the map” as Cisco’s 
acknowledged enemy number one.

Huawei’s response was also interesting. Huawei 
noted that as a firm that consistently invested 
at least 10% of its sales on R&D, it had always 
respected intellectual property rights (IPR). In addi-
tion to hiring top American lawyers, Huawei also 
announced a joint venture with Cisco’s rival 3Com 
several days before the court hearing in March 2003. 
Consequently, 3Com’s CEO, Bruce Claflin, pro-
vided testimonial supporting Huawei. By using an 
American CEO to fight off another American firm, 
Huawei thus skillfully eroded the “us versus them” 
feeling permeating this case at a time when “China 
bashing” was in the air. 

While both Cisco and Huawei fought in 
court, negotiations between them, often involving 
American and Chinese officials, also intensified. In 
July 2004, Cisco dropped the case. While the details 
of the settlement were confidential, both Cisco and 
Huawei declared victory. Huawei agreed to change 
the software and documentation in question, thus 
partially meeting Cisco’s goals. More importantly, 
Cisco delayed Huawai’s North America offensive 
by one and a half years. Huawei not only refuted 
most of Cisco’s accusations, but also showcased its 
technological muscle under intense media spotlight 
for which it did not have to spend a penny. In part 
thanks to this high-profile case, Huawei’s interna-
tional sales doubled—from approximately $1 billion 
in 2003 to $2 billion in 2004. Clearly, Huawei 
rapidly became a force to be reckoned with. In 

Strategy in Action 8.1 - Strategy in Action 8.1 - Cisco versus Huawei: War and Peace
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Industry-based Considerations
Collusion and Prisoners’ Dilemma
Industry-based considerations are fundamentally concerned with the very first of the 
Porter five forces, rivalry among competitors in an industry (see Chapter 2). Issues 
associated with entry barriers and substitutes, the other two of the five forces, also 
figure prominently. Because Chapter 2 has already discussed rivalry at length, we will 
not repeat it here. What we highlight here is that most firms in an industry, if given 
a choice, would probably prefer a reduced level of competition. “People of the same 
trade seldom meet together, even for merriment and diversion,” wrote Adam Smith 
in The Wealth of Nations (1776), “but their conversation often ends in a conspiracy 
against the public.” In modern jargon, this means that competing firms in an industry 
may have an incentive to engage in collusion, defined as collective attempts to reduce 
competition. 

Collusion can be tacit or explicit. Firms engage in tacit collusion when they indirectly

coordinate actions by signaling their intention to reduce output and maintain pricing 
above competitive levels. Explicit collusion exists when firms directly negotiate output 
and pricing and divide markets. Explicit collusion leads to a cartel—an output- and 
price-fixing entity involving multiple competitors. A cartel is also known as a trust, 
whose members have to trust each other in honoring agreements. Since the Sherman 
Act of 1890, cartels have often been labeled “anticompetitive” and outlawed by antitrust 
laws in many countries. 

In addition to antitrust laws, collusion is often crushed by the weight of its own 
incentive problems. Chief among these problems is prisoners’ dilemma, which under-
pins game theory. The term “prisoners’ dilemma” derives from a simple game in 
which two prisoners suspected of a major joint crime (such as burglary) are separately 
interrogated and told that if either one confesses, the confessor will get a one-year sen-
tence while the other will go to jail for ten years. Since the police do not have strong 
incriminating evidence for the more serious burglary charges, if neither confesses, both 
will be convicted of a lesser charge (such as trespassing) each for two years. If both 
confess, both will go to jail for ten years. At a first glance, the solution to this problem 
seems clear enough. The maximum joint payoff would be for neither of them to con-
fess. However, even if both parties agree not to confess before they are arrested, there 
are still tremendous incentives to confess. 

December 2005, Chambers visited Huawei and for 
the first time met its CEO Ren Zhengfei. The 
former plaintiff and defendant shook hands and had 
friendly discussions like pals, as if nothing had hap-
pened between them. 

Sources: I thank Sunny Li Sun (University of Texas at Dallas) for 
his assistance. Based on (1) cisco.com; (2) Cisco Systems, Inc. et al. v. 

Huawei Technologies, Co., Ltd. et al., Civil Action No. 2:03-CV-027,

Marshall, TX: US District Court for the Eastern District of Texas; 
(3) huawei.com; (4) J. Wu & Y. Ji (2006), Huawei’s World, Beijing: 
China CITIC Press.

Strategy in Action 8.1 - Strategy in Action 8.1 - (continued)

collusion
Collective attempts 
between competing 
firms to reduce 
competition.

cartel
An entity that engages in 
output- and price-fixing, 
involving multiple com-
petitors. Also known as 
a trust.

antitrust laws
Laws that attempt to 
curtail anticompetitive 
business practices such 
as cartels and trusts. 

game theory
A theory which focuses 
on competitive and 
cooperative interaction 
(such as in a prisoners’ 
dilemma situation).
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Translated to an airline setting, Figure 8.3 illustrates the payoff structure for both 
airlines A and B in a given market, let’s say, between Sydney, Australia, and Auckland, 
New Zealand. Assuming a total of 200 passengers, Cell 1 represents the most ideal 
outcome for both airlines to maintain the price at $500 and each gets 100 passengers 
and makes $50,000—the “industry” revenue reaches $100,000. However, in Cell 2, if 
B maintains its price at $500 while A drops it to $300, B is likely to lose all customers. 
Assuming perfectly transparent pricing information on the Internet, who would want 
to pay $500 when you can get a ticket for $300? Thus, A may make $60,000 on 200 
passengers and B gets nobody. In Cell 3, the situation is reversed. In both Cells 2 and 
3, although the industry decreases revenue by 40%, the price dropper increases its revenue 
by 20%. Thus, both A and B have strong incentives to reduce price and hope the other 
side becomes a “sucker.” However, neither likes to be a “sucker.” Thus, both A and B 
may want to chop prices, as in Cell 4, whereby each still gets 100 passengers. But both 
firms as well as the industry end up with a 40% reduction of revenue. A key insight of 
game theory is that even if A and B have a prior agreement to fix the price at $500, 
both still have strong incentives to cheat, thus pulling the industry to Cell 4 whereby 
both are clearly worse off. 

Industry-based considerations

• Concentration 
• Industry leader
• Product homogeneity 
• Entry barriers
• Market commonality with rivals 

Resource-based considerations

• Valuable abilities to attack,
  deter, and retaliate
• Rarity of certain assets
• Imitability of competitive actions
• Organizational skills for actions
• Resource similarity with rivals

Institution-based considerations

• Domestic competition: Primarily
  competition/antitrust policy
• International competition:
  Primarily trade/antidumping policy

Competitive

dynamics

Attack/Counterattack/
Cooperation

FIGURE 8.2 A Comprehensive Model of Global Competitive Dynamics
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Industry Characteristics and Collusion vis-à-vis Competition
Given the benefits of collusion and incentives to cheat, what industries are conducive 
for collusion vis-à-vis competition? Five factors emerge (Table 8.2). The first relevant 
factor is the number of firms or—more technically—the concentration ratio, defined 
as the percentage of total industry sales accounted for by the top four, eight, or twenty 
firms. In general, the higher the concentration, the easier it is to organize collusion. 
In a high-concentration, two-firm interaction (Figure 8.3), when the situation dete-
riorates to Cell 2, B may choose not to respond with “tit-for-tat” because it would 
land in the undesirable Cell 4. Instead, B may choose to retaliate by dropping prices in 
other markets. This sends a relatively clear signal urging A to go back to Cell 1 in the 

(Cell 1)
A: $50,000
B: $50,000

Action 1
A keeps

price at $500

Action 1
B keeps

price at $500

Action 2
A drops

price to $300

Action 2
B drops

price to $300

(Cell 2)
A: $60,000

B: 0

(Cell 4)
A: $30,000
B: $30,000

Airline A

Airline B

(Cell 3)
A: 0

B: $60,000

FIGURE 8.3  A Prisoners’ Dilemma for Airlines and Payoff Structure 
(assuming a total of 200 passengers)

concentration ratio
The percentage of total 
industry sales accounted 
for by the top four, 
eight, or twenty firms.

TABLE 8.2  Industry Characteristics and Possibility of Collusion vis-à-vis 
Competition

COLLUSION POSSIBLE COLLUSION DIFFICULT (COMPETITION LIKELY)
• Few firms (high concentration) • Many firms (low concentration)

• Existence of an industry price leader • No industry price leader

• Homogeneous products • Heterogeneous products

• High entry barriers • Low entry barriers

• High market commonality  • Lack of market commonality
 (mutual forbearance)  (no mutual forbearance)
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Sydney–Auckland market. Now imagine there are 10 airlines in the Sydney–Auckland 
market (a low concentration situation) and six launch some price cutting. The situa-
tion becomes much more complicated. Even when the four remaining airlines prefer 
not to join such a campaign in this particular market, their low price retaliations else-
where, intended to signal to the six price droppers to come to their “senses,” send 
an ambiguous signal. This is because the six price droppers may (mis)interpret the 
retaliatory actions in their other markets not as a response to their price reductions 
in the Sydney–Auckland market, but rather, as an “invasion” of their other markets. 
Therefore, instead of increasing prices in the Sydney–Auckland market, they may also 
drop prices in other markets. Given the high likelihood that the six airlines that drop 
prices may not “get it,” the four remaining airlines may well decide to simply slash 
their prices in the Sydney–Auckland market, thus pushing the entire industry into a 
downward spiral (Cell 4 in Figure 8.3). This happens in many industries with numer-
ous rivals, where price competition is the norm.

Second, the existence of a price leader—a firm that has a dominant market share 
and sets “acceptable” prices and margins in the industry—helps maintain order and sta-
bility needed for tacit collusion. The price leader can signal to the entire industry with 
its own pricing behavior, when it is appropriate to raise or reduce prices, without jeop-
ardizing the overall industry structure. The price leader also possesses the capacity to 
punish, defined as sufficient resources to deter and combat defection. To combat cheat-
ing, the most frequently used punishment entails undercutting the defector by flooding 
the market with deep discounts, thus making the defection fruitless. Such punishment 
is very costly because it will bring significant financial losses in the short run. However, 
if small-scale cheating is not dealt with, defection may become endemic, and the price 
leader will have the most to lose if collusion collapses. Thus, the price leader needs to 
have both the willingness and capabilities to carry out punishments and bear the costs. 
On the other hand, an industry without an acknowledged price leader is likely to be 
more chaotic. Prior to the 1980s, GM played the price leader role, announcing in 
advance the percentage of price increases, and expecting Ford and Chrysler to follow 
(which they often did). Should the latter two step “out of bounds,” GM would punish 
them. However, more recently, when Asian and European challengers refuse to follow 
GM’s lead, GM is no longer willing and able to play this role. Thus, the industry has 
become much more competitive. 

Third, an industry with homogeneous products, in which rivals are forced to com-
pete on price (rather than differentiation), is likely to lead to collusion.5 Because price 
competition is often “cut throat,” firms may have stronger incentives to collude. Since 
1990, many firms in commodity industries around the globe, such as shipping and 
vitamins, have been convicted for price fixing.

Fourth, an industry with high entry barriers for new entrants (such as shipbuilding) 
is more likely to facilitate collusion than an industry with low entry barriers (such as 
restaurants). New entrants are likely to ignore the existing industry “order,” to intro-
duce less homogeneous products with newer technologies (in other words, “disruptive 
technologies”), and to violate industry norms cultivated through social relationships.6 
As “mavericks,” new entrants “can be thought of as loose cannons in otherwise placid 
and calm industries.”7

Finally, market commonality, defined as the degree of overlap between two com-
petitors’ markets, also has a significant bearing on the intensity of rivalry.8 Multimarket 

price leader
A firm that has a domi-
nant market share and 
sets “acceptable” prices 
and margins in the 
industry.

capacity to punish
Having sufficient 
resources to deter and 
combat defection.

market commonality
The degree that two 
competitors’ markets 
overlap.
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firms may respect rivals’ spheres of influence in certain markets and their rivals may 
reciprocate, leading to tacit collusion. To make that happen, firms need to establish 
multimarket contact, by following each other to enter new markets. Thus, when 
Carlsberg enters a new country, Heineken will not be far behind. 

Mutual forbearance, due to a high degree of market commonality, primarily stems 
from two factors: (1) deterrence and (2) familiarity. Deterrence is important because 
a high degree of market commonality suggests that if a firm attacks in one market, its 
rivals have the ability to engage in cross-market retaliation, leading to a costly all-out 
war nobody can afford. Familiarity is the extent to which tacit collusion is enhanced by 
a firm’s awareness of the actions, intentions, and capabilities of rivals. Repeated interac-
tions lead to such familiarity, resulting in more mutual respect. 

Overall, the industry-based perspective has generated a voluminous body of insights 
on competitive dynamics. Recall from Chapter 2 that the predecessor of this perspec-
tive is industrial organization (IO) economics, whose goal is to facilitate competition 
through regulation. IO economics has been influential in competition/antitrust policy. 
For example, concentration ratios used to be mechanically applied by US antitrust 
authorities. For many years (until 1982), if an industry’s top-four firm concentration 
ratio exceeded 20%, it would automatically trigger an antitrust investigation. However, 
since the 1980s, such a mechanical approach has been abandoned, in part because 
“cartels have formed in markets that bear few of the suggested structural criteria and 
have floundered in some of the supposedly ideal markets.”9 Evidently, industry-based 
considerations, while certainly insightful, are unable to tell the complete story, thus 
calling for contributions from resource- and institution-based perspectives to shed light 
on competitive dynamics, as outlined in the next two sections.

Resource-based Considerations
A number of resource-based imperatives, informed by the VRIO framework first out-
lined in Chapter 4, drive decisions and actions associated with competitive dynamics 
(see Figure 8.2).

Value
Firm resources must create value when engaging rivals. For example, the ability to 
attack in multiple markets—of the sort Gillette (now part of P&G) possessed when 
launching its Sensor razors in 23 countries simultaneously—throws rivals off balance, 
thus adding value. Likewise, the ability to rapidly respond to challenges also adds 
value.10 Another example is a dominant position in key markets (such as flights in and 
out of Dallas/Fort Worth for American Airlines). Such a strong sphere of influence 
poses credible threats to rivals, which understand that the firm will defend its core 
markets vigorously. 

One way to add value is patenting. While patents are obviously valuable, firms are 
expanding their scale and scope of patenting, resulting in a “patent race.”11 Microsoft 
now files approximately 3,000 patents a year, up from a mere five in 1990. Intel sits 
on 10,000 patents. Only about 5% of patents end up having any economic value. So 
why do firms spend so much money on the “patent race” (on average, half a million dol-
lars in R&D for one patent)? The answer is primarily defensive and competitive. The 

cross-market 
retaliation
Retaliation in other 
markets when one 
market is attacked by 
rivals. 
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proliferation of patents makes it very easy for one firm to unwittingly infringe on rivals’ 
parents. When being challenged, a firm without a defensive portfolio of patents is at a 
severe disadvantage: It has to pay its rivals for using their patents. On the other hand, 
a firm with strong patents can challenge rivals for their infringements, thus making it 
easier to reach some understanding—or mutual forbearance. Patents, thus, become a 
valuable weapon in fighting off rivals. Primarily for this reason, Huawei now files about 
2,500 patents a year (Strategy in Action 8.1). 

On the other hand, for follower firms unable to win the patent race, one way to 
attack patenting firms is to challenge the value of the patents. Strategy in Action 8.2 
illustrates how follower firms can disrupt patenting firms’ strategies through scientific 
publishing.

Rarity
Either by nature or nurture (or both), certain assets are very rare, thus generating sig-
nificant advantage in competitive dynamics. Singapore Airlines, in addition to claiming 
one of the best locations connecting Europe and Asia Pacific as its home base, has often 
been rated as the world’s best airline. This combination of both geographic advantage 
and man-made reputation advantage is rare, thus allowing Singapore Airlines to always 
charge higher prices and equip itself with newer and better equipment. It is the first 
airline in the world to fly the all new A380.

T he patent system is often characterized as a 
“winner take all” system. The winner, spe-

cifically the patenting firm, will have its intellectual 
property protected for the duration of the patent. 
Ceding a patent to a competitor often spells substan-
tial economic losses for the losing firm, which has to 
pay its competitor for using the patent. In some cases, 
firms losing the patent race may perish by dropping 
out of the market.  

However, firms losing a patent race do not nec-
essarily have to perish. Under the “first to invent” 
rule used by the US Patent and Trademark Office 
(USPTO), some losing firms will be unable to obtain 
a patent because rivals invented such technology ear-
lier. Nevertheless, losing firms can still prevent rivals 
from winning the race. The losing firms’ weapon of 
choice is preemptive publication of scientific results. A 
hallmark of any patent system is the nonobviousness 
test—to qualify for a patent, an invention cannot be 
obvious to a person skilled in the field. Because any 
publication immediately becomes part of the prior 

art, the strategy of preemptive publishing allows 
a firm unable to win the patent race to render an 
otherwise nonobvious invention obvious and, thus, 
unpatentable. In other words, preemptive publica-
tions raise the bar for patentability.

Further, preemptive publications neither have 
to be “peer reviewed” nor have to be “in print.” 
Publications in a firm’s own journal—or even on its 
own website—may suffice as long as they appear before 
the date of invention and are accessible by the public. 

Overall, winners do not “take all” in patent 
races. Firms losing patent races can publish their way 
out. When successfully implemented, a strategy of 
preemptive publishing can not only block winning 
firms from obtaining a patent, but also make new 
information available to all at no extra cost—a clear 
benefit to the society. 

Sources: Based on (1) S. Merrill et al., 2004, A Patent System for 

the 21st Century, Washington: National Research Council; (2) G. 
Parchomovsky, 2000, Publish or perish, Michigan Law Review, 98: 
926–952.

Strategy in Action 8.2 - Strategy in Action 8.2 - Publish or Perish in Patent Race
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Imitability
Most rivals watch each other and probably have a fairly comprehensive (although not 
necessarily accurate) picture of how their rivals compete. However, the next hurdle 
lies in how to imitate successful rivals. It is well known that fast-moving rivals tend to 
perform better.12 Even when armed with this knowledge, slow-moving firms will find 
it difficult to imitate rivals’ actions. Many major airlines have sought to imitate discount 
carriers such as Southwest but have failed repeatedly. 

Organization
Some firms are better organized for competitive actions, such as stealth attacks and 
answering challenges “tit-for-tat.”13 An intense “warrior-like” culture not only 
requires top management commitment, but also employee involvement down to the 
“soldiers in the trenches.” It is such a self-styled “wolf” culture that has propelled 
Huawei to become Cisco’s leading challenger (Strategy in Action 8.1). It is difficult for 
slow-moving firms to suddenly wake up to become more aggressive.14 

On the other hand, more centrally coordinated firms may be better mutual forbear-
ers than firms whose units are loosely controlled. For an MNE competing with rivals 
across many countries, a mutual forbearance strategy requires some units, out of respect 
for rivals’ sphere of influence, to sacrifice their maximum market gains by withholding 
some efforts. Of course, such coordination helps other units with dominant market 
positions to maximize performance, thus helping the MNE as a whole. Successfully 
carrying out such mutual forbearance calls for organizational reward systems and struc-
tures (such as those concerning bonuses and promotions) that encourage cooperation 
between units (see Chapter 10). Conversely, if a firm has competitive reward systems 
and structures (for example, bonuses linked to unit performance), unit managers may 
be unwilling to give up market gains for the greater benefits of other units and the 
whole firm, thus undermining mutual forbearance.15 

Resource Similarity
Resource similarity is defined as “the extent to which a given competitor possesses 
strategic endowment comparable, in terms of both type and amount, to those of the 
focal firm.”16 Firms with a high degree of resource similarity are likely to have similar 
competitive actions. For instance, American Airlines and Japan Airlines may have a 
higher degree of resource similarity than the degree of resource similarity between 
American Airlines and Travelocity. 

If we put together resource similarity and market commonality (discussed earlier), 
we can yield a framework of competitor analysis for any pair of rivals (Figure 8.4). In 
Cell 4, because two firms have a high degree of resource similarity but a low degree of 
market commonality (little mutual forbearance), the intensity of rivalry is likely to be 
the highest. Conversely, in Cell 1, since both firms have little resource similarity but a 
high degree of market commonality, the intensity of their rivalry may be the lowest. 
Cells 2 and 3 present an intermediate level of competition. 

For example, prior to the 1996 entry of Fox (a US-based subsidiary of Rupert 
Murdoch’s News Corporation), the US television news market was in Cell 2. The 
intensity of rivalry was the second lowest because the Big Three networks (ABC, CBS, 
and NBC) had high market commonality (all focusing on the United States) and high 

resource similarity
The extent to which a 
given competitor pos-
sesses strategic endow-
ments comparable to 
those of the focal firm.
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resource similarity (TV programming). However, Fox’s entry has transformed the 
game.17 In addition to its Australian roots, News Corporation is a global player with 
presence in Asia, Canada, and Europe. In other words, while Fox shares high resource 
similarity with the Big Three, it has low market similarity with the Big Three, which 
have very little non-US presence. The upshot? The industry is now in Cell 4 with 
the highest intensity of rivalry. That is why Fox can beat up the Big Three, with little 
fear of its non-US markets being retaliated against. Fox is now the most watched news 
channel in the United States, reaching 96% of US households. The Big Three thus pay 
a heavy price for their US-centric mentality. Overall, conscientious mapping along the 
dimensions outlined in Figure 8.4 can help managers sharpen their analytical focus, 
allocate resources in proportion to the degree of threat each rival presents, and avoid 
nasty surprises.

Fighting Low-Cost Rivals18

A leading challenge for incumbents is how to deal with low-cost rivals. By the early 
1990s, Costco, Dell, Southwest Airlines, and Wal-Mart showed their low-cost teeth. 
Now, low-cost rivals pop up around the world, such as Ireland’s Ryanair in airlines 
and India’s Ranbaxy and Israel’s Teva in generic drugs. For incumbents, ignoring them 
will be dangerous, but do incumbents have the necessary capabilities to fight low-cost 
rivals? Figure 8.5 suggests a framework for responding to low-cost rivals.

This framework suggests that incumbents need to resist the urge to initiate price 
wars in an effort to drive out low-cost rivals. From an institution-based view, preda-
tory pricing may be illegal in many countries (see next section). From a resource-based 

(Cell 1)
Intensity of rivalry

Lowest Second lowest

Second highest Highest

Low

High

High

Low

(Cell 2)
Intensity of rivalry

(Cell 4)
Intensity of rivalry

Resource Similarity

(Cell 3)
Intensity of rivalry

Market
Commonality

FIGURE 8.4 A Framework for Competitor Analysis between a Pair of Rivals

Sources: Adapted from (1) M. Chen, 1996, Competitor analysis and interfirm rivalry: Toward a theoretical 
integration (p. 108), Academy of Management Review, 21: 100–134 and (2) J. Gimeno & C. Y. Woo, 1996, 
Hypercompetition in a multimarket environment: The role of strategic similarity and multimarket contact in competitive 
de-escalation (p. 338), Organization Science, 7: 322–341.
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view, in a race to the bottom, incumbents usually lose, because low-cost rivals have 
much better capabilities in the low-cost game. K-Mart not only failed to beat Wal-
Mart on price, but also dragged itself into bankruptcy. Similarly, United Airlines dueled 
Southwest, and British Airways (BA) took on Ryanair. In the end, Southwest has 
soared but United has crash landed into bankruptcy (repeatedly). Ryanair has operating 
margins three times those of BA (23% versus 7%) and is now worth more than BA in 
capitalization. 

One advice for incumbents is to enhance differentiation and convince customers to 
pay for such benefits (see Chapter 2). Apple designs cool gadgets. Target charges a small 
premium above Wal-Mart prices, as opposed to trying to beat Wal-Mart prices. 

However, when differentiation fails and incumbents are forced to go downmarket, 
they need to take a hard look at the O aspect from a VRIO standpoint: Do they have 

Will this low cost
rival take away any of 
my present or future
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Are sufficient
numbers of

consumers willing to
pay more for the
benefits I offer?

If I set up a low-
cost business, will it
generate synergies
with my existing

business?

Learn to live with
a smaller company.
If possible, merge

with or take
over rivals.

Switch to selling
solutions or

transform your
company into

a low-cost player.

Watch, but don’t
take on the
new rival.

Intensify differentiation by offering more benefits.
Over time, restructure your company to reduce the

price of the benefits you offer.

Attack your low-cost rival by setting up a
low-cost business.

Don’t launch a price war. Increase the differentiation
of your products by using a combination of tactics.
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NO NO
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FIGURE 8.5 How to Fight a Low-Cost Rival

Source: Adapted from N. Kumar, 2006, Strategies to fight low-cost rivals, Harvard Business Review (p. 107), December: 104–112. 
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the necessary organizational capabilities to effectively compete against low-cost rivals? 
Incumbents tend to have the delusion that based on their experience, they can easily 
replicate low-cost operations. In the 1990s, most major airlines launched no-frills 
operations, such as BA’s Go, Continental Lite, Delta Express, KLM’s Buzz, SAS’s 
Snowflake, and United’s Shuttle. Since then, all these operations have been shut down 
or sold off, indicative of both a lack of organizational capabilities and a lack of ability 
to learn “new tricks.”

Eventually, while incumbents may (hopefully successfully) transform themselves 
to become low-cost players, they may also switch to selling solutions. For example, 
IBM switched from selling hardware, whose markets are eroded by low-cost rivals, 
to selling high-end solutions. IBM now sells whatever combination of hardware, 
software, and services that customers prefer, whether that means selling IBM prod-
ucts or rivals’ offerings. The leading piano maker Steinway now focuses on the 
“experience,” and sells a large number of pianos made by its low-cost rival, Pearl 
River from China, which has formidable manufacturing firepower but limited 
branding capabilities.

Institution-based Considerations
In a nutshell, the institution-based view advises managers to be well versed in the “rules 
of the game” governing domestic and international competition. Surprisingly, the 
existing global (or mainstream) strategy textbooks have relatively little (or sometimes 
no) coverage on the institutions governing competitive dynamics. This is unfortunate 
because a lack of understanding of these institutions may land otherwise successful firms 
(such as Microsoft) in deep trouble. In a nutshell, the institution-based view argues that 
free markets are not necessarily free. This section focuses on formal institutions govern-
ing domestic and international competition.

Formal Institutions Governing Domestic Competition: 
A Focus on Antitrust
Formal institutions governing domestic competition are broadly guided by competition 
policy, which “determines the institutional mix of competition and cooperation that 
gives rise to the market system.”19 Of particular relevance to us is antitrust policy 
designed to combat monopolies and cartels.20 Competition/antitrust policy seeks to 
balance efficiency and fairness. While efficiency is relatively easy to understand, it is 
often hard to agree on what is fairness (see Strategy in Action 8.3 on Google). In the 
United States, fairness means equal opportunities for incumbents and new entrants. It 
is “unfair” for incumbents to raise entry barriers to shut out new entrants. However, 
in Japan, fairness means the opposite—that is, incumbents that have invested in and nur-
tured an industry for a long time deserve to be protected from the intrusion brought 
by new entrants. What Americans approvingly describe as “market dynamism” is 
negatively labeled by Japanese as “market turbulence;” the Japanese ideal is “orderly 
competition” (in other words, incumbent dominance—see Integrative Case on the 
Japanese bookselling industry). Overall, the American antitrust policy is proconsumer, 
whereas the Japanese approach is proincumbent. It is difficult to argue who is right or 
wrong here, but we need to be aware of such crucial differences.

competition policy
Policy governing the 
rules of the game in 
competition, which 
determine the institu-
tional mix of competi-
tion and cooperation 
that gives rise to the 
market system.

antitrust policy
Competition policy 
designed to combat 
monopolies, cartels, 
and trusts.
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Strategy in Action 8.3 - Strategy in Action 8.3 - Who’s Afraid of Google?

Ethical Challenge

R arely if ever has a company risen so fast in so 
many ways as Google, the world’s most popular 

search engine. This is true by just about any meas-
ure: the growth in its market value and revenues; 
the number of people clicking in search of news, 
the nearest pizza parlor, or a satellite image of their 
neighbor’s garden; the volume of its advertisers; or 
the number of its lawyers and lobbyists. 

Such an ascent is enough to evoke concerns—
both paranoid and justified. The list of constituen-
cies that hate or fear Google grows by the week. 
Television networks, book publishers, and newspaper 
owners feel Google has grown by using their content 
without paying for it. Telecom firms such as AT&T 
and Verizon are miffed that Google prospers, in their 
eyes, by free-riding on the bandwidth they provide—
especially when it is about to bid against them in a 
forthcoming auction for radio spectrum. Many small 
firms hate Google because they relied on exploit-
ing its search formulas to win prime positions in its 
rankings, but dropped to the Internet’s equivalent of 
Hades after Google tweaked these algorithms. 

And now come the politicians. Libertarians dislike 
Google’s deal with China’s censors. Conservatives 
moan about its uncensored videos. But the big new 
fear has to do with the privacy of its users. Google’s 
business model assumes that people will entrust it 
with ever more information about their lives, to be 
stored in the company’s “cloud” of remote comput-
ers. These data begin with the logs of a user’s searches 
(in effect, a record of his interests) and his responses 
to advertisements. Often they extend to the user’s 
e-mail, calendar, contacts, documents, spreadsheets, 
photos, and videos. They could soon include even 
the user’s medical records and precise location (deter-
mined from his or her mobile phone). 

More JP Morgan than Bill Gates
Google is often compared to Microsoft (another 
enemy, incidentally), but its evolution is actually 
closer to that of the banking industry. Just as financial 

institutions grew to become depositories of people’s 
money, and thus guardians of private information 
about their finances, Google is now turning into a 
custodian of a far wider and more intimate range 
of information about individuals. Yes, this applies 
also to all rivals such as Yahoo! and Microsoft. But 
Google, through the sheer speed with which it accu-
mulates this treasure of information, will be the one 
to test the limits of what society can tolerate. 

It does not help that Google is often seen as 
arrogant. Granted, this complaint often comes from 
sour-grapes rivals. But many others are put off by 
Google’s cocksure assertion of its own holiness, as 
if it merited unquestioning trust. This after all is the 
firm that chose “Don’t be evil” as its corporate motto 
and that explicitly intones that its goal is “not to 
make money,” as its boss, Eric Schmidt, puts it, but 
to “change the world.” Its ownership structure is set 
up to protect that vision. 

Ironically, there is something rather cloudlike 
about the multiple complaints surrounding Google. 
The issues are best parted into two cumuli: a set of 
“public” arguments about how to regulate Google; 
and a set of “private” ones for Google’s managers, to 
deal with the strategy the firm needs to get through 
the coming storm. On both counts, Google—
contrary to its own propaganda—is much better 
judged as just like any other “evil” money-grabbing 
company.

Grab the Money
This view has arisen because, from the public point 
of view, the main contribution of all companies to 
society comes from making profits, not giving things 
away. Google is a good example of this. Its “goodness” 
stems less from all that guff about corporate altruism 
than from Adam Smith’s invisible hand. It provides a 
service that others find very useful—namely, helping 
people find information (at no charge) and letting 
advertisers promote their wares to those people in 
a finely targeted way.

(continued)
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As examples, Table 8.3 illustrates the three major US antitrust laws and five land-
mark cases. Competition/antitrust policy focuses on (1) collusive price setting and 
(2) predatory pricing. Collusive price setting refers to price setting by monopolists or 
collusion parties at a level higher than competitive level. The largest case prosecuted 
on collusive pricing is the global vitamin cartel of the 1990s, artificially jacking up 
prices by 30%–40%.21

Another area of concern is predatory pricing, defined as (1) setting prices below 
cost and (2) intending to raise prices to cover its losses in the long run after elimi-
nating rivals (“an attempt to monopolize”). This is an area of significant contention. 
First, it is not clear what exactly “cost” is. Second, even when firms are found to be 
selling below cost, US courts have ruled that if rivals are too numerous to eliminate, 
one firm cannot recoup its losses due to low prices by jacking up prices. Then its 
pricing cannot be labeled “predatory.” This seems to be the case in most industries. 
Thus, the two legal tests have made it extremely difficult to win a predation case 
in the United States.22 

collusive price setting
Monopolists or collusion 
parties setting prices at 
a level higher than the 
competitive level.

predatory pricing
(1) Setting prices below 
costs in the short run 
to destroy rivals and 
(2) intending to raise 
prices to cover losses in 
the long run after elimi-
nating rivals.

Strategy in Action 8.3 - Strategy in Action 8.3 - Who’s Afraid of Google? (continued)

Given this, the onus of proof is with Google’s 
would-be prosecutors to prove it is doing something 
wrong. On antitrust, the price that Google charges its 
advertisers is set by auction, so its monopolistic clout 
is limited; and it has yet to use its dominance in one 
market to muscle into others the way Microsoft did. 
The same presumption of innocence goes for copy-
right and privacy. Google’s book-search product, for 
instance, arguably helps rather than hurts publishers 
and authors by rescuing books from obscurity and 
encourages readers to buy copyrighted works. And, 
despite Big Brotherish talk about knowing what 
choices people will be making tomorrow, Google 
has not betrayed the trust of its users over their pri-
vacy. If anything, it has been better than its rivals in 
standing up to prying governments in both America 
and China. 

That said, conflicts of interest will become 
inevitable—especially with privacy. Google in effect 
controls a dial that, as it sells ever more services to 
you, could move in two directions. Set to one side, 
Google could voluntarily destroy very quickly any 
user data it collects. That would assume privacy, but 
it would limit Google’s profits from selling to adver-
tisers information about what you are doing, and 

make those services less useful. If the dial is set to the 
other side and Google hangs on to the information, 
the services will be more useful, but some dreadful 
intrusions into privacy would occur. 

The answer, as with banks in the past, must lie 
somewhere in the middle; and the right point for the 
dial is likely to change, as circumstances change. That 
will be the main public interest in Google. But, as 
the bankers (and Bill Gates) can attest, public scrutiny 
also creates a private challenge for Google’s manag-
ers: Just how should they present their case?

One obvious strategy is to allay concerns over 
Google’s trustworthiness by becoming more trans-
parent and opening up more of its processes and plans 
to scrutiny. But it also needs a deeper change of heart. 
Pretending that, just because your founders are nice 
young men and you give away lots of services, soci-
ety has no right to question your motives no longer 
seems sensible. Google is a capitalistic tool—and a 
useful one. Better, surely, to face the coming storm 
on that foundation, than on a trite slogan that could 
be your undoing.

Source: The Economist, 2007, Who’s afraid of Google? September 1: 9. 
© The Economist Newspaper Group. 
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A third area of concern is extraterritoriality, namely, the reach of one country’s 
laws to other countries. US courts have taken it upon themselves to unilaterally

punish non-US cartels (some of which may be legal elsewhere), such as the dia-
mond cartel led by De Beers (see Integrative Case “Is a Diamond Forever?”). It is 
not surprising that such US actions often irritate foreign governments and firms. 
More recently, the EU evidently has taken a page from the US antitrust playbook. 

TABLE 8.3 Major Antitrust Laws and Landmark Cases in the United States

MAJOR ANTITRUST LAWS LANDMARK CASES

Standard Oil (1911)

• Had a US market share exceeding 85%.

• Found guilty of monopolization.

• Dissolved into several smaller firms.

Aluminum Company of America (ALCOA) 
(1945)

• Had 90% of the US aluminum ingot market.

• Found guilty of monopolization.

•  Ordered to subsidize rivals’ entry and 
sold plants.

IBM (1969–1982)

• Had 70% US computer market share.

• Sued by DOJ for monopolization, unfair 
 product bundling, and predatory pricing.

•  Case dropped by the Reagan 
Administration.

AT&T (1974–1982)

• A legal “natural monopoly” since the 1900s.

• Still sued by DOJ for monopolization, in 
 particular its efforts to block new entrants.

•  Reached a settlement with the Reagan 
Administration resulting in a breakup.

Microsoft (1990–2001)

•  MS-DOS and Windows had an 
85% market share.

•  Sued by DOJ, FTC, and 22 state AGs 
for monopolization and illegal product 
bundling.

•  Settled in 1994, ordered to split into two 
in 2000, judgment to split the firm reversed 
on appeal in 2001, settled again in 2001.

•  Found guilty by the EU in 2004 (lost appeal 
in 2007).

Sherman Act of 1890

•  It is illegal to monopolize or attempt 
to monopolize an industry.

•  “Every person who shall monopolize, or
attempt to monopolize, or combine or 
conspire with any person or persons, 
to monopolize any part of the trade or 
commerce among the several states, or
with foreign nations, shall be deemed 
guilty of a misdemeanor.”

• Explicit collusion is clearly illegal.

•  Tacit collusion is in a gray area, although 
the spirit of the law is against it.

Clayton Act of 1914

•  Created the Federal Trade Commission
(FTC) to regulate the behavior of 
business firms.

•  Empowered the FTC to prevent firms 
from engaging in harmful business practices.

Hart-Scott-Rodino (HSR) Act of 1976

• Empowered the Department of Justice 
 (DOJ) to require firms to submit internal 
 documents.

• Empowered state attorneys general 
 (AGs) to initiate triple-damage suits.

extraterritoriality
The reach of one 
country’s laws to other 
countries.
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It threatened to veto the merger between Boeing and McDonnell Douglas and 
successfully torpedoed the proposed merger between GE and Honeywell. In 2004, 
Microsoft, which cleared antitrust hurdles with the US authorities in 2002, was 
subject to antitrust penalties imposed by the EU. In 2007, Microsoft lost its appeal 
in an EU court. Without a doubt, in the age of globalization, extraterritorial appli-
cations of domestic competition/antitrust laws create tension among governments 
and firms. The EU’s recent ruling against Microsoft was criticized as a “new form 
of protectionism” by the American side.23 

Since the Reagan era, US antitrust enforcement has become more permissive. It is 
not an accident that strategic alliances among competitors have proliferated since the 
1980s (see Chapter 7). However, despite improved clarity and permissiveness, the legal 
standards for interfirm cooperation are still ambiguous. In the absence of international 
harmonization of antitrust policy, it is crucial that firms be aware of these ambigui-
ties when planning their actions, especially when operating under the jurisdiction of 
multiple governments.  

Formal Institutions Governing International Competition: 
a Focus on Antidumping
In the same spirit of predatory pricing, dumping is defined as (1) an exporter selling 
below cost abroad and (2) planning to raise prices after eliminating local rivals. While 
domestic predation is usually labeled “anticompetitive,” cross-border dumping is often 
emotionally accused to be “unfair.” Antidumping laws are laws that punish foreign 
firms accused of dumping.

Consider the following two scenarios. First, a steel producer in Indiana enters a new 
market, Texas. In Texas, it offers prices lower than those in Indiana, resulting in a 10% 
market share in Texas. Texas firms have two choices. The first one is to initiate a law-
suit against the Indiana firm for “predatory pricing.” However, it is difficult to prove 
(1) that the Indiana firm is selling below cost and (2) that its pricing is an “attempt to 
monopolize.” Under US antitrust laws, a predation case like this will have no chance 
of succeeding. In other words, domestic competition/antitrust laws offer no hope for 
protection. Thus, Texas firms are most likely to opt for their second option—to retali-
ate in kind by offering lower prices to customers in Indiana, leading to lower prices in 
both Texas and Indiana.

Now in the second scenario, the “invading” firm is not from Indiana but India. 
Holding everything else constant, Texas steel firms can argue that the Indian firm 
is dumping. Under US antidumping laws, Texas steel producers “would almost 
certainly obtain legal relief on the very same facts that would not support an anti-
trust claim, let alone antitrust relief.”24 Note that imposing antidumping duties 
on Indian steel imports reduces the incentive for Texas firms to counterattack by 
entering India, resulting in higher prices in both Texas and India, where consumers 
are hurt. These two scenarios are not merely hypothetical; they are highly realistic. 
An OECD study in Australia, Canada, the EU, and the US reports that 90% of the 
practices found to be unfair dumping in these countries would never have been 
questioned under their own antitrust laws if used by a domestic firm in making a 
domestic sale.25 In a nutshell, foreign firms are discriminated against by the formal 
rules of the game.

dumping
An exporter selling 
below cost abroad and 
planning to raise prices 
after eliminating local 
rivals.

antidumping laws
Laws that punish 
foreign companies that 
engage in dumping in 
a domestic market.
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Discrimination is also evident in the actual investigation of antidumping. A case 
is usually filed by a domestic firm with the relevant government authorities—in 
the United States, they are the International Trade Administration (a unit of the 
Department of Commerce) and International Trade Commission (an independent 
government agency). Then, these government agencies send lengthy questionnaires 
to accused foreign firms, requesting comprehensive, proprietary data on their cost and 
pricing, in English, using US generally accepted accounting principles (GAAP), within 
30–45 days. Many foreign defendants fail to provide such data on time. The investiga-
tion can have four outcomes: 

• If no data are forthcoming from abroad, the accusing firm can easily win. 

• If foreign firms do provide data, the accusing firm can still argue that these unfair 
foreigners have lied—“There is no way their costs can be so low!” In the case of 
Louisiana versus Chinese crawfish growers, the authenticity of the $9 per week 
salary made by Chinese workers was a major point of contention. 

• Even if the low cost data are verified, US (and EU) antidumping laws allow the 
complainant to argue that these data are not “fair.” In the case of China, the argu-
ment goes, its cost data reflect huge distortions due to government intervention 
because China is still a “nonmarket” economy—the wage may be low, but workers 
may be provided with low-cost housing and benefits subsidized by the government. 
The crawfish case thus boiled down to how much it would cost to raise hypotheti-
cal crawfish in a market economy (in this particular case, Spain was mysteriously 
chosen). Because Spanish costs were about the same as Louisiana costs, the Chinese 
were found guilty of dumping in America by selling below Spanish costs. Thus, 
110%–123% import duties were levied on Chinese crawfish. 

• The fourth possible outcome is that the defendant wins the case. But this happens 
to only 5% of the antidumping cases in the United States.26 

Simply filing an antidumping petition (regardless of the outcome), one study finds, 
may result in a 1% increase of the stock price for US listed firms (an average of $46 
million increase in market value).27 Evidently, Wall Street knows that Uncle Sam is 
“on your side.” It is thus not surprising that antidumping cases have now proliferated 
throughout the world. Although the EU and the US have initiated the largest number 
of cases, on per dollar of imports, Argentina and South Africa have 20 times more cases 
than the US, India, seven times, and Brazil, five times.28 

While some argue that the differences between domestic and international business 
are only a matter of degree, in the case of antidumping, we see some fundamentally 
different treatments of domestic and international firms. It is ironic that the rising tide 
of globalization in the last two decades has been accompanied by the rising prolifera-
tion of antidumping cases, which are allowed under the WTO. The message to firms 
interested in doing business abroad is clear: Their degree of freedom in overseas pricing 
is significantly less than that in domestic pricing. 

In summary, the institution-based view suggests that institutional conditions such as 
the availability of antidumping protection are not just the “background.” They directly 
determine what weapons a firm has in its arsenal to wage competitive battles. Next, we 
outline two main action items. 
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Attack and Counterattack
In the form of price cuts, advertising campaigns, market entries, and new product 
introductions, an attack can be defined as an initial set of actions to gain a competitive 
advantage, and a counterattack is consequently defined as a set of actions in response 
to an attack. This section focuses on: (1) What are the main kinds of attacks? (2) What 
kinds of attacks are more likely to be successful?

Three Main Types of Attack29

The three main types of attack are (1) thrust, (2) feint, and (3) gambit. Shown in 
Figure 8.6, thrust is the classic frontal attack with brute force.30 A case in point is the 
“browser war.” In 1996, Netscape had 90% of the browser market, and Microsoft 
(Explorer) had less than 5%. After Microsoft’s frontal attack, Netscape’s market share 
fell to 14%, whereas Microsoft’s rose to 86% in 1998.31

A feint, in basketball, is one player’s effort to fool his/her defender, pretending he/
she would go one way but instead charging ahead another way. Shown in Figure 8.7, 
in competitive dynamics, a feint is a firm’s attack on a focal arena important to a com-
petitor but one that is not the attacker’s true target area.32 The feint is followed by the 
attacker’s commitment of resources to its actual target area. Consider the “Marlboro 
war” between Philip Morris and R. J. Reynolds (RJR). In the early 1990s, both firms’ 
traditional focal market, the United States, experienced a 15% decline over the previ-
ous decade. Both were interested in Central and Eastern Europe (CEE), which grew 
rapidly. Philip Morris executed a feint in the United States by dropping 20% off the 
price on its flagship brand, Marlboro, on one day (April 2, 1993, which became known 
as the “Marlboro Friday”). Confronting this ferocious and sudden move, RJR diverted 
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substantial resources earmarked for CEE to defend its US market. Philip Morris was 
thus able to rapidly establish its dominant sphere of influence in CEE.33

A gambit, in chess, is a move that sacrifices a low-value piece in order to capture 
a high-value piece. The competitive equivalent is to withdraw from a low-value 
market to attract rivals to divert resources into it in order to capture a high-value 
market (Figure 8.8). For example, Gillette and Bic competed in both razors and 
lighters. Gillette was stronger in razors and Bic was stronger in lighters. Gillette in 
1984 withdrew entirely from lighters and devoted its attention to razors. Bic accepted 
the gambit and diverted razor resources to lighters. The gambit can be regarded as an 
exchange of the spheres of influence between Gillette and Bic, each with a stronger 
position in one market.

Awareness, Motivation, and Capability
Obviously, unopposed attacks are more likely to be successful. Thus, attackers need 
to understand the three drivers for counterattacks: (1) awareness, (2) motivation, and 
(3) capabilities.34

• If an attack is so subtle that rivals are not aware of it, then the attacker’s objec-
tives are likely to be attained. One interesting idea is the “blue ocean strategy” that 
avoids attacking core markets defended by rivals.35 A thrust on rivals’ core markets 
is very likely to result in a bloody price war—in other words, a “red ocean.” In 
the 1990s, Netscape drew tremendous publicity by labeling Microsoft the “Death 
Star” (of the movie Star Wars fame) and predicting that the Internet would make 
Windows obsolete. Such a challenge helped make Netscape Microsoft’s number-one 
enemy, leading to the demise of Netscape (or its drowning in the “red ocean”).36
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• Motivation is also crucial. If the attacked market is of marginal value, managers may 
decide not to counterattack. Consider how China’s Haier entered the US white 
goods market. Although Haier dominates its home country with a broad range of 
products, it chose to enter the US market in a most non-threatening segment: 
mini-bars for hotels and dorms. Does anyone remember the brand of the mini-bar 
in the last hotel room where you stayed? Evidently, not only did you fail to pay 
attention to that brand, but incumbents such as GE and Whirlpool also dismissed this 
segment as peripheral and low margin. In other words, they were not motivated to 
counterattack. Thanks in part to the incumbents’ lack of motivation to counterattack, 
Haier now commands a 50% US market share in compact refrigerators, and has built 
a factory in South Carolina to go after more lucrative product lines.

• Even if an attack is identified and a firm is motivated to respond, it requires strong 
capabilities to carry out counterattacks—as discussed in our earlier section on resources.

Cooperation and Signaling
Some firms choose to compete, and others choose to cooperate. How to signal one’s 
intention to cooperate in order to reduce competitive intensity? Short of illegally talk-
ing directly to rivals, firms have to resort to signaling—that is, “While you can’t talk 
to your competitors on pricing, you can always wink at them.” We outline four means 
of such winking: 

• A non-aggression (also known as “fat cat”) strategy refers to active investment in 
non-threatening ways so as not to provoke attacks on a firm’s core markets. For 
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example, IKEA actively invests in the wooden self-assembly segment of the furni-
ture market. At the same time, it has announced that it has no intention to enter 
the traditional factory-assembled furniture segment, thus discouraging traditional 
furniture firms to enter IKEA’s core market.  

• While a non-aggression strategy reduces competition by not entering new markets, 
a second strategy, market entry, may also have the same effect. Firms may enter 
new markets, not really to challenge incumbents but to seek mutual forbearance by 
establishing multimarket contact. Thus, MNEs often chase each other, entering one 
country after another.37 Airlines that meet in many routes are often less aggressive 
than airlines that meet in one or a few routes.38 

• Firms can send an open signal for a truce. As GM faced grave financial difficulties in 
2005, Toyota’s chairman told the media at press conferences twice that Toyota would 
“help GM” by raising Toyota prices in the United States. As far as signaling goes, 
Toyota’s signal could not have been more unambiguous, short of talking directly 
to GM, which would be illegal. Toyota, of course, was self-interested. Should GM 
indeed declare bankruptcy, Toyota would attract all the “machine-gun fire” from 
protectionist backlash. Nevertheless, US antitrust authorities reportedly took note of 
Toyota’s remarks—essentially an open message to GM for price fixing.39 

• Sometimes firms can send a signal to rivals by enlisting the help of governments. 
Because direct negotiations with rivals on what consists of “fair” pricing are often 
illegal, holding such discussions is legal under the auspices of government investiga-
tions. Thus, filing an antidumping petition or suing a rival does not necessarily indi-
cate a totally hostile intent; sometimes, it signals to the other side: “We don’t like 
what you are doing; it’s time to talk.” Cisco dropped its case against Huawei after 
both firms negotiated a solution, mediated by both Chinese and US governments 
(see Strategy in Action 8.1).

Reduced to its core, cooperation among competitors fundamentally boils down 
to a repeated game in which players accommodate each other to avoid conflict. 
Thomas Schelling, a leading theorist on conflict resolution and a Nobel laureate, 
argues that conflict is essentially a way of bargaining and that maintenance of coop-
eration is a protracted series of successful bargains.40 Sometimes such bargaining is 
explicit. However, explicit bargaining can easily become explicit collusion and is no 
longer allowed legally. As a result, “bargaining” often takes place through signals and 
actions, which in theory speak louder than words. However, conflicting objectives, 
imperfect information processing, and deliberate actions to mislead (such as feints 
noted earlier) often result in misunderstandings, which tend to lead to an escalation 
of competition and consequently a collapse of cooperation. Because of significant 
incentive problems (noted earlier), collusion is often difficult to sustain. For example, 
the average duration of cartels recently convicted by US and EU authorities lasted 
only six years.41

Overall, because of the sensitive nature of interfirm cooperation designed to reduce 
competition, we do not know a lot about them. However, to the extent that business 
is both war and peace, strategists need to pay as much attention to making peace with 
rivals as fighting wars against them. 
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Local Firms versus Multinational Enterprises
While managers, students, and journalists are often fascinated by MNE rivals such as 
Coke/Pepsi, SAP/Oracle, and Sony/Samsung, much less is known about how local 
firms cope when confronting the MNE onslaught. Local firms can adopt four strategic 
postures outlined in Figure 8.9.42

In Cell 3, in some industries, the pressures to globalize are relatively low and local 
firms’ strengths lie in a deep understanding of local markets. Therefore, a defender
strategy, by leveraging local assets in areas which MNEs are weak, is often called for. 
For example, in Israel, facing an onslaught from MNE cosmetics firms, a number of 
local firms turned to focus on products suited to the Middle Eastern climate and managed 
to defend their turf. Ahava has been particularly successful, in part because of its highly 
unique components extracted from the Dead Sea that MNEs cannot find elsewhere.43

In essence, we can view such a defender strategy as a gambit, through which local firms 
cede some markets (such as mainstream cosmetics) to MNEs while building strong-
holds in other markets. 

In Cell 4, in some industries where pressures for globalization are relatively low, 
local firms may possess some skills and assets that are transferable overseas, thus leading 
to an extender strategy. This strategy centers on leveraging home-grown competen-
cies abroad. For instance, Asian Paints controls 40% of the house paint market in 
India. Asian Paints developed strong capabilities tailored to the unique environment 
in India, characterized by thousands of small retailers serving numerous low-income 
consumers who only want small quantities of paint that can be diluted to save money. 
Such capabilities are not only a winning formula in India, but also in much of the 
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developing world. In contrast, MNEs, whose business model typically centers on 
affluent customers in developed economies, have had a hard time coming up with 
profitable low-end products. Overall, Asian Paints’ strategy can be viewed as a thrust

charging into new markets.
Cell 1 depicts a most difficult situation for local firms that compete in industries 

with high pressures for globalization. Thus, a dodger strategy is necessary. This is largely 
centered on cooperating through joint ventures (JVs) with MNEs, as well as sell-offs to 
MNEs. In the Chinese automobile industry, all major local automakers have entered JVs 
with MNEs. In the Czech Republic, Skoda was sold by the government to Volkswagen. 
The essence of this strategy is that to the extent that local firms are unable to successfully 
compete head-on against MNEs, cooperation becomes necessary. In other words, if you 
can’t beat them, join them! 

Finally, in Cell 2, some local firms, through a contender strategy, engage in rapid 
learning and then expand overseas. A number of Chinese mobile phone makers such 
as TCL and Bird have rapidly caught up with global heavyweights such as Motorola 
and Nokia. By 2003, local firms, from a 5% market share five years ago, commanded 
more than 50% market share in China. Engaging in a “learning race,” TCL and Bird 
have now embarked on an overseas thrust. Leading video game companies in China are 
attempting to do the same (see Closing Case).

In China, after the initial dominance, MNEs are not always “kings of the hill.” 
In numerous industries (such as sportswear and home appliance), many MNEs have 
been “dethroned.” While weak local players are washed out, some of the leading local 
players (such as Huawei in Strategy in Action 8.1), having won the game in the highly 
competitive domestic environment, now challenge MNEs overseas. In the process, 
they become a new breed of MNEs themselves.44 As a group, foreign MNEs in China 
are not as profitable as local firms (except state-owned ones).45 The upshot? Local firms 
are not necessarily “sitting ducks” when facing the onslaught of MNEs in emerging 
economies. 

Debates and Extensions
Numerous debates revolve around this sensitive area. We outline two of the most 
significant ones: (1) strategy versus IO economics and antitrust policy, and (2) competi-
tion versus antidumping.

Strategy versus IO Economics and Antitrust Policy
This debate is between strategy and IO economics and its public policy brainchild, 
competition/antitrust policy. Antitrust officials tend to be trained in economics and law 
but not in business. Thus, individuals with little sense of how real strategic decisions 
are made end up making and enforcing rules governing competition. Antitrust officials 
have some deep-seated suspicion of especially large companies that, if not “tamed,” 
may allegedly leverage and abuse their competitive advantage. Such disconnect natu-
rally breeds mutual suspicion and frustration between strategists and antitrust officials.

While this debate goes on in many parts of the world, it is in the United States that 
it has become most heavily contested. Because the United States has the world’s oldest 
and most developed antitrust frameworks (dating back to the 1890 Sherman Act), the 
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US debate is also the most watched in the world. Therefore, our discussion here pri-
marily draws on US materials. This does not mean that we are adopting a US-centric 
perspective here (which is a tendency that this book endeavors to combat); we just use 
the crucial US debate as a case study that may have global implications elsewhere. 

In this debate, strategists have made four arguments. First, antitrust laws, influenced 
by IO economics, were created in response to the old realities of mostly domestic 
competition—the year 1890 for the Sherman Act is not a typo for 1990 (!). However, 
the largely global competition today indicates that a dominant firm in one country 
(think of Boeing) does not automatically translate into a dangerous monopoly. The 
existence of foreign rivals (such as Airbus) forces the large domestic incumbent to be 
more competitive. The “strategy as action” perspective suggests that all advantages are 
temporary and that they may disappear when rivals launch new (and often surprise) 
attacks. Richard D’Aveni, who coined the term “hypercompetition,” argues that, 
“Applying traditional US antitrust enforcement in an environment of hypercompeti-
tion is like driving a Model T on an expressway. The law moves too slowly to keep 
up with the traffic.”46 

Second, the very actions accused to be “anticompetitive” may actually be highly 
“competitive” or “hypercompetitive.” The hypercompetitive Microsoft was charged 
for its “anticompetitive” behavior by US (and EU) authorities. Its alleged crime? Not 
voluntarily helping its competitors (!).

Third, US antitrust laws create strategic confusion. Because intent to destroy rivals is 
a smoking gun of antitrust cases, managers are forced to use milder language. Don’t say, 
or write in an e-mail, “We want to beat competitors!”—otherwise, managers may end 
up in court. In contrast, foreign firms often use war-like language: Komatsu is famous 
for its slogan “Encircling Caterpillar!” and Honda for “Annihilate, crush, and destroy 
Yamaha!” The inability to talk straight creates confusion among lower level managers 
and employees. Unfortunately, a confused firm is not likely to be aggressive.

Finally, US antitrust laws may be unfair, because these laws discriminate against 
US firms. If GM and Ford were to propose to jointly manufacture cars, antitrust 
officials would have turned them down, citing an (obvious!) intent to collude. 
Ironically, GM was allowed to make cars with Toyota, starting in 1983. Now after 
25 years, Ford is no longer the second largest automaker in America—you guessed 
it, Toyota is now the second largest automaker in the United States. The upshot? 
American antitrust laws have helped Toyota but hurt Ford. This does not seem very 
fair, to say the least.

Given the importance of such a debate, it is unfortunate that none of the other strat-
egy textbooks discusses it. They may be doing the field a disservice by not confronting 
this debate head-on. The outcome of this debate may to a large degree shape future 
competition in the world.

Competition versus Antidumping
Two arguments exist against the practice of imposing antidumping restrictions on for-
eign firms. First, because dumping centers on selling “below cost,” it is often difficult (if 
not impossible) to prove the case given the ambiguity concerning “cost.” The second 
argument is that if foreign firms are indeed selling below cost, so what? This is simply a 
(hyper)competitive action. When entering a new market, virtually all firms lose money 
on Day 1 (and often in Year 1). Until some point when the firm breaks even, it will 
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lose money because it sells below cost. Domestically, cases abound of such dumping, 
which are perfectly legal. For example, we all receive numerous coupons in the mail 
offering free or cheap goods. Coupon items are frequently sold (or given away) below 
cost. Do consumers complain about such good deals? Probably not. “If the foreigners 
are kind enough (or dumb enough) to sell their goods to our country below cost, why 
should we complain?”47

A classic response is: What if, through “unfair” dumping, foreign rivals drive out 
local firms and then jack up prices? Given the competitive nature of most indus-
tries, it is often difficult (if not impossible) to eliminate all rivals and then recoup 
losses by charging higher monopoly prices. The fear of foreign monopoly is often 
exaggerated by special interest groups who benefit at the expense of consumers in 
the entire country. Joseph Stiglitz, a Nobel laureate in economics and then chief 
economist of the World Bank, wrote that antidumping duties “are simply naked 
protectionism” and one country’s “fair trade laws” are often known elsewhere as 
“unfair trade laws.”48 

One solution is to phase out antidumping laws and use the same standards against 
domestic predatory pricing. Such a waiver of antidumping charges has been in place 
between Australia and New Zealand, between Canada and the US, and within the EU. 
Thus, a Canadian firm, essentially treated as a US firm, can be accused of predatory 
pricing but cannot be accused of dumping in the United States. Since antidumping is 
about “us versus them,” such harmonization represents essentially an expanded notion 
of “us.” However, domestically, as noted earlier, a predation case is very difficult 
to make. In such a way, competition can be fostered, aggressiveness rewarded, and 
“dumping” legalized. 

The Savvy Strategist
If capitalism, according to Joseph Schumpeter, is about “creative destruction,” then the 
“strategy as action” perspective highlights how such power of creative destruction is 
unleashed in the marketplace. Consequently, three implications for action emerge for 
the savvy strategist (Table 8.4). First, you need to thoroughly understand the nature of 
your industry that may facilitate competition or cooperation. Consider music, software, 
and film industries, where digital piracy is accelerating thanks to broadband Internet 
connections and peer-to-peer networks. Table 8.5 advises incumbents (copyright hold-
ers) to view pirates as competitors and new entrants. Thus, lower cost and enhanced 
differentiation, derived from the industry-based view, may prove effective in fighting 
digital piracy.

TABLE 8.4 Strategic Implications for Action

•  Thoroughly understand the nature of your industry that may facilitate competition or 
cooperation.

• Strengthen resources and capabilities that more effectively compete and/or cooperate.

•  Understand the rules of the game governing domestic and international competition around 
the world.
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Second, you and your firm need to strengthen capabilities that more effectively com-
pete and/or cooperate. In attacks and counterattacks, subtlety, frequency, complexity, 
and unpredictability are helpful. In cooperation, market similarity and mutual forbear-
ance may be better. As Sun Tzu advised, you not only need to “know yourself,” but 
also “know your opponents” by developing skills and instincts in competitor analysis and 
thinking like your opponents (see Figure 8.4). 

Third, you need to understand the rules of the game governing competition around 
the world. Domestically, aggressive language such as “Let’s beat competitors” may 
not be allowed in countries such as the United States. Remember, an e-mail, like 
a diamond, is “forever,” and “deleted” e-mails are still stored on the server that can 
be uncovered. However, carefully crafted ambitions such as Wal-Mart’s “We want 
to be number one in grocery business” are legal, because such wording (at least on 
paper) shows no illegal intention to destroy rivals. Too bad 31 US supermarket chains 
declared bankruptcy since Wal-Mart charged into groceries in the 1990s—just a tragic 
coincidence (!).49 

The necessity to understand the rules of the game is crucial when venturing abroad. 
What is legal domestically may be illegal elsewhere. Imagine the shock that Chinese 
managers may generate when they venture abroad and approach rivals in the United 
States to discuss pricing—legal in China. They would be prosecuted in the United 
States. Another crucial area is antidumping. Many Chinese managers are surprised that 
their low-cost strategy is labeled “illegal” dumping in the very countries that often brag 
about “free market” competition. In reality, “free markets” are not free. However, 
managers well-versed in the rules of the game may launch subtle attacks without incur-
ring the wrath of antidumping officials. Imports commanding less than 3% market share 
less than 3% in a 12-month period are regarded by US antidumping laws as “negligible 
imports” not worthy of investigation.50 Thus, foreign firms not crossing such a “red line” 
would be safe. 

TABLE 8.5 Strategic Responses to Digital Piracy

•  Not only compete but also cooperate with pirates by adopting a permissive stance, especially 
when there are strong network effects and the copyright holder is competing with rivals to get 
its offering established as a standard.

•  Provide free samples, instead of having pirates serve the demand for samples whose quality 
may be questionable.

•  Exercise cost leadership by lowering the price of the legal good in order to deter entry 
by pirates.

•  Enhance differentiation by offering something extra to consumers who pay full price for the 
legal good.

•  Change the incentives of buyers of pirate products (such as music companies’ support for 
Apple’s iTune services).

•  Influence the norms associated with digital piracy, by legally challenging and punishing major 
offenders.

Source: Based on text in C. Hill, 2007, Digital piracy: Causes, consequences, and strategic responses, 
Asia Pacific Journal of Management, 24 (1): 9–25. 
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In terms of the four fundamental questions, why firms differ (Question 1) and how 
firms behave (Question 2) boil down to how the “strategy tripod” influences competitive 
dynamics. What determines the scope of the firm around the globe. (Question 3) is driven, 
in part, by an interest in establishing mutual forbearance with multimarket rivals—in other 
words, “the best defense is a good offense.” Finally, what determines the success and failure 
of firms around the globe (Question 4), to a large extent, depends on how firms carry out 
their competitive and cooperative actions. Overall, given that business is simultaneously 
war and peace, a winning formula, as in war and chess, is “Look ahead, reason back.”

CHAPTER SUMMARY

 1. Articulate the “strategy as action” perspective

• Underpinning the “strategy as action” perspective, competitive dynamics refers 
to actions and responses undertaken by competing firms. 

 2. Understand the industry conditions conducive for cooperation and collusion

• Such industries tend to have (1) a small number of rivals, (2) a price leader, 
(3) homogenous products, (4) high entry barriers, and (5) high market 
commonality (mutual forbearance).

 3. Explain how resources and capabilities influence competitive dynamics

• Resource similarity and market commonality can yield a powerful framework 
for competitor analysis.

 4. Outline how antitrust and antidumping laws affect domestic and international 
competition

• Domestically, antitrust laws focus on collusion and predatory pricing.

• Internationally, antidumping laws discriminate against foreign firms and protect 
domestic firms.

 5. Identify the drivers for attacks, counterattacks, and signaling

• The three main types of attacks are (1) thrust, (2) feint, and (3) gambit. 
Counterattacks are driven by (1) awareness, (2) motivation, and (3) capability. 

• Without talking directly to competitors, firms can signal to rivals through vari-
ous means.

 6. Discuss how local firms fight MNEs

• When confronting MNEs, local firms can choose a variety of strategic choices: 
(1) defender, (2) extender, (3) dodger, and (4) contender. They may not be as 
weak as many people believe.

 7. Participate in two leading debates concerning competitive dynamics

• The two leading debates are (1) strategy versus IO economics and antitrust 
policy, and (2) competition versus antidumping.
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 8. Draw strategic implications for action

• Thoroughly understand the nature of your industry that may facilitate competi-
tion or cooperation.

• Strengthen resources and capabilities that more effectively compete and/or 
cooperate.

• Understand the rules of the game governing domestic and international compe-
tition around the world.

KEY TERMS

Antidumping laws

Antitrust laws

Antitrust policy

Attack

Capacity to punish

Cartel

Collusion

Collusive price setting

Competition policy

Competitive dynamics

Competitor analysis

Concentration ratio

Contender

Counterattack

cross-market retaliation

Defender

Dodger

Dumping

Extender

Extraterritoriality

Feint

Gambit

Game theory

Market commonality

Market retaliation

Multimarket competition

Mutual forbearance

Predatory pricing

Price leader

Resource similarity

Thrust

 1. ON ETHICS: As CEO of a US firm, you feel the price war in your industry is 
killing profits for all firms. However, you have been warned by corporate lawyers 
not to openly discuss pricing with rivals, whom you know personally (you went to 
school with them). How would you signal your intentions?

 2.  ON ETHICS: As a CEO, you are concerned that your firm and your industry 
in the United States are being devastated by foreign imports. Trade lawyers 
suggest that you file an antidumping case against leading foreign rivals and assure 
you a win. Would you file an antidumping case or not? Why?

 3. ON ETHICS: As part of a feint attack, your firm (firm A) announces that in the 
next year, it intends to enter country X where the competitor (firm B) is very 
strong. Your firm’s real intention is to march into country Y where B is very weak. 
There is actually no plan to enter X. However, in the process of trying to “fool” B, 
customers, suppliers, investors, and the media are also being intentionally misled. 
What are the ethical dilemmas here? Do the pros of this action outweigh its cons?

CRITICAL DISCUSSION QUESTIONS 
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CLOSING CASE

Fighting the Online Video Game Wars in China

The video game industry has two main segments. The 
first is personal computer (PC)- and console-based 
games, such as Nintendo’s Wii, Sony’s Playstation and 
PSP handhelds, and Microsoft’s Xbox. The second 
is a relatively new line of online video games, where 
players (known as “gamers”) compete in virtual 
worlds populated with thousands of players in large 
games known as massively multiplayer online games 
(MMOGs). 

With an army of close to 40 million gamers, 
China is emerging as a major battleground for video 
game wars, commanding $1 billion in revenue in the 
country in 2007, a figure that could double by 2010. 
As you read this case, China is on course to surpass 
South Korea to be the top market in Asia. In the next 
decade, China is likely to be the world’s largest online 
video game market. 

In the 1990s, the Chinese video game industry 
was growing slowly and not profitably. Rampant 
piracy and low income levels made it unattractive to 
Nintendo, Sony, and Microsoft. Further, the business 
model adopted in developed economies, based on 
sales of consoles and game cartridges to make a profit, 
made very slow progress in China. This was because 
the average Chinese found it prohibitively expensive 
to buy consoles or PCs. High-speed Internet connec-
tion, although quickly becoming more available, was 
expensive and thus rare in Chinese households.  

In 2001, an innovative new business model pio-
neered by domestic firms significantly lowered the 
cost of playing games. This model centered on buying 
pre-paid cards for a small fee to use a PC at an Internet 
café. Games were hosted on secure company servers 
and accessed from Internet cafés. “Killing two birds 
with one stone,” this new model solved two major 
problems: the high cost to play and piracy. Since 
gamers only paid a few cents per hour, games now 
became affordable to numerous groups, ranging from 
school kids to retirees living on fixed incomes. Piracy 
was also largely eliminated because game content was 
maintained on secure company servers. 

The impact of this innovation was immediate and 
profound. Instead of saving a lot of money to buy 

expensive equipment, anyone could go to an Internet 
café to have a good time now. This has steered the 
market toward MMOGs and away from consoles. 
China’s explosive growth has not escaped the atten-
tion of major international game companies such 
as Nintendo, Sony, and Microsoft. However, the 
China market does not play to these firms’ traditional 
strengths in console games, thus forcing them to adapt 
and acquire new capabilities in MMOGs. 

Foreign firms eyeing China will find the market 
dominated by three strong domestic players: 
(1) Shanda, (2) NetEase, and (3) The9, Ltd. Shanda was 
a leader in the pre-paid card movement and, as a result, 
was successfully listed on NASDAQ (as SNDA) in 
2004. However, facing rising competition, Shanda 
in 2005 started to give away games for free and to 
charge for in-game items and upgrades. NetEase is 
the current market leader, strong on content built on 
Chinese mythology. Its top-selling game Westward 

Journey enjoyed 1.3 million concurrent users during its 
peak play time. The company generating the hottest 
buzz is The9, Ltd., which obtained a license for World 

of Warcraft (WoW) from the Irvine, California-based 
Blizzard Entertainment. WoW is the most successful 
online video game in history, generating close to $1 
billion a year in worldwide income. In China, WoW
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smashed opening-day sale records for the industry and 
now boasts more than 3.5 million subscribers (includ-
ing an estimated 100,000 “gold farmers,” gamers 
who are employed full-time to play WoW in order to 
acquire virtual currency to be sold to other players for 
real money). In its first year, 2006, WoW raked in 99% 
of The9’s $126 million revenue, which enabled The9 
to fund new game development activities. 

For foreign firms salivating for the spoils of China’s 
video game wars, the fundamental question is: How to 
play the games when industry rules are fast changing 
and unpredictable? Sony and Microsoft are cultivating 
the console market. Microsoft operates an incubation 
center in Chengdu to help third-party developers 
create Xbox-compatible content. Sony is also working 
with local game developers. The Walt Disney Internet 
Group is partnering with Shanda to develop new games 
that include Disney characters. Blizzard has acquired a 
game development studio in Shanghai to incorporate 
China flavor into its next-generation games. 

Not to be left alone, the Chinese government 
has intervened in two ways. First, upset with game 
addiction and other health concerns (one gamer died 
in 2007 after playing three consecutive days in an 
Internet café), the government has now demanded 
that game companies include “fatigue controls” that 
will halt the game after several hours. Second, 
the Ministry of Culture announced that it would 
ban games “threatening state security, damaging the 
nation’s glory, disturbing social order, and infringing 
on others’ legitimate rights.” Starting in 2004, the 
Ministry every year published a list of recommended 
games that were deemed “healthy” and “intelligent.” 
Not surprisingly, all 35 games on these lists, as of 2008, 
were domestic games.

Finally, Chinese firms are not likely to sit around to 
see their home market invaded. Building on domestic 
success, they may become major game exporters to 
Asia and the rest of the world. Chinese firm Kingsoft’s 
Perfect World has already entered Japan and South 
Korea. In 2008, China’s CDC Games launched in 
North America a manga-style MMOG, Lunia, which 
is very popular in China and Japan.

Sources: Based on (1) BBC, 2007, China censors online video games, 
June 1, newsvote.bbc.co.uk; (2) J. Dibbell, 2007, The life of the 
Chinese gold farmer, The New York Times, June 17, www.nytimes.
com; (3) R. Ewing, 2007, China’s online video game wars, China 

Business Review, July–August: 45–49; (4) Money Central, 2008, CDC 
Games launches popular manga-style online video game in North 
America, February 22, news.moneycentral.msn.com; (5) Xinhua, 2008, 
Chinese authority lists 10 “suitable” e-games for teenagers, February 9, 
www.xinhuanet.com.

Case Discussion Questions
 1. Drawing on industry-based considerations, explain 

why China’s video game industry has experienced 
such explosive growth.

 2. What differentiates winning firms from losing and 
also-run firms in this industry?

 3. Do foreign game companies, such as Nintendo, 
Sony, Microsoft, and Blizzard, have what it takes 
to win in China?

 4. Using Figure 8.9, explain in which cell(s) lead-
ing domestic Chinese video game companies are 
located. Further, predict the outcome of the video 
game wars waged between Chinese and foreign 
game companies. 

NOTES

Journal acronyms AME–Academy of Management 

Executive; AMJ–Academy of Management Journal; AMR–

Academy of Management Review; APJM–Asia Pacific Journal of 

Management; BW–Business Week; CJE–Canadian Journal of 

Economics; HBR – Harvard Business Review; IE–International 

Economy; JEP–Journal of Economic Perspectives; JIBS–Journal 

of International Business Studies; JIM–Journal of International 

Management; JM–Journal of Management; JMS–Journal 

of Management Studies; JWB–Journal of World Business; 

LRP–Long Range Planning; MS–Management Science; OSc–
Organization Science; SMJ–Strategic Management Journal

 1. D. Ketchen, C. Snow, & V. Hoover, 2004, Research 
on competitive dynamics, JM, 30: 779–804. 

 2. L. Capron & O. Chatain, 2008, Competitors’ 
resource-oriented strategies, AMR, 33: 97–121.

Openmirrors.com

www.nytimes.com
www.nytimes.com
www.xinhuanet.com


c h a p t e r  8    Managing Global Competitive Dynamics 251

 3. V. Rindova, M. Becerra, & I. Contardo, 2004, 
Enacting competitive wars, AMR, 29: 670–686.

 4. J. Gimeno & C. Woo, 1999, Multimarket contact, 
economies of scope, and firm performance, AMJ, 
43: 239–259.

 5. C. Campbell, G. Ray, & W. Muhanna, 2005, Search 
and collusion in electronic markets, MS, 51: 497–507; 
M. Semadeni, 2006, Minding your distance, SMJ, 27: 
169–187.

 6. M. Benner, 2007, The incumbent discount, AMR, 
32: 703–720; C. Christensen, 1997, The Innovator’s 

Dilemma, Boston: Harvard Business School Press; C. 
Hill & F. Rothaermel, 2003, The performance of 
incumbent firms in the face of radical technological 
innovation, AMR, 28: 257–274.

 7. J. Barney, 2002, Gaining and Sustaining Competitive 

Advantage (p. 359), Upper Saddle River, NJ: Prentice 
Hall. See also J. Stephen, J. Murmann, W. Boeker, & 
J. Goodstein, 2003, Bringing managers into theories of 
multimarket competition, OSc, 14: 403–421.

 8. M. Chen, 1996, Competitor analysis and interfirm 
rivalry (p. 106), AMR, 21: 100–134.

 9. D. Spar, 1994, The Cooperative Edge: The Internal 

Politics of International Cartels (p. 5), Ithaca, NY: 
Cornell UP. 

 10. J. R. Baum & S. Wally, 2003, Strategic decision speed 
and firm performance, SMJ, 24: 1107–1129.

 11. This paragraph draws heavily from The Economist, 
2005, A market for ideas, October 22: 1–18.

 12. W. Ferrier, K. Smith, & C. Grimm, 1999, The role 
of competitive action in market share erosion and 
industry dethronement, AMJ, 42: 372–388.

 13. D. Basdeo, K. Smith, C. Grimm, V. Rindova, & 
P. Derfus, 2006, The impact of market actions on 
firm reputation, SMJ, 27: 1205–1219; G. Vroom & 
J. Gimeno, 2007, Ownership form, managerial incen-
tives, and the intensity of rivalry, AMJ, 50: 901–922.

 14. C. Pegels, Y. Song, & B. Yang, 2000, Management 
heterogeneity, competitive interaction groups, and 
firm performance, SMJ, 21: 911–923.

 15. B. Golden & H. Ma, 2003, Mutual forbearance, AMR, 
28: 479–493; A. Kalnins, 2004, Divisional multimarket 
contact within and between multiunit organizations, 
AMJ, 47: 117–128.

 16. Chen, 1996, Competitor analysis and interfirm rivalry 
(p. 107). See also W. Desarbo, R. Grewal, & J. Wind, 
2006, Who competes with whom?, SMJ, 27: 101–129; 
L. Fuentelsaz & J. Gomez, 2006, Multipoint competi-
tion, strategic similarity, and entry into geographic 
markets, SMJ, 27: 477–499.

 17. H. Ma, 1998, Mutual forbearance in international 
business (p. 140), JIM, 4: 129–147.

 18. N. Kumar, 2006, Strategies to fight low-cost rivals, 
HBR, December: 104–112.

 19. E. Graham & D. Richardson, 1997, Issue overview 
(p. 5), in E. Graham & D. Richardson (eds.), Global 

Competition Policy, 3–46, Washington: Institute for 
International Economics.

 20. J. Clougherty, 2005, Antitrust holdup source, cross-
national institutional variation, and corporate political 
strategy implications for domestic mergers in a global 
context, SMJ, 26: 769–790.

 21. M. W. Peng, 2009, Global Business (p. 306), 
Cincinnati: South-Western Cengage Learning.

 22. E. Fox, 1997, US and EU competition law (pp. 351–
352), in E. Graham & D. Richardson (eds.), Global 

Competition Policy, 339–354, Washington: Institute for 
International Economics.

 23. The Economist, 2007, A matter of sovereignty, 
September 22: 75–76.

 24. R. Lipstein, 1997, Using antitrust principles to 
reform antidumping law (p. 408, original italics), in 
E. Graham & D. Richardson (eds.), Global Competition 

Policy, 405–438, Washington: Institute for International 
Economics.

 25. OECD, 1996, Trade and Competition: Frictions after the 

Uruguay Round (p. 18), Paris: OECD. 

 26. T. Prusa, 2001, On the spread and impact of anti-
dumping (p. 598), CJE, 34: 591–611.

 27. S. Marsh, 1998, Creating barriers for foreign competi-
tors, SMJ, 19: 25–37.

 28. M. Finger, F. Ng, & S. Wangchuk, 2001, 
Antidumping as safeguard policy (p. 6), Working 
paper, World Bank.

 29. This section draws heavily from R. McGrath, M. Chen, 
& I. MacMillan, 1998, Multimarket maneuvering in 
uncertain spheres of influence, AMR, 23: 724–740.



p a r t  2    Business-Level Strategies252

 30. M. Chen & I. MacMillan, 1992, Nonresponse and 
delayed response to competitive moves, AMJ, 35: 
359–370.

 31. D. Yoffie & M. Kwak, 2001, Judo Strategy (p. 193), 
Boston: Harvard Business School Press.

 32. G. Stalk, 2006, Curveball: Strategies to fool the com-
petition, HBR, September: 115–122.

 33. I. MacMillan, A. van Putten, & R. McGrath, 2003, 
Global gamesmanship, HBR, May: 62–71.

 34. M. Chen, K. Su, & W. Tsai, 2007, Competitive ten-
sion, AMJ, 50: 101–118; T. Yu & A. Cannella, 2007, 
Rivalry between multinational enterprises, AMJ, 50: 
665–686.

 35. W. C. Kim & R. Mauborgne, 2005, Blue Ocean 

Strategy, Boston: Harvard Business School Press. 

 36. M. Cusumano & D. Yoffie, 1998, Competing on 

Internet Time, New York: Free Press.

 37. F. Knickerbocker, 1973, Oligopolistic Reaction and 

Multinational Enterprise, Boston: Harvard Business School 
Press. See also G. McNamara & P. Vaaler, 2000, The 
influence of competitive positioning and rivalry in 
emerging market risk assessment, JIBS, 31: 337–347; 
K. Ito & E. Rose, 2002, Foreign direct investment loca-
tion strategies in the tire industry, JIBS, 33: 593–602; 
L. Thomas & K. Weigelt, 2000, Product location 
choice and firm capabilities, SMJ, 21: 897–909.

 38. J. Baum & H. Korn, 1996, Competitive dynamics of 
interfirm rivalry, AMJ, 39: 255–291.

 39. USA Today, 2005, Price remarks by Toyota chief 
could be illegal, June 10: 5B.

 40. T. Schelling, 1980, The Strategy of Conflict, Cambridge, 
MA: Harvard University Press.

 41. S. Evenett, M. Levenstein, & V. Suslow, 2001, 
International cartel enforcement (p. 1226), IE, 24: 
1221–1245. 

 42. This section draws heavily from N. Dawar & T. Frost, 
1999, Competing with giants, HBR, March–April: 
119–129.

 43. D. Lavie & A. Fiegenbaum, 2000, Strategic reaction of 
domestic firms to foreign MNC dominance, LRP, 33: 
651–672.

 44. J. Mathews, 2006, Dragon multinationals, APJM, 23: 
5–27. 

 45. D. Xu, Y. Pan, C. Wu, & B. Yim, 2006, Performance 
of domestic and foreign-invested enterprises in China, 
JWB, 41: 261–274.

 46. D’Aveni, 1994, Hypercompetition (p. 358); J. Kerstetter, 
2004, Trustbusters are on the wrong trail, BW, June 
21: 48.

 47. R. Griffin & M. Pustay, 2003, International Business, 
3rd ed. (p. 241), Upper Saddle River, NJ: Prentice Hall.

 48. J. Stiglitz, 2002, Globalization and Its Discontent 
(pp. 172–173), New York: Norton.

 49. C. Fishman, 2006, The Wal-Mart Effect, New York: 
Penguin.

 50. M. Czinkota & M. Kotabe, 1997, A marketing per-
spective of the US International Trade Commission’s 
antidumping actions (p. 183), JWB, 32: 169–187.

Openmirrors.com



p a r t  3
Corporate-Level

Strategies

 9 Diversifying, Acquiring, and Restructuring

10 Strategizing, Structuring, and Learning Around the World

11 Governing the Corporation Around the World

12 Strategizing with Corporate Social Responsibility



254

c h a p t e r  9

Diversifying, Acquiring, 
and Restructuring

KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Define product diversification and geographic diversification

2. Articulate a comprehensive model of diversification

3. Gain insights into the motives and performance of acquisitions

4. Enhance your understanding of restructuring

5. Participate in two leading debates on diversification, acquisitions, and restructuring

6. Draw strategic implications for action
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OPENING CASE: RENAULT-NISSAN

A s part of the recent restructuring in 
the global automobile industry, in 1999, 
Renault injected $5 billion to acquire 

37% of Nissan’s equity. Acquiring Nissan enabled 
Renault to broaden its geographic scope by expand-
ing to Asia, where it had been weak. At that time, 
Nissan, despite its historical glory, had a faded brand, 
awesome debt loads, and an uncertain future.

Although the deal was called an “alliance” as 
a euphemism, there was no doubt Renault was 
in charge. An executive from Renault, Carlos 
Ghosn, a Brazilian-born Frenchman of Lebanese 
ancestry, was first named Nissan’s chief operat-
ing officer (COO) in 2000 and then its chief 
executive officer (CEO) in 2001. At that time, 
a total of 43 of the 46 Nissan models sold in 
Japan were unprofitable. Nicknamed “Le Cost 
Cutter,” Ghosn ruled that no new model would 
be developed unless it made money. Since 2000, 
Ghosn shut down five plants in Japan, reduced 
the work force by 21,000 (14% of the total—all 
in Japan), and shifted more production of new 
models to the United States. Nissan returned 
to profitability in 2001. In 2005, Ghosn was 
appointed CEO of Renault, while still serving 
as CEO of Nissan. 

By most measures, the combined Renault–
Nissan group has shown enviable performance. 
Moving from selling less than five million vehicles 
in 1999 to more than six million in 2007, the 

group surged to become the world’s third largest 
automobile group (in volume), behind General 
Motors and Toyota. Since 1999, Renault’s share 
price grew 151%, while the CAC 40 group listed 
in France grew only 25%. During the same period, 
Nissan’s share price jumped 197%, while the Nikkei 
index crawled up by only 6%. 

What is behind the success of the combined 
Renault–Nissan group? In the words of Ghosn 
himself, writing in the Harvard Business Review, the 
key was to balance the needs for radical strategic 
changes and the respect for Nissan’s identity and the 
self-esteem of its employees: 

“Those two goals—making changes and safe-
guarding identity—can easily come into con-
flict; pursuing them both entails a difficult and 
sometimes precarious balancing act. This was 
particularly true in this case. I was, after all, 
an outsider—non-Nissan, non-Japanese . . . I 
knew that if I tried to dictate changes from 
above, the effort would backfire, undermining 
morale and productivity. But if I was too pas-
sive, the company would simply continue its 
downward spiral.”

On the one hand, Ghosn and his team ditched 
the time-honored seniority system in Nissan and 
installed a performance-based promotion system. 
Not surprisingly, they received a lot of flak for 
undermining the Japanese “culture.” Yet, over time, 
a new culture focusing on performance emerged, 
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which would have been unthinkable in the old 
Nissan. On the other hand, they created nine cross-
functional teams involving 500 Nissan managers. 
The teams were not only responsible for coming up 
with recommendations that became the input for 
the corporate-wide revival plan, but were also the 
watchdogs for their implementation. 

Another key was relentless efforts in integration. 
Not only did Renault and Nissan actively cooper-
ate in joint engineering, production, and distribu-
tion around the world, in 2002 they also set up a 
50/50 jointly owned company, Renault-Nissan bv, 
registered in a third country, The Netherlands 
(“bv” refers to a closed limited liability company 
known as besloten vennootschap under Dutch law). 

Renault-Nissan bv hosts a group-wide Alliance 
Board and manages two joint companies: Renault-
Nissan Purchasing Organization (RNPO) and 
Renault-Nissan Information Services (RNIS). Of 
note is RNPO, founded in 2001 to optimize pur-
chasing performance across the combined group. 
By 2008, RNPO was covering 83% of all Renault 
and Nissan purchases, leveraging the significant 
purchasing power of the combined group.

Sources: Based on (1) C. Ghosn, 2002, Saving the business with-
out losing the company, Harvard Business Review, 80 (1): 37–45; 
(2) International Herald Tribute, 2008, Nissan-Renault alliance 
still going strong, February 28, www.iht.com; (3) Renault, 
2007, Renault Nissan Alliance Facts and Figures 2006, Paris: 
Renault; (4) Wikipedia, 2008, The Renault Nissan alliance, 
en.wikipedia.org.

Why did Renault choose to broaden its geographic scope by acquiring Nissan in 
Japan? Why didn’t it, for example, broaden its product scope by acquiring firms in 
other industries? What can firms do to improve their odds for successfully diversifying, 
acquiring, and restructuring? These are some of the strategic questions we will address 
in this chapter.

Starting from this chapter, Part III (Chapters 9, 10, 11, and 12) focuses on 
corporate-level strategy (or, in short, corporate strategy), which is how a firm creates 
value through the configuration and coordination of its multimarket activities. In 
comparison, Part II (Chapters 5, 6, 7, and 8) has dealt with business-level strategy,
defined as ways to build competitive advantage in an identifiable market. While 
business-level strategy is very important, for larger, multimarket firms, corporate-level 
strategy is equally or perhaps more important.1 In other words, an understanding 
of corporate-level strategy helps us see the “forest,” whereas business-level strategy 
focuses on “trees.”

In this chapter, we focus on a key aspect of corporate strategy, diversification,
which is adding new businesses to the firm that are distinct from its existing opera-
tions. Diversification is probably the single most researched, discussed, and debated 
topic in strategy. It can be accomplished along two dimensions. The first is product 
diversification—through entries into different industries. The second is geographic 
diversification—through entries into different countries. Although market entries can 
entail strategic alliances and green-field investments (see Chapter 6), our focus here is 
on mergers and acquisitions (M&As) and restructuring.

We will first introduce product diversification and geographic diversification. Then, 
we will develop a comprehensive model, drawing on the “strategy tripod.” Acquisitions 
and restructuring are examined next, followed by debates and extensions.

corporate-level 
strategy (also known 
as corporate strategy)
Strategy about how 
a firm creates value 
through the configura-
tion and coordination of 
its multimarket activities.

business-level strategy
Strategy which builds 
competitive advantage 
in a discrete and identi-
fiable market.

diversification
Adding new businesses 
to the firm that are 
distinct from its existing 
operations.

product diversification
Entries into new product 
markets and/or business 
activities that are related 
to a firm’s existing mar-
kets and/or activities.
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Product Diversification
Most firms start as small businesses focusing on a single product or service with little 
diversification—known as a single business strategy. Over time, a product diversification 
strategy, with two broad categories (related and unrelated), may be embarked upon. 

Product-Related Diversification
Product-related diversification refers to entries into new product markets and/or 
activities that are related to a firm’s existing markets and/or activities. The emphasis 
is on operational synergy (also known as scale economies or economies of scale), 
defined as increases in competitiveness beyond what can be achieved by engaging in 
two product markets and/or activities separately. In other words, firms benefit from 
declining unit costs by leveraging product relatedness—that is, 2 + 2 = 5. The sources 
of operational synergy can be (1) technologies (such as common platforms), (2) mar-
keting (such as common brands), and (3) manufacturing (such as common logistics).2

For instance, Renault and Nissan, through RNPO, pooled their purchasing together 
to derive lower cost and better synergy for their related operations around the world 
(see Opening Case).

Product-Unrelated Diversification
Product-unrelated diversification refers to entries into industries that have no obvi-
ous product-related connections to the firm’s current lines of business.3 For example, 
General Electric (GE) competes in appliances, lighting fixtures, aircraft engines, broad-
casting, and financial services. Product-unrelated diversifiers (such as GE) are called 
conglomerates, and their strategy is known as conglomeration. Instead of operational 
synergy, conglomerates focus on financial synergy (also known as scope economies 
or economies of scope)—namely, increases in competitiveness for each individual unit 
financially controlled by the corporate headquarters beyond what can be achieved by 
each unit competing independently as standalone firms. 

The mechanism to obtain financial synergy is different from that for obtaining opera-
tional synergy. The key role of corporate headquarters is to identify and fund profitable 
investment opportunities. In other words, a conglomerate serves as an internal capital 
market that channels financial resources to high-potential high-growth areas.4 Given 
there are active external capital markets that try to do the same, a key issue is whether 
units affiliated with conglomerates in various industries (such as GE’s aircraft engine divi-
sion) outperform their standalone independent competitors in respective industries (such 
as Snecma). Stated differently, at issue is whether corporate headquarters can do a better
job in identifying and taking advantage of profitable opportunities than external capital 
markets. If conglomerate units beat standalone rivals (which is something most GE units 
consistently do), then there is a diversification premium (or conglomerate advantage)—in 
other words, product-unrelated diversification adds value.5 Otherwise, there can be a 
diversification discount (or conglomerate disadvantage), when conglomerate units are 
better off by competing as standalone entities (see Closing Case). Shown in Strategy in 
Action 9.1, the sum of the value of the units affiliated with Beatrice, when sold individu-
ally, was larger than the value of the conglomerate as a whole, a clear indication that in 
this case, conglomeration destroyed value.

geographic 
diversification
Entries into new 
geographic markets.

single business 
strategy
A strategy which 
focuses on a single 
product or service with 
little diversification.

product-related 
diversification
Entries into new product 
markets and/or business 
activities that are related 
to a firm’s existing mar-
kets and/or activities.

operational synergy
Synergy derived by 
having joint shared 
activities, personnel, 
and technologies.

scale economies 
(economies of scale)
Reductions in per unit 
costs by increasing the 
scale of production.

product-unrelated 
diversification
Entries into industries 
that have no obvious 
product-related connec-
tions to the firm’s cur-
rent lines of business.

conglomerates
Product-unrelated 
diversifiers.

conglomeration
A strategy of product-
unrelated diversification.
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Product Diversification and Firm Performance
The relationship between product diversification and firm performance has received 
significant attention. Hundreds of studies, mostly conducted in the West, suggest that, 
on average (although not always), performance may increase as firms shift from single 
business strategies to product-related diversification, but performance may decrease as 

Strategy in Action 9.1 - Strategy in Action 9.1 - Beatrice: The Rise and Fall of a US Conglomerate

Ethical Challenge

Founded in rural Nebraska in a town called 
Beatrice, the firm began as a small dairy pro-

ducer in 1891. In the next several decades, Beatrice 
became a leading dairy firm through acquisitions. 
But in 1956, the Federal Trade Commission (FTC) 
charged Beatrice for possessing “excessive” market 
power, forcing it to divest plants and preventing it 
from acquiring other dairy firms. 

The FTC action inadvertently forced Beatrice 
to embark on product-unrelated diversification. By 
1975, only 21% of its earnings were in dairy. 
Industries in which Beatrice established a presence 
included bakeries, beverages, chemicals, cold storage, 
confectionery, garden, graphic arts, home, and print-
ing. All targets were private family-run businesses, 
whose owners (now division managers) were largely 
left alone provided that financial results were satisfac-
tory. Corporate headquarters did not try to integrate 
the new units, and the word “synergy” was never

used in annual reports during 1952–1976. Sales grew 
from $235 million in 1952 to $5.6 billion in 1976. 
The return to shareholders averaged more than 14% 
per year and the capital market reacted favorably. 
By 1976, as a far-flung conglomerate (Figure 9.3), 
Beatrice operated in 27 countries. 

Since 1976, with two new CEOs (one during 
1976–1979 and another during 1979–1985), Beatrice 
moved toward more centralization, by organizing 
the firm into six groups in search of “synergies.” 
It unleashed an expensive corporate-wide “We’re 
Beatrice” marketing campaign. Headquarters staff 
increased from 161 in 1976 to 750 in 1985. The 
second CEO also had a tendency to get involved 

in operational details. In addition, the acquisition 
strategy also changed toward making high-profile, 
expensive acquisitions of publicly traded firms such as 
Tropicana (1978) and Esmark (1984). Unfortunately, 
the capital market started to heavily discount Beatrice’s 
stock. During 1976–1985, every acquisition was met 
with a reduction in market value, and a total of $2 
billion in market value was destroyed. In 1985, the 
CEO was forced to resign. Later that year, Beatrice 
was taken over by a management team advised by a 
leading private equity firm, Kohlberg, Kravis, and 
Robert (KKR), in the then-largest leveraged buyout 
(LBO) in history with $1 billion in premium to 
shareholders. Starting in 1986, Beatrice started to sell 
off divisions such as Avis and Tropicana. In 1990, the 
remaining Beatrice sold itself to ConAgra for $1.3 
billion. In all, proceeds from asset sales reached $11.1 
billion, which was 19% more than Beatrice’s equity at 
the time of the LBO ($9.3 billion). 

The story of Beatrice (1891–1990) is a fascinating 
history of the evolution of corporate diversification 
in the United States in the 20th century. Beatrice 
experienced over 400 acquisitions and 90 divesti-
tures. The pre-1976 Beatrice created value by acqui-
sitions, the 1976–1985 Beatrice destroyed value by 
acquisitions, and the post-1986 Beatrice created value 
by divestitures. One interesting speculation, from an 
ethical standpoint, is whether managers making these 
decisions knowingly or unknowingly made mistakes. 

Sources: Based on (1) G. Baker, 1992, Beatrice: A study in 
the creation and destruction of value, Journal of Finance, 47: 
1081–1119; (2) T. Stuart & D. Collis, 1991, Beatrice Companies—

1985, Harvard Business School case study.
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firms change from product-related to -unrelated diversification—in other words, the 
linkage seems to be an inverted U shape (Figure 9.1).6 Essentially “putting all your 
eggs in one basket,” a single business strategy can be potentially risky and vulnerable. 
“Putting your eggs in different baskets,” product-unrelated diversification may reduce 
risk, but its successful execution requires strong organizational capabilities that many 
firms lack (discussed later). Consequently, product-related diversification, essentially 
“putting your eggs in similar baskets,” has emerged as a balanced way to both reduce 
risk and leverage synergy since the 1970s.7

However, important caveats exist. Not all product-related diversifiers outperform 
unrelated diversifiers. In an age of “core competence,” the continuous existence and 
prosperity of the likes of GE, Siemens, and Virgin Group suggest that for a small 
group of highly capable firms, conglomeration may still add value in developed 
economies. Moreover, in emerging economies, a conglomeration strategy seems to 
be persisting, with some units (such as those affiliated with South Korea’s Samsung 
Group, India’s Tata Group, and Turkey’s Koc Group) outperforming standalone 
competitors.8 The reason many conglomerates fail is not because this strategy is 
inherently unsound, but because firms fail to implement it. Conglomeration calls 
for corporate managers to impose a strict financial discipline on constituent units 
and hold unit managers accountable—of the sort GE’s former chairman and CEO, 
Jack Welch, famously imposed on all divisions, “Either become the world’s top one 
or two in your industry, or expect your unit to be sold.” However, most corporate 
managers are not so “ruthless,” and they may tolerate poor performance of some 
units, which can be subsidized by better units. By robbing the better units to aid 
the poor ones, corporate managers in essence practice “socialism.” Over time, better 
units may lose their incentive to do well, as a result, and eventually corporate perfor-
mance suffers. 
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FIGURE 9.1 Product Diversification and Firm Performance

Source: From Competing for Advantage, 1st edition by R.E. Hoskisson, M.A. Hitt and R.D. Ireland, p. 228. 
Copyright © 2004. Reprinted with permission of South-Western, a division of Cengage  Learning: www.
cengagerights.com. Fax 800 730-2215

financial synergy
The increase in com-
petitiveness for each 
individual unit that 
is financially control-
led by the corporate 
headquarters beyond 
what can be achieved 
by each unit competing 
independently as 
standalone firms.

scope economies 
(economies of scope)
Reduction in per unit 
costs and increases 
in competitiveness by 
enlarging the scope of 
the firm.

internal capital 
market
A term used to 
describe the internal 
management mecha-
nisms of a product-
unrelated diversified 
firm (conglomerate) 
which operate as a 
capital market inside 
the firm.

diversification 
premium
Increased levels of 
performance because 
of association with a 
product-diversified firm 
(also known as con-
glomerate advantage).

diversification 
discount
Reduced levels of 
performance because 
of association with a 
product-diversified firm 
(also known as con-
glomerate discount).
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Geographic Diversification
Although geographic diversification can be done within one country (expanding from one 
city or state to another), in this chapter we focus on international diversification, namely, 
the number and diversity of countries in which a firm competes (see also Chapter 6).

Limited versus Extensive International Scope 
Two broad categories of geographic diversification can be identified. The first is limited 
international scope, such as US firms focusing on NAFTA markets and Spanish firms 
concentrating on Latin America. The emphasis is on geographically and culturally adja-
cent countries in order to reduce the liability of foreignness (see Chapters 4 and 6 for 
details). The second category is extensive international scope, maintaining a substantial 
presence beyond geographically and culturally neighboring countries. For example, the 
largest market for Honda is North America, accounting for 54% of its sales (twice as 
large as 27% of its sales in its home region, Asia). While neighboring countries are not 
necessarily “easy” markets, success in distant countries obviously calls for a stronger set 
of advantages to compensate for the liability of foreignness there. 

Geographic Diversification and Firm Performance
In this age of globalization, we frequently hear the calls for greater geographic diversi-
fication: All firms need to go “global,” non-international firms need to start venturing 
abroad, and firms with a little international presence should widen their geographic 
scope. The ramifications for firms failing to heed such calls presumably are grave. 
However, the evidence is not fully supportive of this popular view. As captured by the 
S curve in Figure 9.2, two findings emerge.9 First, at a low level of internationalization, 
there is a U-shaped relationship between geographic scope and firm performance, which 

Limited Intermediate Extensive
Level of geographic diversification
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FIGURE 9.2 Geographic Diversification and Firm Performance: An S Curve

Sources: Adapted from F. Contractor, S. K. Kundu, & C.-C. Hsu, 2003, “A three stage theory of international 
expansion: The link between multinationality and performance in the service sector” (p. 7), Journal of International 
Business Studies, 34: 5–18.

international 
diversification
The number and diver-
sity of countries in 
which a firm competes.
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suggests an initially negative effect of international expansion on performance before 
the positive returns are realized. This stems from the well-known hazard of liability of 
foreignness (see Chapter 6). Second, at moderate to high levels of internationalization, 
there is an inverted U shape, implying a positive relationship between geographic scope 
and firm performance—but only to a certain extent, beyond which further expansion 
is again detrimental. In other words, the conventional wisdom—“the more global, the 
better”—is actually misleading.

Not all firms have been sufficiently involved overseas to experience the ups and 
downs captured by the S curve in Figure 9.2. Many studies report a U-shaped relation-
ship, because they only sample firms in the early to intermediate stages of internation-
alization.10 Small inexperienced firms are often vulnerable during the initial phase of 
overseas expansion. On the other hand, many other studies document an inverted U 
shape, because their samples are biased for larger firms with moderate to high levels of 
diversification.11 Many large multinational enterprises (MNEs) have a “flag planting” 
mentality, bragging about in how many countries they have a presence. However, their 
performance, beyond a certain limit, often suffers, thus necessitating some withdrawals. 
Wal-Mart, for example, had to withdraw from Germany and South Korea recently. 

Given this complexity, it is hardly surprising there is a great debate about geo-
graphic diversification.12 Shown in Figure 9.2, there indeed is an intermediate range 
within which firm performance increases with geographic scope, leading some studies 
that sample firms in this range to conclude that “there is value in internationalization 
itself because geographic scope is found to be related to higher firm profitability.”13

However, other studies, which sample firms with a high level of geographic scope, 
caution that “multinational diversification is apparently less valuable in practice than 
in theory.”14 Consequently, the recent consensus emerging out of the debate is to not 
only acknowledge the validity of both perspectives, but also to specify conditions under 
which each perspective (geographic diversification helps or hurts firm performance) is 
likely to hold.15

Combining Product and Geographic Diversification
Although most studies focus on a single dimension of diversification (product or geo-
graphic) that is already very complex, in practice, most firms (except single-business 
firms with no interest to internationalize) have to entertain both dimensions of diver-
sification simultaneously.16 Figure 9.3 illustrates the four possible combinations. Firms in 
Cell 3 are anchored replicators, because they focus on product-related diversification 
and a limited geographic scope. They seek to replicate a set of activities in related 
industries in a small number of countries anchored by the home country. Cardinal 
Health, a leading US pharmaceutical distributor, pursues such a strategy.

Firms in Cell 1 can be called multinational replicators because they engage in 
product-related diversification on one hand and far-flung multinational expansion on 
the other. Most automakers, such as Renault and Nissan in the Opening Case, have 
pursued this combination. 

Firms in Cell 2 can be labeled as far-flung conglomerates because they pursue both 
product-unrelated diversification and extensive geographic diversification. MNEs such 
as Bombardier, GE, Mitsui, Samsung, Siemens, and Vivendi Universal serve as cases 
in point.

anchored replicators
Companies that seek to 
replicate a set of activi-
ties in related industries 
in a small number of 
countries anchored by 
the home country.

multinational 
replicators
Firms which engage in 
product-related diver-
sification on one hand 
and far-flung multina-
tional expansion on the 
other hand.

far-flung 
conglomerates
Conglomerate firms 
which pursue both 
extensive product-
unrelated diversification 
and extensive geographic 
diversification.
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Finally, in Cell 4 we find classic conglomerates, which engage in product-unrelated 
diversification within a small set of countries centered on the home country. Current 
examples include India’s Tata Group, Turkey’s Koc Group, and China’s Hope Group. 

Overall, migrating from one cell to another, although difficult, is possible. For 
instance, most of the current multinational replicators (Cell 1) can trace their roots as 
anchored replicators (Cell 3). One interesting migratory pattern in the last two dec-
ades is that many classic conglomerates, such as Finland’s Nokia and South Korea’s 
Samsung, that formerly dominated multiple unrelated industries in their home coun-
tries, have reduced their product scope but significantly expanded their geographic 
scope—in other words, migrating from Cell 4 to Cell 1.17 In broad strategic terms, 
this means that the costs for doing business abroad have declined and that the costs for 
managing conglomeration have risen. In other words:  

(Cell 1)
Multinational

replicator conglomerate

replicator conglomerate

Related

Extensive

Unrelated

Limited

(Cell 2)
Far-flung

(Cell 4)
Classic

Product Scope

(Cell 3)
Anchored

Geographic
Scope

FIGURE 9.3 Combining Product and Geographic Diversification

classic conglomerate
Companies that engage 
in product-unrelated 
diversification within a 
small set of countries 
centered on the home 
country.

Costs in Cell 1 (doing business abroad while mostly 
staying at home) but maintaining product 

relatedness in diversification)

Costs in Cell 4 (managing conglomeration 
while mostly staying at home) >

Further, asserting that firms in a particular cell will outperform those in other cells 
is naïve if not foolhardy. In every cell, we can find both highly successful and highly 
unsuccessful firms. Next, we explore why this is the case.

A Comprehensive Model of Diversification
Why do firms diversify? The “strategy tripod” suggests a comprehensive model of 
diversification (Figure 9.4) to answer this complex and important question.

Industry-Based Considerations
A straightforward motivation for diversification is the growth opportunities in an 
industry. If an industry has substantial growth opportunities (such as biotechnology), 
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most incumbents have an incentive to engage in product-related and/or international 
diversification. However, if it is a “sunset” industry (think of typewriters), many 
incumbents may exit and pursue opportunities elsewhere.18 

In addition to growth opportunities, the structural attractiveness of an industry, 
captured by the five forces framework, also has a significant bearing on diversifica-
tion. Recall that the first force, interfirm rivalry, is primarily manifested through two 
competitive strategies: cost leadership and differentiation. Pursuing each of them may 
motivate firms to diversify. A cost leadership strategy may encourage firms to seek 
opportunities for product-related diversification. For example, PepsiCo, a cost leader, 
recently diversified into sports drinks. When demand for carbonated beverages, such as 
Mountain Dew, flattened out (at least in the United States), PepsiCo’s considerable dis-
tribution capabilities could find some synergy by adding the newly acquired Gatorade 
products. A differentiation strategy can also lead to product-related diversification. 
Most of us saw the one-and-only (differentiated) Disney movie Lion King. Little did 

Industry-based considerations

• Industry growth opportunities
• Interfirm rivalry
• Entry barriers
• Power of suppliers and buyers
• Threat of substitutes
• Possible conglomeration

Resource-based considerations

• Value (risk reduction and core
  competencies)
• Rarity
• Imitability 
• Organization (different for
  related or unrelated diversifiers)

Institution-based considerations

• Formal institutions constrain or
  enable diversification
• Lack of formal institutions
  promotes conglomeration
• Informal norms and cognitions
  (managerial motives)

Diversification

strategies

Product/Geographic

FIGURE 9.4 A Comprehensive Model of Diversification
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we know that Disney unleashed a total of 150 (!) related products based on Lion King

(such as children’s books and toys) and made $3 billion.
Second, entry barriers do not always deter new entrants. For entrants determined to 

march into the focal industry or country, high entry barriers often result in acquisitions, 
as opposed to green-field entries. Shown in Strategy in Action 9.2, for India’s new 
breed of MNEs, acquiring incumbents to gain immediate market access is an efficient 
way to overcome entry barriers.

The bargaining power of suppliers and buyers may prompt firms to broaden their 
scope, by acquiring suppliers upstream and/or buyers downstream. For example, Sony, 
diversifying downstream, has now become a leading player in movies and music.

One striking indicator of Indian companies’ 
coming of age is the bidding war for Britain’s 

Jaguar and Land Rover car businesses in 2007–2008. 
Both firms shortlisted by Jaguar and Land Rover’s 
owner, Ford Motor Company, were Indian: Tata 
Motors and Mahindra & Mahindra. Of the two, 
Tata Motors, a part of Tata Group, won the bidding 
war and bought Jaguar and Land Rover in March 
2008. Britain’s leading magazine, The Economist, 
noted the irony: “The future of these two grand old 
badges will be shaped not in Coventry, cradle of the 
British motor industry, but in Pune, home of Tata 
Motors.” 

The ambition and confidence exhibited by Tata 
Motors and Mahindra & Mahindra are not uncom-
mon among leading Indian companies these days. In 
the past few years, thanks to rapid domestic growth, 
their average profit margins are approximately 10%—
more than twice the global average. With spare cash, 
Indian companies have been marauding acquisitively. 
While India’s IT trio—Wipro, Infosys, and Tata 
Consulting Services (TCS)—have acquired a series 
of Western businesses, non-IT companies have also 
intensified their foreign acquisitions. Tata Group, 
for example, recently bought Britain’s Tetley Tea, 
Singapore’s NatSteel, and South Korea’s Daewoo 
Trucks. The group claimed that it looks beyond 
sheer size in search of a strategic fit when making 
acquisitions. Since Indian acquisitions are so recent, 
no major foreign acquisition has failed so far. 

However, given that globally, approximately 70% 
of acquisitions end up in failure, how successful the 
inexperienced Indian acquirers will be in managing 
their acquired businesses remains to be seen.

Sources: Based on (1) Economic Times, 2008, Tatas seek long-term 
pact with Ford, March 15, economictimes.indiatimes.com; (2) The

Economist, 2007, Marauding maharajahs, March 31: 71–72; (3) The

Economist, 2008, The challengers, January 12: 62–64.

Strategy in Action 9.2 - Strategy in Action 9.2 - Indian Companies on a Buying Binge
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The threat of substitutes also has a bearing on diversification. Kodak and Fuji have 
been threatened by Canon, Samsung, and HP, which diversified into digital cameras—
a substitute for photographic films. None of these electronics firms had been regarded 
as a rival by Kodak and Fuji until recently.

In summary, the industry-based view, by definition, has largely focused on product-
related diversification with an industry focus (often in combination with geographic 
diversification). Next, we introduce resource- and institution-based considerations to 
enrich this discussion.

Resource-Based Considerations
Shown in Figure 9.4, the resource-based view—outlined by the VRIO framework—
has a set of complementary considerations underpinning diversification strategies.

VALUE

Does diversification create value? The answer is “Yes,” but only under certain condi-
tions.19 Compared with non-diversified single-business firms, diversified firms are able 
to spread risk. Even for overdiversified firms that have to restructure, no one is return-
ing to a single business with no diversification. The most optimal point tends to be 
some moderate level of diversification.  

Beyond risk reduction, diversification can create value by leveraging certain core 
competencies, resources, and capabilities. Honda, for instance, is renowned for its 
product-related diversification by leveraging its core competence in internal combus-
tion engines. It not only competes in automobiles and motorcycles, but also in boat 
engines and lawnmowers.

RARITY

For diversification to add value, firms must have unique skills to execute such a strategy. 
In 2004, an executive team at China’s Lenovo planned to acquire IBM’s PC division—a 
significant move in geographic diversification. The team confronted Lenovo’s suspi-
cious board that raised a crucial question: if a venerable American technology company 
had failed to profit from the PC business, did Lenovo have what it takes to do better 
when managing such a complex global business? The answer was actually “No.” The 
board gave its blessing to the plan only after the acquisition team agreed to not only 
acquire the business, but also to recruit top American executives.

IMITABILITY

While many firms undertake acquisitions, a much smaller number of them have mas-
tered the art of post-acquisition integration.20 Consequently, firms that excel in integra-
tion possess hard-to-imitate capabilities. At Northrop, integrating acquired businesses has 
progressed to a “science.” Each must conform to a carefully orchestrated plan listing 
nearly 400 items, from how to issue press releases to which accounting software to use. 
Unlike its bigger defense rivals such as Boeing and Raytheon, Northrop thus far has 
not stumbled with any of the acquisitions.

ORGANIZATION

Fundamentally, whether diversification adds value boils down to how firms are organ-
ized to take advantage of the benefits while minimizing the costs. Since Chapter 10 
will be devoted to organizational issues in geographic diversification, here we focus on 
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product diversification. Given the recent popularity of product-related diversification, 
many people believe that product-unrelated diversification is an inherently value-
destroying strategy. However, this is not true. With proper organization, product-
unrelated diversification can add value. 

Shown in Table 9.1, product-related diversifiers need to foster a centralized organi-
zational structure with a cooperative culture.21 The key is to explore operational link-
ages among various units, and some units may need to be pulled back to coordinate 
with other units. For example, to maximize corporate profits, Disney’s animation 
division producing the movie Lion King had to wait before launching the movie until 
its merchandise divisions were ready to hawk related merchandise. If animation man-
agers’ bonuses were linked to the annual box-office receipts of the movie, they would 
obviously be eager to release the movie. But if bonuses were linked with overall cor-
porate profits, then animation managers would be happy to assist and coordinate with 
their merchandise colleagues and would not mind waiting for a while. Consequently, 
corporate headquarters should not evaluate division performance solely based on strict 
financial targets (such as sales). The principal control mechanism is strategic control 
(or behavior control), based on largely subjective criteria to monitor and evaluate units’ 
contributions with rich communication between corporate and divisional managers.

However, the best way to organize conglomerates is exactly the opposite. The empha-
sis is on financial control (or output control), based on largely objective criteria (such 
as return on investment) to monitor and evaluate units’ performance. Because most 
corporate managers have experience in only one industry (or a few industries) and none 
realistically can be an expert in the wide variety of unrelated industries represented in a 
conglomerate, corporate headquarters is forced to focus on financial control, which does 
not require a lot of rich industry-specific knowledge. Otherwise, corporate managers 
will experience a tremendous information overload (too much information to process). 
Consequently, the appropriate organizational structure is decentralization with substantial 
divisional autonomy—in other words, structurally separate units.22 To keep divisional 
managers focused on financial performance, their compensation should be directly linked 
with quantifiable unit performance. Thus, the relationship among various divisions is 
competitive, each trying to attract a larger share of corporate investments. Such compe-
tition within an internal capital market is similar to standalone firms competing for more 
funds from the external capital market. The Virgin Group, for example, considers itself as 
“a branded venture-capital firm” whose portfolio includes airlines, railways, beverages, 
and music stores. The corporate headquarters supplies a common brand (Virgin) and 
leaves divisional managers “alone” as long as they deliver sound performance.

TABLE 9.1 Product-Related versus Product-Unrelated Diversification

 PRODUCT-RELATED DIVERSIFICATION PRODUCT-UNRELATED DIVERSIFICATION

Synergy Operational synergy Financial synergy

Economies Economies of scale Economies of scope

Control emphasis Strategic (behavior) control Financial (output) control

Organizational structure Centralization Decentralization

Organizational culture  Cooperative Competitive

Information processing  Intensive rich communication Less intensive communication

strategic control 
(or behavior control)
Controlling subsidiary/ 
unit operations based 
on whether they engage 
in desirable strategic 
behavior (such as coop-
eration).

financial control 
(or output control)
Controlling subsidiary/
unit operations strictly 
based on whether they 
meet financial/output 
criteria. 

information overload
Too much information 
to process.
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Overall, the key to adding value through either product-related or -unrelated 
diversification is the appropriate match between diversification strategy and organi-
zational structure and control.23 Conglomerates often fail when corporate managers 
impose a more centralized structure undermining lower-level autonomy (see Strategy 
in Action 9.1).

Institution-Based Considerations
Given that it is a combination of formal and informal institutions that drives firm strate-
gies such as diversification, we examine each set of institutions in turn.

FORMAL INSTITUTIONS

Formal institutions affect diversification strategies. The rise of conglomerates in the 
1950s and 1960s in developed economies was inadvertently promoted by formal 
constraints designed to curtail product-related diversification. In the United States, 
the post-1950 antitrust authorities viewed product-related diversification (especially 
mergers), designed to enhance firms’ market power within an industry, as “anticom-
petitive” and challenged them (Strategy in Action 9.1). Thus, firms seeking growth 
(such as Beatrice) were forced to look beyond their industry, triggering a great wave 
of conglomeration. By the 1980s, the US government changed its mind and no longer 
critically scrutinized related mergers within the same industry. It is not a coincidence 
that the movement to dismantle conglomerates and focus on core competencies has 
taken off since the 1980s.

Similarly, the popularity of conglomeration in emerging economies is often 
underpinned by their governments’ protectionist policies. Conglomerates (often called 
business groups in emerging economies) can leverage connections with governments 
by obtaining licenses, arranging financing (often from state-owned or -controlled 
banks), and securing technology. As long as protectionist policies prevent significant 
foreign entries, conglomerates can dominate domestic economies. However, when 
governments start to dismantle protectionist policies, competitive pressures from for-
eign multinationals (as well as domestic non-diversified rivals) may intensify. These 
changes may force conglomerates to improve performance by reducing their scope 
(see Closing Case).24 

Likewise, the significant rise of geographic diversification undertaken by numerous 
firms can be attributed, at least in part, to the gradual opening of many economies initi-
ated by formal market-supporting and -opening policy changes. (Strategy in Action 9.3 
discusses M&As in China.) 

INFORMAL INSTITUTIONS

Informal institutions can be found along normative and cognitive dimensions. 
Normatively, managers often seek to behave in ways that will not cause them to be 
noticed as different and consequently singled out for criticism by shareholders, board 
directors, and the media. Therefore, when the norm is to engage in conglomeration, 
more and more managers may simply follow such a norm. Poorly performing firms are 
especially under such normative pressures. While early movers in conglomeration (such 
as GE) may indeed have special skills and insights to make such a complex strategy 
work, many late movers probably do not have these capabilities and simply jump on 
the “bandwagon” when facing poor performance.25 Over time, this explains—at least 
partially—the massive disappointment with conglomeration in developed economies.

business groups
A term to describe a 
conglomerate, which is 
often used in emerging 
economies.
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T he first wave of foreign direct investment (FDI) 
in China, in the 1980s, mostly took the form of 

joint ventures (JVs). A second wave followed in the 
1990s in the form of wholly foreign-owned enterprises 
(WFOEs). Now a third wave of FDI—cross-board 
mergers and acquisitions (M&As)—is gaining strength. 

Consider the forces driving this third wave. China 
has a massive appetite for FDI; it is one of the world’s 
largest FDI recipients. Yet, M&As account for only 
10% to 15% of FDI flowing into China, compared 
with approximately 70% of FDI outside of China 
that takes the form of M&As. One reason for this 
disparity is that, until China joined the World Trade 
Organization in 2001, national regulations often 
encouraged (or required) foreign entrants to form 
JVs or set up WFOEs, while explicitly discouraging 
M&As. But China has since gradually loosened the 
regulations that govern foreign takeovers of Chinese 
assets, especially state-owned enterprises (SOEs), and 
has made explicit moves to attract foreign M&As. 
In many industries, including financial services and 
manufacturing, constraints on M&As are just now 
being lifted. At the same time, Chinese firms are 
increasingly engaging in cross-border M&As of their 
own. To the extent that the Chinese government 
supports the outbound M&As, it must in most cases 
clear the path for inbound M&As, according to inter-
national norms of reciprocity. 

Given the environment, how should foreign 
companies proceed? In many ways, strategies for 
M&As in China overlap with those for M&As else-
where. But recent research has uncovered some idi-
osyncrasies that are specific to acquisitions in China. 
First, Chinese SOEs are rife with organizational slack. 
Government agencies have restructured some SOEs 
to reduce underutilized resources and to make the 
SOEs more attractive M&A targets for foreign firms. 
While slack usually indicates inefficiency, in certain 
firms, some slack—such as unabsorbed cash flow in 
the form of depreciation funds, reserve funds, and 
retained earnings—may indicate the potential for 
increased performance, actually enhancing targets’ 
attractiveness.

Second, it is well known that many Chinese 
SOEs maintain three sets of books: one set that exag-
gerates performance, so they can brag to administra-
tive superiors; one that underreports performance, 
for tax purposes; and one that is fairly accurate, for 
managers themselves. Acquisition targets are likely 
to show foreign negotiators the bragging books ini-
tially. As a result, foreign firms need to be aggressive 
in conducting due diligence to uncover an accurate 
picture of targets’ assets and resources. This is par-
ticularly relevant when investigating slack.

Finally, most Western firms launching JVs and 
WFOEs in China have believed that ethnic Chinese 
managers—those from overseas Chinese economies, 
such as Hong Kong and Taiwan, who are well 
versed in the local language—were the best choice 
for running their operations in China. Meanwhile, 
they have presumed that Western managers would 
be less effective because of language and cultural 
barriers. But evidence from recent research suggests 
the opposite: Using surveys, interviews, and other 
tools, researchers find that ethnic Chinese managers 
hired by Western companies to run these businesses 
are, on average, less effective than their non-Chinese 
counterparts, as measured by the length of their 
tenures and attainment of performance goals. How 
could this be?

Strategy in Action 9.3 - Strategy in Action 9.3 - Making M&As Fly in China
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One reason appears to be that ethnic Chinese 
managers often struggle with an ambiguous manage-
rial identity: Western corporate headquarters views 
them as “us,” while local Chinese employees also 
expect them to be “us.” When these managers favor 
headquarters on issues where headquarters and locals 
conflict—such as whether Western employees and 
locals should receive equal compensation or whether 
chopsticks or forks should be used at company ban-
quets—local employees may regard them as traitors 
of sorts. That corrodes employees’ trust, ultimately 
undermining ethnic Chinese managers’ performance. 
On the other hand, employees give Western manag-
ers the benefit of the doubt. They expect these man-
agers to behave differently, to commit cultural errors, 
and to show allegiance to the parent firm. This 
tolerance by local employees of Western managers’ 

differences can enhance these managers’ confidence 
and performance. 

Of course, not every non-Chinese manager outper-
forms every ethnic Chinese manager. It is clear, however, 
that managerial effectiveness in China does not depend 
on one’s ability to use chopsticks. This point is crucial 
as more M&As flow into China and more acquiring 
companies staff their target firms’ management.

Source: Adapted from M. W. Peng, 2006, Making M&As fly in 
China, Harvard Business Review, March: 26–27. For underlying 
research, see (1) Z. Lin, M. W. Peng, H. Yang, & S. Sun, 2008, 
What drives M&As in China and America? Networks, learning, 
and institutions, Working paper, University of Texas at Dallas; 
(2) M. W. Peng, 2005, From China strategy to global strategy, 
Asia Pacific Journal of Management, 22: 123–141; (3) J. Tan & M. 
W. Peng, 2003, Organizational slack and firm performance during 
economic transitions, Strategic Management Journal, 24: 1249–1263.

Strategy in Action 9.3 - Strategy in Action 9.3 - (continued)

Another informal driver for conglomeration is the cognitive dimension—namely, 
the internalized beliefs that guide managerial behavior.26 Managers may have motives 
to advance their personal interests that are not necessarily aligned with the interests of 
the firm and its shareholders. These are called managerial motives for diversification, 
such as (1) reduction of managers’ employment risk and (2) pursuit of power, prestige, 
and income. Because single-business firms are vulnerable to economy-wide ups and 
downs (such as recessions), managers’ jobs and careers may be at risk. Thus, managers 
may have an interest to diversify their firms in order to reduce their own employment 
risk. In addition, since power, prestige, and income are typically associated with a larger 
firm size, some managers may have self-interested incentives to overdiversify their 
firms, resulting in value destruction. Such excessive diversification is known as empire 
building (see Chapter 11).27 

In summary, the institution-based view suggests that formal and informal institu-
tional conditions directly shape diversification strategy.28 Taken together, the industry-, 
resource-, and institution-based views collectively explain how the scope of the firm 
evolves around the world.

The Evolution of the Scope of the Firm29

At its core, diversification is essentially driven by economic benefits and bureaucratic 
costs. Economic benefits are the various forms of synergy (operational or financial) dis-
cussed earlier. Bureaucratic costs are the additional costs associated with a larger, more 
diversified organization, such as more headcounts and more complicated information 
systems. Overall, it is the difference between the benefits and costs that leads to certain 

economic benefits
Benefits brought by the 
various forms of syn-
ergy in the context of 
diversification. 

bureaucratic costs
The additional costs 
associated with a 
larger, more diversified 
organization, such as 
more employees and 
more expensive infor-
mation systems.
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diversification strategies. Since the economic benefits of the last unit of growth (such 
as the last acquisition) can be defined as marginal economic benefits (MEB) and the 
additional bureaucratic costs incurred as marginal bureaucratic costs (MBC), the scope 
of the firm is thus determined by a comparison between MEB and MBC.30 Shown in 
Figure 9.5, the optimal scope is at point A, where the appropriate level of diversifica-
tion should be D1. If the level of diversification is D2, some economic benefits can be 
gained by moving up to D1. Conversely, if a firm overdiversifies to D3, reducing the 
scope to D1 becomes necessary. Thus, how the scope of the firm evolves over time can 
be analyzed by focusing on MEB and MBC.

In the United States (Figure 9.6), between the 1950s and 1970s, if we hold MBC 
constant (an assumption relaxed later), the MEB curve shifted upward, resulting in an 
expanded scope of the firm on average (moving from D1 to D2). This is because of
(1) growth opportunities within the same industry through product-related diversifi-
cation, especially for large firms, were blocked by formal institutions such as antitrust 
policies, (2) the emergence of organizational capabilities to derive financial synergy 
from conglomeration, and (3) the diffusion of these actions through imitation, leading 
to an informal but visible norm among managers that such product-unrelated growth 
was legitimate. During that time, external capital markets, which were less sophisticated, 
were supportive, believing that conglomerates had an advantage in allocating capital 
(see Strategy in Action 9.1).

However, by the early 1980s, significant transitions occurred along industry, 
resource, and institutional dimensions. First, M&As within the same industry were 
no longer critically scrutinized by the government, making it unnecessary to focus on 
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FIGURE 9.5 What Determines the Scope of the Firm?

Source: Adapted from G. Jones & C. Hill, 1988, “Transaction cost analysis of strategy-structure choices” (p. 166), 
JOURNAL, 9: 159-172. Reprinted by permission of John Wiley & Sons Limited.
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unrelated diversification in different industries. Second, a resource-based analysis sug-
gests that given the VRIO hurdles, it would be extremely challenging—though not 
impossible—to derive competitive advantage from conglomeration (discussed earlier). 
In other words, with an expanded scope of the firm, MBC also increased, often out-
pacing the increase in MEB (Figure 9.6). Many firms (such as Beatrice) overdiversi-
fied and destroyed value. Consequently, a dramatic reversal in US investor sentiment 
occurred toward conglomeration: Positive in the 1960s, neutral in the 1970s, and 
negative in the 1980s (Strategy in Action 9.1). Parallel to these developments, external 
capital markets became better developed, with more analysts and more transparent and 
real-time reporting, all of which allowed for more efficient channeling of financial 
resources to high-potential firms. As a result, the conglomerate advantage serving as an 
internal capital market became less attractive. Finally, informal norms and cognitions 
changed, as managers increasingly became more disciplined and focused on shareholder 
value maximization and believed that reducing the scope of the firm was the “right” 
thing to do. All these combined to push the appropriate scope of the firm from D2 to 
D3 in Figure 9.6 by the 1990s.

Globally, an interesting extension is to understand the puzzle as to why conglom-
eration, which has been recently discredited in developed economies, is not only in 
vogue but also in some (but not all) cases adds value in emerging economies. Figure 
9.7 shows how conglomerates in emerging economies may add value at a higher level 
of diversification, whereby firms in developed economies are not able to. This analysis 
relies on two crucial and reasonable assumptions. The first is that at a given level of 
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FIGURE 9.6  The Evolution of the Scope of the Firm in the United States: 
1950–1970 and 1970–1990

Source: M. W. Peng, S.-H. Lee, & D. Wang, 2005, What determines the scope of the firm over time? A focus on 
institutional relatedness (p. 627), from Academy of Management Review. © 2005. Reprinted by permission of 
Academy of Management Review via Copyright Clearance Center. 
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diversification, MEBEmergingEcon> MEBDevelopedEcon. This is primarily because under-
developed external capital markets in emerging economies make conglomerates as 
internal capital markets more attractive. 

A second assumption is that at a given level of diversification, MBCEmergingEcon< 
MBCDevelopedEcon. In emerging economies, because of the weaknesses of formal institu-
tions, informal constraints rise to play a larger role in regulating economic exchanges 
(see Chapter 4). Most conglomerates in these countries are family firms, whose managers 
rely more on informal personal (and often family) relationships to get things done. 
Relative to firms in developed economies, firms in emerging economies typically feature 
a lower level of bureaucratization, formalization, and professionalization, which may 
result in lower bureaucratic costs. 

Consequently, for any scope between D1 and D2 (such as D3) in Figure 9.7, firms 
in developed economies at point C need to be downscoped toward point A (D1), 
whereas there is still room to gain for firms in emerging economies at point E, which 
can move up to point B (D2). However, bear in mind that conglomerates in emerging 
economies confront the same problem that plagues those in developed economies: The 
wider the scope, the harder it is for corporate headquarters to coordinate, control, and 
invest properly in different units. It seems evident that for conglomerates in emerging 
economies, there is also a point beyond which further diversification may backfire. 
As shown in the Closing Case on South Korean conglomerates, the conglomerate 
advantage is especially likely to be eroded when external capital markets in emerging 
economies become better developed. 
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FIGURE 9.7  The Optimal Scope of the Firm: Developed versus Emerging 
Economies at the Same Time

Source: M. W. Peng, S.-H. Lee, & D. Wang, 2005, What determines the scope of the firm over time? A focus on 
institutional relatedness (p. 628), from Academy of Management Review. © 2005. Reprinted by permission of 
Academy of Management Review via Copyright Clearance Center.
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Overall, industry dynamics, resource repertoires, and institutional conditions are 
not static, nor are diversification strategies. The next two sections describe two primary 
means for expanding and contracting the scope of the firm—through acquisitions and 
restructuring, respectively.

Acquisitions
Setting the Terms Straight
Although the term mergers and acquisitions (M&As) is often used, in reality, 
acquisitions dominate the scene. An acquisition is transfer of the control of assets, 
operations, and management from one firm (target) to another (acquirer), the former 
becoming a unit of the latter. A merger is the combination of assets, operations, 
and management of two firms to establish a new legal entity. Only approximately 
3% of cross-border M&As are mergers. Even many so-called “mergers of equals” 
turn out to be one firm taking over another (such as DaimlerChrysler). A recent 
World Investment Report published by the United Nations opines that “The number 
of ‘real’ mergers is so low that, for practical purposes, ‘M&As’ basically mean 
‘acquisitions.’ ”31 Consequently, we will use the two terms, “M&As” and “acquisitions,” 
interchangeably.

Specifically, we focus on cross-border (international) M&As, whose various types 
are illustrated by Figure 9.8. Cross-border activities represent approximately 30% of all 
M&As, and M&As represent the largest proportion (about 70%) of FDI flows. 

There are three primary categories of M&As: (1) horizontal, (2) vertical, and 
(3) conglomerate. Horizontal M&As refer to deals involving competing firms in 
the same industry (such as BP/Amoco).32 Approximately 70% of the cross-border 
M&As are horizontal. Vertical M&As, another form of product-related diversifica-
tion, are deals that allow the focal firms to acquire suppliers (upstream) and/or 
buyers (downstream) (such as Sony/Columbia Pictures). About 10% of cross-border 
M&As are vertical ones. Conglomerate M&As are transactions involving firms in 
product-unrelated industries (such as Vivendi/Universal). Roughly 20% of cross-
border M&As are conglomerate deals.

The terms of M&As can be friendly or hostile. In friendly M&As, the board and 
management of a target firm agree to the transaction. Hostile M&As (also known as 
hostile takeovers) are undertaken against the wishes of the target firm’s board and 
management, who reject M&A offers. In the United States, hostile M&As are more 
frequent, reaching 14% of all deals in the 1980s (although the number went down to 
4% in the 1990s). Internationally, hostile M&As are very rare, accounting for less than 
0.2% of all deals and less than 5% of total value. 

Motives for Mergers and Acquisitions
What drives M&As? Table 9.2 shows three drivers: (1) synergistic, (2) hubris, and 
(3) managerial motives, which can be illustrated by the three leading perspectives.33 

In terms of synergistic motives, the most frequently mentioned industry-based 
rationale is to enhance and consolidate market power.34 For example, after a series 
of M&As in three years (such as Renault/Nissan), the top ten automakers increased 
their global market share from 69% in 1996 to 80% in 1999.35 

mergers and 
acquisitions (M&As)
Firms either merging 
with or acquiring other 
firms.

acquisition
The transfer of control 
of assets, operations, 
and management from 
one firm (target) to 
another (acquirer); the 
former becoming a unit 
of the latter.

merger
The combination of 
assets, operations, and 
management of two 
firms to establish a new 
legal entity.

horizontal M&As
Merger and acquisition 
deals involving compet-
ing firms in the same 
industry. 

vertical M&As
Merger and acquisition 
deals involving suppli-
ers (upstream) and/or 
buyers (downstream).

conglomerate M&As
M&As deals involving 
firms in product-
unrelated industries.
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From a resource-based view, the most important synergistic rationale is to lever-
age superior resources.36 Lufthansa recently acquired Air Dolomiti, an award-winning 
regional airline in northern Italy. While many small airlines drop out, Lufthansa’s 
willingness to leverage its superior resources helps ensure Air Dolomiti’s presence in 
the skies. Finally, another motive is to gain access to complementary resources, as evi-
denced by Lenovo’s interest in IBM’s worldwide client base. 

In terms of synergistic motives, from an institution-based view, acquisitions are 
often a response to formal institutional constraints and transitions in search of synergy.37

It is not a coincidence that the number of cross-border M&As has skyrocketed in the 
last two decades. This is the same period during which trade and investment barriers 
have gone down and FDI has risen.38 

While all the synergistic motives, in theory, add value, hubris and managerial 
motives reduce value. Hubris refers to managers’ overconfidence in their capabilities.39 
Managers of acquiring firms make two very strong statements.40 The first is that “We 
can manage your assets better than you [target firm managers] can!” The second state-
ment is even bolder, because acquirers of publicly listed firms always have to pay an 

friendly M&As
Mergers and acquisi-
tions in which the board 
and management of a 
target firm agree to the 
transaction (although 
they may initially resist).

hostile M&As (also 
known as hostile 
takeovers)
Mergers and acqui-
sitions undertaken 
against the wishes of 
the target firm’s board 
and management, who 
reject M&A offers.
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FIGURE 9.8 Cross-border M&As

Source: Adapted from United Nations, 2000, World Investment Report 2000 (p. 100), New York: UN 
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acquisition premium (an above-the-market price to acquire another firm).41 This is 
essentially saying: “We are smarter than the market!” To the extent that the capital 
market is (relatively) efficient and that the market price of target firms reflects their 
intrinsic value, there is simply no hope to profit from such acquisitions. Even when we 
assume the capital market to be inefficient, it is still apparent that when the premium 
is too high, acquiring firms must have overpaid.42 This is especially true when multiple 
firms bid for the same target, the winning acquirer may suffer from the “winner’s curse” 
from auctions—that is, the winner has overpaid. From an institution-based view, many 
managers join the acquisition “bandwagon,” after some first-mover firms start doing 
deals in an industry. The fact that M&As come in “waves” speaks volumes about such 
a herd behavior. Eager to catch up, many late movers in such “waves” may rush in, 
prompted by a “Wow! Get it!” mentality. Not surprisingly, many deals go bust.

While the hubris motives suggest that managers may unknowingly overpay for tar-
gets, managerial motives posit that for self-interested reasons, some managers may have 
knowingly overpaid the acquisition premium for target firms. Driven by such norms and 
cognitions, some managers may have deliberately overdiversified their firms through 
M&As (see Chapter 11 for details).

Overall, synergistic motives add value, and hubris and managerial motives destroy 
value. They may simultaneously coexist. Next, we discuss how they impact performance.

Performance of Mergers and Acquisitions
Despite the popularity of M&As, their performance record is rather sobering. As many 
as 70% of M&As reportedly fail. On average, acquiring firms’ performance does not 
improve after acquisitions and is often negatively affected.43 Target firms, after being 
acquired, often perform worse than when they were independent standalone firms.44

The only identifiable group of winners is shareholders of target firms, who may experi-
ence, on average, a 24% increase in their stock value during the period of the transac-
tion (thanks to the acquisition premium).45 Shareholders of acquiring firms experience 
a 4% loss of their stock value during the same period. The combined wealth of share-
holders of both acquiring and target firms is marginally positive, less than 2%.46 While 

hubris
Managers’ overconfi-
dence in their 
capabilities.

acquisition premium
The difference between 
the acquisition price 
and the market value 
of target firms.

TABLE 9.2 Motives Behind Mergers and Acquisitions

•  Enhance and consolidate 
market power 

• Overcome entry barriers

• Reduce risk

• Scope economies

•  Leverage superior 
managerial capabilities

•  Access to complementary 
resources

•  Learning and developing 
new skills

•  Managers’ overconfidence 
in their capabilities

•  Respond to formal institutional 
constraints and transitions

•  Take advantage of market 
openings and globalization

•  Herd behavior—following norms 
and chasing fads of M&As

•  Self-interested actions such as 
empire-building guided by 
informal norms and cognitions

Synergistic Motives

Hubris Motives

Managerial Motives

 INDUSTRY-BASED ISSUES RESOURCE-BASED ISSUES INSTITUTION-BASED ISSUES
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these findings are mostly from three decades of M&A data in the United States (where 
half of the global M&As take place and most of the M&A research is done), they prob-
ably also apply to cross-border acquisitions.

Why do many acquisitions fail? Problems can be identified in both pre- and post-
acquisition phases (Table 9.3). During the pre-acquisition phase, because of executive 
hubris and/or managerial motives, acquiring firms may overpay targets—in other words, 
they fall into a “synergy trap.”47 For example, in 1998, when Chrysler was profitable, 
Daimler-Benz paid $40 billion, a 40% premium over its market value, to acquire it. Given 
that Chrysler’s expected performance was already built into its existing share price, at a zero 
premium, Daimler-Benz’s willingness to pay for such a high premium was indicative of 
(1) strong managerial capabilities to derive synergy, (2) high levels of hubris, (3) significant 
managerial self-interests, or (4) all of the above. As it turned out, by the time Chrysler was 
sold in 2007, it fetched only $7.4 billion, destroying four-fifths of the value. 

Another primary pre-acquisition problem is inadequate screening and failure to 
achieve strategic fit, which is the effective match of complementary strategic capa-
bilities. For example, the $35 billion acquisition (claimed as a “merger”) of Sweden’s 
Astra by Britain’s Zeneca—both in the pharmaceutical industry—in 1999 might lack 
strategic fit. While the combined firm had greater scale economies, both had a large 
number of soon-to-expire patents that would no longer serve as entry barriers to deter 
generic drug manufacturers.48 

Internationally, because of greater institutional and cultural distances, these pre-
acquisition problems can be even worse.49 In addition, in oligopolistic industries (such 
as automobiles and pharmaceuticals) where the number of worthy targets may be small, 
once rivals start to “cherry pick” targets, other firms may feel a greater urgency to “rush 
in,” failing to adequately consider crucial strategic fit issues. In addition, nationalistic 
concerns against foreign acquisitions may erupt. When Dubai Ports World (DP World) 
from the United Arab Emirates tried to acquire US ports in 2006, nationalistic senti-
ments torpedoed the deal.50 

During the post-acquisition phase, numerous integration problems may pop up. 
Even when the acquiring firms have paid attention to strategic fit, it is important to also 
consider organizational fit, which is the similarity in cultures, systems, and structures. 
One study reports that a striking 80% of acquiring firms do not analyze organizational 
fit with targets.51 For instance, on paper, Daimler-Benz and Chrysler had a good strate-
gic fit both in terms of complementary product lines and geographic scope. But there 

strategic fit
The complementarity 
of partner firms’ “hard” 
skills and resources, 
such as technology, 
capital, and distribu-
tion channels.

organizational fit
The complementarity 
of partner firms’ “soft” 
organizational traits, 
such as goals, experi-
ences, and behaviors, 
that facilitate 
cooperation.

TABLE 9.3 Symptoms of Merger and Acquisition Failures

 PROBLEMS FOR ALL M&AS PARTICULAR PROBLEMS FOR CROSS-BORDER M&AS

•  Managers overestimate their ability to 
create value

• Inadequate pre-acquisition screening 

• Poor strategic fit

• Poor organizational fit

•  Failure to address multiple stakeholder 
groups’ concerns

Pre-acquisition: 
Overpayment for targets

Post-acquisition: 
Failure in integration

•  Lack of familiarity with foreign cultures, institutions, 
and business systems

• Inadequate number of worthy targets

•  Nationalistic concerns against foreign takeovers 
(political and media levels)

•  Clashes of organizational cultures compounded 
by clashes of national cultures

•  Nationalistic concerns against foreign takeovers 
(firm and employee levels)
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seemed to be inadequate organizational fit. American managers resented the dominance 
of German managers, who promised that the deal would be a “merger of equals.” 
German top executives disliked being paid two-thirds less than their Chrysler colleagues. 
These cultural clashes led to a mass exodus of American managers leaving Chrysler—a 
common phenomenon in acquired firms.52

Another issue is the failure to address multiple stakeholders’ concerns during inte-
gration, which involves job losses, restructured responsibilities, diminished power, 
and much else that is stressful (see Opening Case). Shown in Figure 9.9, substantial 
concerns arise among a variety of stakeholders, such as investors and customers, as well 
as employees at all levels. Most companies focus on task issues (such as standardizing 
financial reporting) first, and pay inadequate attention to people issues, resulting in low 
morale and high turnover, especially among its best talents.53

In cross-border M&As, integration difficulties may be much worse, because clashes 
of organizational cultures are compounded by clashes of national cultures.54 When 
Four Seasons acquired a hotel in Paris, the simple “American” request that employees 
smile at customers was resisted by French employees and laughed at by the local media 
as “la culture Mickey Mouse.”55 

Overall, although acquisitions are often the largest capital expenditures most 
firms ever make, they are frequently the worst planned and executed activities of all. 
Unfortunately, when merging firms try to sort out the mess, competitors are likely 
to launch aggressive attacks to take advantage of the chaos (see Chapter 8). When 
DaimlerChrysler struggled with postmerger chaos, BMW overtook Mercedes-Benz to 
become the world’s number-one luxury carmaker. Adding all of the above, it is hardly 
surprising that most M&As fail.
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Restructuring
Setting the Terms Straight
Although the term “restructuring” normally refers to adjustments to firm size and 
scope through either diversification (expansion or entry), divestiture (contraction or 
exit), or both,56 its most common definition is reduction of firm size and scope—we will 
adopt this more frequently used definition here. There is a historical reason behind this 
one-sided use of the word “restructuring.” By the 1980s and 1990s when this word 
surfaced in our vocabulary, many firms suffered from overdiversification and became 
interested in reducing size and scope. Using this definition, there are two primary ways 
of restructuring: (1) downsizing (reducing the number of employees through lay-offs, 
early retirements, and outsourcing),57 and (2) downscoping (reducing the scope of the 
firm through divestitures and spin-offs).58 Another side of downscoping is refocusing,
namely, narrowing the scope of the firm to focus on a few areas. 

Motives for Restructuring
We can draw on industry-, resource-, and institution-based views to understand the 
motives for restructuring.59 From an industry-based view, restructuring is often trig-
gered by a rising level of competition within an industry (such as telecommunica-
tions).60 Given that a primary motivation for M&As is to eliminate redundant assets, 
industries experiencing a high level of M&As (such as automobiles in Opening Case) 
not surprisingly often unleash major restructuring efforts.61

The resource-based view suggests that while restructuring may bring some ben-
efits, significant costs also arise (such as organizational chaos, anxiety, and low morale). 
When most rivals restructure, these activities may not generate sustainable value, are 
not rare, and cause organizational problems. In short, it is “not possible for firms to 
‘save’ or ‘shrink’ their way to prosperity.”62 

From an institution-based perspective, by the 1980s and 1990s, firms in developed 
economies increasingly felt pressure from capital markets to restructure.63 Managers 
increasingly accepted restructuring to be a part of legitimate business undertaking.64 
However, strong institutional pressures against restructuring also exist. In the United 
States, restructuring, job loss, and outsourcing have been controversial issues in every 
presidential election since the 1990s. In Germany, all “redundancies” must, by law, be 
negotiated by workers’ councils (unions), whose members understandably are not keen to 
vote themselves out of jobs. In Central and Eastern Europe where some restructuring is 
often urgently needed, many managers are reluctant to do so.65 In Asia, even after the rude 
awakening of the 1997 financial crisis, restructuring has still been “sporadic and glacially 
slow.”66 Overall, corporate restructuring is not widely embraced around the world.67  

Debates and Extensions
The two leading debates discussed here will be (1) product relatedness versus other 
forms of relatedness and (2) acquisitions versus alliances.

Product Relatedness versus Other Forms of Relatedness
What exactly is relatedness? While the idea of product relatedness is seemingly straight-
forward, it has attracted at least three significant points of contention. First, how to 

restructuring
(1) Adjusting firm size 
and scope through 
either diversification 
(expansion or entry), 
divestiture (contraction 
or exit), or both. 
(2) Reducing firm size 
and scope.

downsizing
Reducing the number of 
employees through lay-
offs, early retirements, 
and outsourcing.

downscoping
Reducing the scope of 
the firm through dives-
titures and spin-offs.

refocusing
Narrowing the scope of 
the firm to focus on a 
few areas.
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actually measure product relatedness remains debatable.68 Starbucks now sells music CDs 
in its coffee shops. Are coffee and music related? The answer would be both “yes” and 
“no,” depending on how you measure relatedness. Amazon not only sells books, but 
also hawks apparel, furniture, movies, power tools, TVs, and dozens of other product 
categories. Are these products related? From a production standpoint, they certainly are 
not. But from a distribution/shopping standpoint, a compelling case can be made that 
these products are related—think of the numerous products Wal-Mart carries. 

Second, beyond measurement issues, an important school of thought, known as the 
“dominant logic” school, argues that it is not only the visible product linkages that can 
count as “product relatedness.” Rather, it is a set of common underlying dominant logic 
that connects various businesses in a diversified firm.69 Consider Britain’s easyGroup, which 
operates easyJet (airline), easyCinema, and easyInternetcafé, among others. Underneath its 
conglomerate skin, a dominant logic is to actively manage supply and demand. Early and/
or non-peak-hour customers get cheap deals (such as 20 cents a movie), and late and/or 
peak-hour customers pay a lot more. Charges at the Internet cafés rise as the seats fill up. 
While many firms (such as airlines) practice such “yield management,” none has been 
so aggressive as the easyGroup. Thus, instead of treating the easyGroup as an “unrelated 
conglomerate,” perhaps we may label it a “related yield management firm.”

Finally, from an institution-based view, some “product unrelated” conglomerates 
may be linked by institutional relatedness, defined as “a firm’s informal linkages with 
dominant institutions in the environment which confer resources and legitimacy.”70

For example, sound informal relationships with government agencies, in countries 
(usually emerging economies) where such agencies control crucial resources such as 
licensing, financing, and labor pools, would encourage firms to leverage such relation-
ships by entering multiple industries. In emerging economies, solid connections with 
banks—a crucial financial institution—may help raise financing to enter multiple indus-
tries, whereas standalone entrepreneurial start-ups without such connections often have 
a hard time securing financing.71 This idea helps explain why in developed economies, 
e-commerce is dominated by new start-ups (such as Amazon and eBay), whereas in 
emerging economies it is dominated by new units of old-line conglomerates (such as 
Hong Kong’s Wharf and Singapore’s Sembcorp). It seems that despite the Western 
advice to downscope, some conglomerates in emerging economies have recently 
expanded their scope by entering new industries such as e-commerce. In other words, 
a firm, which is classified as a “product unrelated” conglomerate, may actually enjoy a 
great deal of institutional relatedness.

Acquisitions versus Alliances
Despite the proliferation of acquisitions, their lackluster performance has led to a debate 
regarding whether they have been overused. Strategic alliances are an alternative to 
acquisitions (see Chapter 7). However, many firms seem to have plunged straight into 
“merger mania.” Even when many firms pursue both M&As and alliances, they are 
often undertaken in isolation.72 While many large MNEs have an M&A function and 
some have set up an alliance function, virtually no firm has established a combined 
“mergers, acquisitions, and alliance” function. In practice, it may be advisable to explicitly 
compare and contrast acquisitions vis-à-vis alliances.73

Compared with acquisitions, strategic alliances, despite their own problems, cost 
less and allow for opportunities to learn from working with each other before engaging 
in full-blown acquisitions.74 Many poor acquisitions (such as DaimlerChrysler) would 

dominant logic
A common underlying 
theme that connects 
various businesses in 
a diversified firm.

institutional 
relatedness
A firm’s informal 
linkages with dominant 
institutions in the 
environment that 
confer resources and 
legitimacy.
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probably have been better off had firms pursued alliances first. At present, it is incon-
clusive whether alliances are actually better than acquisitions. Nevertheless, it seems 
imperative that firms seriously and thoroughly investigate alliances as an alternative to 
acquisitions (see Chapter 7 for details).

The Savvy Strategist
Guided by the three leading perspectives that lead to the “strategy tripod,” the savvy 
strategist draws three important implications for action (Table 9.4). First, understand 
the nature of your industry that may call for diversification, acquisitions, and restruc-
turing. In some “sunset” industries, diversification out of them is a must. In new hot-
growth industries and countries, new entrants often feel compelled to acquire in order 
to ensure a timely presence (see Strategy in Action 9.2 and 9.3). 

Second, you and your firm need to develop capabilities that facilitate successful 
acquisitions and restructuring by following the suggestions outlined in Table 9.5. 
These would include do not overpay for targets and focus on both strategic and organi-
zational fit.75 At GE, acquisition management is a full-time job, involving 230 full-time 
employees. Some firms deploy ad hoc teams when needed. During the HP–Compaq 
merger, the integration team numbered more than 1,500.76 While approaches vary, no 
firm can afford to take acquisitions, especially the integration phase, lightly.

Finally, you need to master the rules of the game—both formal and informal—
governing acquisitions around the world. In 2004, when Lenovo acquired IBM’s 
PC division, it faced US government scrutiny. IBM had a better understanding of 
the necessity for the new Lenovo to maintain an “American” image, by persuading 
Lenovo to give up the idea of having dual headquarters in China and the United States 
and set up its world headquarters in the United States. This highly symbolic action 

TABLE 9.4 Strategic Implications for Action

•  Understand the nature of your industry that may call for diversification, acquisitions, 
and restructuring.

• Develop capabilities that facilitate successful acquisitions and restructuring.

• Master the rules of the game governing acquisitions and restructuring around the world.

TABLE 9.5 Improving the Odds for Acquisition Success

AREA DO’S AND DON’TS

Pre-acquisition •  Do not overpay for targets and avoid a bidding war when premiums 
are too high.

•  Engage in thorough due diligence concerning both strategic fit and 
organizational fit.

Post-acquisition •  Address the concerns of multiple stakeholders and try to keep the 
best talents.

•  Be prepared to deal with roadblocks thrown out by people whose jobs 
and power may be jeopardized.
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made it easier to win approval from the US government. In contrast, in 2001, GE and 
Honeywell proposed to merge and cleared US antitrust scrutiny. Yet, they failed to 
anticipate the power of the EU antitrust authorities to torpedo the deal.77 These two 
otherwise highly capable firms should have done more “homework”—known in the 
jargon as due diligence—on the institutional side.

In terms of the four most fundamental questions, this chapter directly answers 
Question 3: What determines the scope of the firm? Industry conditions, resource 
repertoire, and institutional frameworks shape corporate scope. In addition, why firms 
differ (Question 1) and how firms behave (Question 2) boil down to why and how 
they choose different diversification strategies. Finally, what determines the success and 
failure of firms around the globe? The answer lies in whether they can successfully 
overcome the challenges associated with diversification, acquisitions, and restructuring.

CHAPTER SUMMARY

 1. Define product diversification and geographic diversification

• Product-related diversification focuses on operational synergy and scale economies. 

• Product-unrelated diversification (conglomeration) stresses financial synergy and 
scope economies. 

• Geographically diversified firms can have a limited or extensive international scope. 

• Most firms pursue product and geographic diversification simultaneously.

 2. Articulate a comprehensive model of diversification

• The “strategy tripod” suggests industry-, resource-, and institution-based factors 
for diversification.

 3. Gain insights into the motives and performance of acquisitions

• Most M&As are acquisitions.

• M&As are driven by (1) synergistic, (2) hubris, and/or (3) managerial motivations. 

 4. Enhance your understanding of restructuring

• Restructuring involves downsizing, downscoping, and refocusing.

 5. Participate in two leading debates on diversification, acquisitions, and restructuring

• (1) Product relatedness versus other forms of relatedness and (2) acquisitions 
versus alliances.

 6. Draw strategic implications for action

• Understand the nature of your industry that may call for diversification, 
acquisitions, and restructuring.

• Develop capabilities that facilitate successful acquisitions and restructuring.

• Master the rules of the game governing acquisitions and restructuring around 
the world.
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KEY TERMS

Acquisition

Acquisition premium

Anchored replicator

Bureaucratic cost

Business group

Business-level strategy

Classic conglomerate

Conglomerate

Conglomerate M&A

Conglomeration

Corporate-level strategy 
(corporate strategy)

Diversification

Diversification discount

Diversification premium

Dominant logic

Downscoping

Downsizing

Economic benefit

Far-flung conglomerate

Financial control 
(output control)

Financial synergy

Friendly M&A

Geographic diversification

Horizontal M&A

Hostile M&A (hostile 
takeover)

Hubris

Information overload

Institutional relatedness

Internal capital 
market

International diversification

Marginal bureaucratic cost

Marginal economic benefit

Merger

Merger and acquisition 
(M&A)

Multinational replicator

Operational synergy

Organizational fit

Product diversification

Product-related 
diversification

Product-unrelated 
diversification

Refocusing

Restructuring

Scale economies 
(economies of scale)

Scope economies
(economies of scope)

Single business strategy

Strategic control 
(behavior control)

Strategic fit

Vertical M&A

CRITICAL DISCUSSION QUESTIONS 
 1. Some argue that shareholders can diversify their stockholdings and that there is 

no need for corporate diversification to reduce risk. The upshot is that any excess 
earnings (known as “free cash flows”), instead of being used to acquire other firms, 
should be returned to shareholders as dividends and that firms should pursue more 
focused strategies. Do you agree or disagree with this statement? Why?

 2. Unrelated product diversification (conglomeration) is widely discredited in devel-
oped economies. However, in some cases it still seems to add value in emerging 
economies. Is this interest in conglomeration likely to hold or decrease in emerging 
economies over time? Why?

 3. ON ETHICS: As a CEO, you are trying to decide whether to acquire a foreign 
firm. The size of your firm will double after this acquisition and it will become 
the largest in your industry. On one hand, you are excited about the opportunities 
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to be a leading captain of industry and the associated power, prestige, and income 
(you expect your income to double next year). On the other hand, you have just 
read this chapter and are troubled by the fact that 70% of M&As reportedly fail. 
How would you proceed?

CLOSING CASE

From Diversification Premium to Diversification 
Discount in South Korea

Large conglomerates (business groups), such as Samsung, 
Hyundai, LG, and Daewoo, are called chaebols in South 
Korea (hereafter Korea). They dominate the economy, 
contributing approximately 40% of Korea’s GDP as of 
1996. In 1996, Samsung had 80 subsidiaries, Hyundai 
57, LG 49, and Daewoo 30—scattered in different 
industries such as automobiles, chemicals, construction, 
electronics, financial services, insurance, semiconduc-
tors, shipbuilding, and steel. Why and how did chaebols, 
all from humble roots in focused industries, grow to 
become such sprawling conglomerates? The chairman 
of LG shared an intriguing story:  

“My father and I started a cosmetic cream factory 
in the late 1940s. At that time, no company could 
supply us with plastic caps of adequate quality for 
cream jars, so we had to start a plastic business. 
Plastic caps alone were not sufficient to run the 
plastic molding plant, so we added combs, tooth-
brushes, and soap boxes. This plastics business also 
led us to manufacture electric fan blades and tele-
phone cases, which in turn led us to manufacture 
electrical and electronic products and telecom-
munications equipment. The plastics business also 
took us into oil refining, which needed a tanker 
shipping company. The oil refining company 
alone was paying an insurance premium amount-
ing to more than half the total revenue of the 
then-largest insurance company in Korea. Thus, 
an insurance company was started.”

What the story does not reveal is the visible hand 
of the Korean government, which channeled financial 
resources to fund chaebols’ growth. In the meantime, 
the government protected domestic markets from 
foreign competition. However, the cozy protected 

environment did not last forever. Because Korea’s 
eagerness to join the OECD prior to its accession 
in 1996 resulted in external pressures to open the 
economy, the government gradually removed import 
restrictions. In addition, capital markets became more 
open and vibrant. At the same time, labor costs rose 
sharply. Internationally, chaebol products were often 
stuck in the middle between high-end Japanese offer-
ings and low-end Chinese merchandise.

Confronting such rising environmental turbulence 
by the 1990s, chaebols increased their scope. The aver-
age number of affiliates of the top 30 chaebols grew 
from 17 per group in 1987 to 22 in 1996, a 30% 
increase. In the process, they took on a high level 
of debt, based on extensive cross-guarantees among 
group member firms. Banks were happy to provide 
loans, believing that chaebols were “too big to fail.” 
The debt/equity ratio ended up being, on average, 
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617% for the top 30 chaebols. In some extreme cases, 
New Core’s debt/equity ratio was 1,225%, Halla’s was 
2,066%, and Jinro’s was 3,765%. 

Unfortunately, by the time the Asian economic 
crisis of 1997 struck, chaebols took an enormous beat-
ing. Their excessive borrowing and reckless growth 
were sharply criticized. Of the 30 top chaebols in 1996, 
close to half of them, including New Core, Halla, 
and Jinro, have gone through bankruptcy proceedings 
or bank-sponsored restructuring programs. Daewoo, 
ranked number four in 1996, has literally been broken 
up. All surviving chaebols have sold businesses and sub-
stantially reduced their scope. 

In retrospect, signs of chaebols’ troubles had been 
like writings on the wall before the crisis. There was 
indeed a time chaebols carried a diversification premium,

with affiliates outcompeting comparable independent 
firms (about 10% higher sales during 1984–1987). 
However, rising environmental turbulence coupled 
with growing firm size proved to be a lethal combina-
tion. By 1994–1996, there was a diversification discount,

with chaebol member firms selling at 5% less than 
comparable independent firms (Figure 9.10). Finally, 
the better developed external capital markets further 
eroded the chaebols’ advantage to operate an internal 
capital market. 

With hindsight, it is amazing to see chaebols being 
applauded as the champions of Korean economic 
development and a worthy organizational model 
for other developing economies to emulate prior to 
1997. Since 1997, chaebols were often painted with a 

negative brush and blamed for the country’s economic 
crisis. Both positions seem extreme. Chaebols probably 
were neither “paragons” nor “parasites.” Their roles 
changed. Chaebols as conglomerates did add value 
during earlier days. But past some point of inflection 
(probably the early 1990s as shown in Figure 9.10), 
their drawbacks started to outweigh their benefits.

Sources: Based on (1) S. J. Chang, 2006, Business groups in East 
Asia: Post-crisis restructuring and new growth, Asia Pacific Journal of 

Management, 23: 407–417; (2) H. Kim, R. Hoskisson, L. Tihanyi, & 
J. Hong, 2004, The evolution and restructuring of diversified business 
groups in emerging markets: The lessons from chaebols in Korea, Asia 

Pacific Journal of Management, 21: 25–48; (3) K. B. Lee, M. W. Peng, & 
K. Lee, 2008, From diversification premium to diversification discount 
during institutional transitions, Journal of World Business, 43: 47–65; 
(4) M. W. Peng & A. Delios, 2006, What determines the scope of the 
firm over time and around the world? Asia Pacific Journal of Management,

23: 385–405.

Case Discussion Questions
 1. Drawing on industry-, resource-, and institution-

based views, explain why conglomeration 
(product-unrelated diversification) became a 
dominant corporate strategy in postwar Korea.

 2. What turned chaebols’ diversification premium into 
a diversification discount?

 3. Some argue that chaebols as an organizational spe-
cies will die. How does the future look for chae-

bols in Korea, and for conglomerates in emerging 
economies in general? 

FIGURE 9.10  A 10% Diversification Premium in 1984–1987 Turned into 
a 5% Discount in 1994–1996

Source: Adapted from K. B. Lee, M. W. Peng, & K. Lee, 2008, From diversification premium to diversification 
discount during institutional transitions (p. 63), Journal of World Business, 43: 47–65. A value above the horizontal 
line indicates a diversification premium, and a value below the horizontal line indicates a diversification discount.
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Learning Around the World

KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Understand the four basic configurations of multinational strategies and structures

2. Articulate a comprehensive model of multinational strategy, structure, and learning

3. Outline the challenges associated with learning, innovation, and knowledge management

4. Participate in two leading debates on multinational strategy, structure, and learning

5. Draw strategic implications for action
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OPENING CASE: TOYOTA AS (ALMOST) NUMBER ONE 

Over the past three decades, during which 
every automaker has been allegedly 
“learning from Toyota,” Toyota has 

widened the performance gap between itself and 
the rest of the pack. From humble roots, it has risen 
to (almost) become the number one automaker 
by volume in the world. The year 2007 marked 
the 70th anniversary of its founding and the 50th 
anniversary of its first exports to the United States. 
In 2007, Toyota sold 9.4 million vehicles globally, 
only about 3,000 fewer than General Motors (GM). 
In other words, Toyota almost dethroned GM, 
which has occupied the top spot since 1931. The 
media speculated that Toyota might have deliber-
ately shied away from being number one to both 
avoid potential protectionist backlash in the United 
States and also to keep its own employees from 
becoming too arrogant. Currently, Toyota is the 
most profitable automaker, while GM and Ford 
have been suffering huge losses. Market capitaliza-
tion says it all: Toyota is now worth more than 
the American Big Three combined and more than 
Honda and Nissan put together. 

Toyota has evolved from being an exporter 
that made all its econobox cars in Japan to a far-
flung enterprise that now makes a full range of 
vehicles in Argentina, Australia, Brazil, Britain, 
Canada, China, the Czech Republic, France, 
India, Indonesia, Malaysia, Mexico, Pakistan, the 
Philippines, Poland, Russia, South Africa, Thailand, 

Turkey, the United States, and Vietnam. Its rise is 
neither quick nor inevitable. In the crucial US 
market, in 1970, Toyota had only a 2% sliver, 
whereas GM commanded 40%. Its market share 
moved up to 3% in 1980, 8% in 1990, and 9% in 
2000. Its US market share entered double digits for 
the first time only in 2006, when it rose to 13% 
and GM’s declined to 26%. In 2007, Toyota’s US 
market share grew to 16% and GM’s fell to 24%. 
Recently, Toyota’s growth has been accelerating. 
In 1995, it had 26 factories. In 2007, it had 63. In 
the past six years, Toyota added significant new 
capacity to make three million cars—the only other 
automaker to boost production that fast was Ford 
Motor Company, under the original Henry Ford in 
the early 1900s.

As Toyota blossoms around the world, a lead-
ing challenge is how to keep Toyota “Toyota.” 
Recently, a series of un-Toyota-like quality prob-
lems have shown “cracks” in its armor. In 2007, 
America’s influential Consumer Reports magazine 
pushed three vehicles from its recommended list 
(the Camry V6 sedan, the Lexus GS, and the 
Tundra pickup truck) and opined that it would “no 
longer recommend any new or re-designed Toyota 
models without reliability data on a specific design.” 
In other words, Toyota models are no longer auto-
matically assumed to be reliable. Toyota executives 
are concerned because Toyota’s legendary quality 
reputation, which took decades to establish, could 
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How can multinational enterprises (MNEs) such as Toyota strategically manage 
growth around the world? How can they learn country tastes, global trends, and market 
transitions that may call for structural changes? How can they improve the odds for 
better innovation? These are some of the key questions we address in this chapter. 
Importantly, this is the topic that traditional “global strategy” textbooks emphasize. 
Because this book broadens the scope of “global strategy” to be “strategy around the 
globe” (see Chapter 1), we have already covered a wider set of topics, including strat-
egy issues confronting smaller entrepreneurial firms (Chapter 5). This chapter covers 
very important material that underlines the success and failure of larger MNEs.

We start by discussing the crucial relationship between four strategies and four 
structures. Next, a comprehensive model drawing from the “strategy tripod” sheds 
light on these issues. Then, we discuss worldwide learning, innovation, and knowledge 
management. Debates and extensions follow. 

erode quickly. After being ranked 28th out of 36 
vehicle brands by J.D. Power in a customer satisfac-
tion survey in 2007, Toyota unleashed a program 
labeled “EM2” (everything matters exponentially) to 
take a hard look into its operations.

To cope with its growing pains, Toyota has 
recently taken three crucial steps. First, it formally 
codified and disseminated the Toyota Way. For 
decades, Toyota had preached its principles, with-
out writing them down, through socialization. 
However, the tacit and intangible nature of these 
principles made it very challenging for non-Japanese 
employees to grasp. In 2001, Toyota formally docu-
mented the “Toyota Way”—its core values centered 
on “continuous improvement” and “respect for 
people.” According to Toyota’s president Katsuaki 
Watanabe, it would serve as “a bible for overseas 
executives.” 

Second, Toyota beefed up training. Since rapid 
growth has led to 45% of its production being outside 
Japan, it has become harder to keep things the Toyota 
Way. Training centers have recently been set up not 
only in Japan, but also in Britain, India, Thailand, 
and the United States. At the factory level, Toyota 
has spent many years developing a cadre of 2,000 

coordinators who act as teachers (sensei) for overseas 
operations. However, there are not enough of them. 
In response, Toyota has been retaining Japanese 
managers who are over 60 years old if they wish to 
continue to work. While some of them prefer not 
to work overseas, they nevertheless free up younger 
Japanese managers who can then be sent overseas. 

Finally, Toyota has realized that a one-way 
diffusion of knowledge from headquarters and 
Japanese plants to the rest of the world may not be 
enough. As a result, it is facilitating more learning 
and knowledge transfer among overseas subsidiaries, 
especially from more established subsidiaries such 
as Toyota Canada and Toyota Kentucky that have 
a history of close to 20 years. It has sent employ-
ees from these subsidiaries to serve as coordinators 
overseas, the first time using non-Japanese sensei to 
train other non-Japanese employees. 

Sources: Based on (1) Business Week, 2007, Toyota’s all-out 
drive to stay Toyota, December 3: 54–56; (2) Business Week, 
2007, Why Toyota is afraid of being number one, March 5: 
42–50; (3) The Economist, 2007, A wobble on the road to the 
top, November 10: 85–87; (4) K. Watanabe, 2007, Lessons 
from Toyota’s long drive, Harvard Business Review, July–August: 
74–83; (5) Yahoo! Finance, 2008, Toyota falls short of GM in 
global sales, January 23, biz.yahoo.com.
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Multinational Strategies and Structures
This section first introduces an integration-responsiveness framework centered on 
the pressures for cost reductions and local responsiveness. We then outline the four 
strategic choices and the four corresponding organizational structures that MNEs 
typically adopt. 

Pressures for Cost Reductions and Local Responsiveness
MNEs primarily confront two sets of pressures: those for cost reductions and local 
responsiveness. The framework that deals with these two sets of pressures is called the 
integration-responsiveness framework, because cost pressures often call for global 
integration and because local responsiveness urges MNEs to adapt locally.1 In both 
domestic and international competition, pressures for cost reductions are almost uni-
versal. What is unique in international competition is the pressure for local responsive-
ness, which is reflected in different consumer preferences and host country demands. 
Consumer preferences vary tremendously around the world. For example, beef-based 
hamburgers brought by McDonald’s obviously would find no customers in India, a land 
where cows are sacred. Host country demands and expectations add to the pressures for 
local responsiveness. Throughout Europe, Canadian firm Bombardier manufactures an 
“Austrian version” of railcars in Austria, a “Belgian version” in Belgium, and so on. 
Bomdardier believes that such local responsiveness, although not required, is essential 
for making sales to railway operators in Europe, which tend to be state-owned. 

Taken together, while being locally responsive certainly makes local customers 
and governments happy, these actions unfortunately increase cost. Given the universal 
interest in lowering cost, a natural tendency is to downplay (or ignore) the different 
needs and wants of various local markets and to market a “global” version of products 
and services—ranging from the “world car” to the “global song.” The intellectual 
underpinning of the movement to “globalize” offerings can be traced to a 1983 article 
published by Theodore Levitt, with a self-explanatory title: “The Globalization of 
Markets.”2 Levitt argued that there is a worldwide convergence of consumer tastes. As 
evidence, Levitt pointed out that Coke Classic, Levi Strauss jeans, and Sony TV were 
successful on a worldwide basis. He predicted that such convergence would character-
ize most product markets in the future.  

Levitt’s article has often been used as the intellectual underpinning propelling many 
MNEs to globally integrate their products, while minimizing local adaptation. Ford 
experimented with “world car” designs. MTV pushed ahead with the belief that view-
ers would flock to “global” (essentially American) programming. Unfortunately, most 
of these experiments have not been successful. Ford has found wide-ranging differences 
among consumer tastes around the globe (see Strategy in Action 10.1), and MTV has 
eventually realized that there is no “global song.” In a nutshell, one size does not fit all.3

Next, we discuss how MNEs can pay attention to both dimensions of cost reductions 
and local responsiveness.

Four Strategic Choices
Based on the integration-responsiveness framework, Figure 10.1 plots the four strategic 
choices for MNEs: (1) home replication, (2) localization, (3) global standardization, and 
(4) transnational.4 Each strategy has a set of pros and cons outlined in Table 10.1.

integration-
responsiveness 
framework
A framework of MNE 
management on how 
to simultaneously 
deal with two sets of 
pressures for global 
integration and local 
responsiveness.

local responsiveness
The necessity to be 
responsive to different 
customer preferences 
around the world.
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Home replication strategy, often known as “international” (or “export”) strategy, 
emphasizes the international replication of home country–based competencies, such as 
production scales, distribution efficiencies, and brand power. In manufacturing, this is 
usually manifested in an export strategy. In services, this is often done through licensing 

Ford Motor Company was always more interna-
tional than its two Detroit rivals, General Motors 

(GM) and Chrysler. In the 1960s, Ford of Europe 
was set up to consolidate operations in Britain and 
Germany. This structure was ahead of its time and 
was imitated by rivals. While the top brass at GM 
all featured American guys, Ford’s top management 
ranks have featured executives from Argentina, 
Australia, Britain, and Germany. 

In 1993, the rise of Alex Trotman, a Scot who 
had worked for Ford since 1955, as Ford’s chairman 
and CEO personified Ford’s international character. 
In the 1960s, while working for Ford of Europe, 
Trotman wrote a proposal on global consolidation 
that, while not implemented, would prove prophetic. 
It advocated many of the tenets that would later be 
incorporated into Ford’s global restructuring of the 
mid-1990s—under Trotman’s leadership. Known 
as Ford 2000, the restructuring transformed Ford 
from several regional groups (Asia Pacific, Europe, 
North America, and South America) into one pre-
sumably seamless global organization with factories 
and sales companies reporting instantly across oceans 
spanned by broadband links. Ford 2000 drained 
power from the regions back to Dearborn (a Detroit 
suburb where Ford is headquartered). However, the 
end result, exemplified by a “world car,” the Ford 
Mondeo, proved disappointing. The Mondeo was a 
hit in Europe where drivers preferred more engine 
performance, but it flopped as the Ford Contour and 
Mercury Mystique in America where rider comfort 
was more preferred. Powerful regional managers and 
country heads naturally resented the loss of power. It 
simply did not make any sense for a factory manager 
in Cologne, Germany, to report to a global chief 
of manufacturing 3,000 miles away in Dearborn. 
However, few dared to declare the emperor naked. 

In 1999, Trotman passed the baton to the next 
CEO, Jacques Nasser, a Lebanese-born executive 
who grew up in Australia. Recognizing the problems 
associated with Ford 2000, Nasser quickly reversed 
large parts of Ford 2000. Europe and South America 
regained regional power. Nasser went on a shop-
ping spree, acquiring Volvo Cars from Volvo and 
Range Rover from BMW and consolidating Mazda 
in the Ford portfolio. Unfortunately, Nasser’s tenure 
was full of upheaval not only associated with Ford 
2000 and the serial acquisitions, but also with the 
faulty Bridgestone/Firestone tires that caused numer-
ous Ford Explorer sport utility vehicles (SUVs) to 
accidentally roll over. Such upheaval caused Ford 
to take its eye off the ball. At the same time, Asian 
and European rivals turned up the heat on Ford by 
challenging it even in its stronghold markets for large 
SUVs and light trucks, where Ford had made most of 
its profits in the 1990s. As an executive, Nasser was 
widely viewed as too abrasive, alienating employees, 
suppliers, and eventually the Ford family that still 
controlled 40% equity. By 2001, Nasser was forced 
to resign by chairman Bill Ford (the original Henry 
Ford’s great grandson). 

From 2001–2006, Bill Ford acted as both chair-
man and CEO, but failed to turn the company around. 
Instead, the automaker continued its downward spiral 
and its US market share reached a historical low of 
16%. In 2006, Bill Ford hired Alan Mullaly as the new 
CEO. Mullaly used to head Boeing’s fabled commercial 
plane division. All eyes are now on Mullaly to see how 
Boeing’s best pilot can pull Ford out of a hard landing. 

Sources: Based on (1) Business Week, 2006, Ford’s new top gun, 
September 18: 30–34; (2) The Economist, 2005, A hard lesson 
in globalization, April 30: 63; (3) Wikipedia, 2008, Ford Motor 
Company, en.wikipedia.org.

Strategy in Action 10.1 - Strategy in Action 10.1 - The Ups and Downs at Ford
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and franchising. This strategy is relatively easy to implement and usually the first one 
adopted when firms venture abroad.

On the disadvantage side, this strategy suffers from a lack of local responsiveness 
because it focuses on the home country. This makes sense when the majority of a firm’s 
customers are domestic. However, when the firm aspires to broaden its international scope 
to reach more foreign customers, failing to be mindful of foreign customers’ needs and 
wants may result in their alienation. For instance, Wal-Mart, when entering Brazil, set up 

home replication 
strategy
A strategy which 
emphasizes the inter-
national replication of 
home country–based 
competencies such as 
production scales, dis-
tribution efficiencies, 
and brand power.
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FIGURE 10.1  Multinational Strategies and Structures: The Integration-
Responsive Framework

Note: In some other textbooks, “home replication” may be referred to as “international” or “export” strategy, 
“localization” as “multidomestic” strategy, and “global standardization” as “global” strategy. Some of these labels 
are confusing, because one can argue that all four strategies here are “international” or “global,” thus resulting in 
some confusion if we label one of these strategies as “international” and another as “global.” The present set of 
labels is more descriptive and less confusing.

TABLE 10.1 Four Strategic Choices for Multinational Enterprises

 ADVANTAGES DISADVANTAGES

•  Leverages home country-based advantages

• Relatively easy to implement

• Maximizes local responsiveness

• Leverages low-cost advantages

•  Cost efficient while being locally responsive

•  Engages in global learning and diffusion 
of innovations

Home replication

Localization

Global standardization

Transnational

• Lack of local responsiveness

• May result in foreign customer alienation 

•  High costs due to duplication of efforts in 
multiple countries

• Too much local autonomy

• Lack of local responsiveness

• Too much centralized control

• Organizationally complex

• Difficult to implement
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an exact copy of its stores in the United States, with a large number of American footballs. 
Unfortunately, in Brazil, the land of soccer that won five World Cups, nobody (except a 
few homesick American expatriates in their spare time) plays American football.

Localization (multidomestic) strategy is an extension of the home replication 
strategy. Localization strategy focuses on a number of foreign countries/regions, each 
of which is regarded as a standalone “local” market worthy of significant attention and 
adaptation. While sacrificing global efficiencies, this strategy is effective when there are 
clear differences among national and regional markets and low pressures for cost reduc-
tions. MTV started with a home replication strategy (literally broadcasting American 
programming) when first venturing overseas. It has now switched to localization. For 
Western Europe alone, MTV now has eight channels, each in a different language. 

In terms of disadvantages, the localization strategy must shoulder high costs due to 
the duplication of efforts in multiple countries. The costs of producing such a variety 
of programming at MTV are obviously greater than the costs of producing one set of 
programming. As a result, this strategy is only appropriate in industries where the pres-
sures for cost reductions are not significant. Another drawback is potentially too much 
local autonomy. Each subsidiary regards its country to be so unique it is difficult to 
introduce corporate-wide changes. For example, Unilever had 17 country subsidiaries 
in Europe in the 1980s and it took as long as four years to “persuade” all 17 subsidiaries 
to introduce a single new detergent across Europe. 

As the opposite of the localization strategy, global standardization strategy is 
sometimes simply referred to as “global strategy.” Its hallmark is the development and 
distribution of standardized products worldwide in order to reap the maximum benefits 
from low-cost advantages. While both the home replication and global standardization 
strategies minimize local responsiveness, a crucial difference is that an MNE pursuing 
a global standardization strategy is not limited to basing its major operations at home. 
In a number of countries, the MNE may designate “centers of excellence,” defined as 
subsidiaries explicitly recognized as a source of important capabilities, with the inten-
tion that these capabilities be leveraged by and/or disseminated to other subsidiaries.5

For example, Merck Frosst Canada, the Canadian subsidiary of Merck, is a center of 
excellence in R&D. Centers of excellence are often given a worldwide (or global)
mandate—namely, the charter to be responsible for one MNE function through-
out the world. HP’s Singapore subsidiary, for instance, has a worldwide mandate to 
develop, produce, and market all of HP’s handheld products.

In terms of disadvantages, a global standardization strategy obviously sacrifices local 
responsiveness. This strategy makes great sense in industries where pressures for cost 
reductions are paramount and pressures for local responsiveness are relatively minor. 
However, as noted earlier, in numerous industries, ranging from automobiles to con-
sumer products, a “one-size-fits-all” strategy may be inappropriate. Consequently, 
arguments such as “all industries are becoming global” and “all firms need to pursue a 
global (standardization) strategy” are potentially misleading.

Transnational strategy aims to capture “the best of the two worlds” by endeavor-
ing to be both cost efficient and locally responsive.6 In addition to cost efficiency and 
local responsiveness, a third hallmark of this strategy is global learning and diffusion of 
innovations. Traditionally, the diffusion of innovations in MNEs is a one-way flow, 
from the home country to various host countries—the label “home replication” says 
it all (!). Underpinning such a one-way flow is the assumption that the home coun-
try is the best location for generating innovations, an assumption that is increasingly 

localization 
(multidomestic) 
strategy
An MNE strategy which 
focuses on a number 
of foreign countries/
regions, each of which 
is regarded as a stan-
dalone local (domestic) 
market worthy of sig-
nificant attention and 
adaptation.

global 
standardization 
strategy
An MNE (global) 
strategy that relies 
on the development 
and distribution of 
standardized products 
worldwide to reap the 
maximum benefits from 
low-cost advantages.

centers of excellence
MNE subsidiaries 
explicitly recognized 
as a source of impor-
tant capabilities, with 
the intention that these 
capabilities be leveraged 
by and/or disseminated 
to other subsidiaries.

worldwide mandate
The charter to be 
responsible for one 
MNE function through-
out the world.

transnational 
strategy
An MNE strategy which 
endeavors to be cost 
efficient, locally respon-
sive, and learning driven 
simultaneously.
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challenged by critics, who make two points. First, given that innovations are inherently 
risky and uncertain, there is no guarantee that the home country will always generate 
the highest-quality innovations.7 Second, for many large MNEs, their subsidiaries have 
acquired a variety of innovation capabilities, some of which may have the potential 
for wider applications elsewhere.8 For instance, GM has ownership stakes in Daewoo, 
Opel, Saab, Subaru, and Suzuki, as well as the Shanghai GM joint venture with China’s 
SAIC. Historically, GM employed a localization strategy and each subsidiary decided 
what cars to produce by themselves. Consequently, some of these subsidiaries developed 
locally formidable but globally underutilized innovation capabilities. It makes sense for 
GM to tap into some of these local capabilities (such as Daewoo’s prowess in small cars) 
for wider applications (see Chapter 7 Closing Case). 

Taking these two points together, MNEs that engage in a transnational strategy 
promote global learning and diffusion of innovations in multiple ways. Innovations 
not only flow from the home country to host countries (which is the traditional flow), 
but also flow from host countries to the home country and flow among subsidiaries in 
multiple host countries (see Opening Case).9 

On the disadvantage side, a transnational strategy is organizationally complex and 
difficult to implement. The large amount of knowledge sharing and coordination may 
slow down decision speed. Simultaneously trying to achieve cost efficiencies, local 
responsiveness, and global learning places contradictory demands on MNEs (to be 
discussed in the next section).

Overall, it is important to note that given the various pros and cons, there is no 
optimal strategy. The new trend in favor of a transnational strategy needs to be quali-
fied with an understanding of its significant organizational challenges. This point leads 
to our next topic.

Four Organizational Structures
Also shown in Figure 10.1 are four organizational structures, which are appropriate for the 
four strategic choices outlined earlier: (1) international division structure, (2) geographic 
area structure, (3) global product division structure, and (4) global matrix structure. 

International division is typically set up when firms initially expand abroad, often 
engaging in a home replication strategy. For example, Figure 10.2 shows Cardinal Health’s 
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FIGURE 10.2 International Division Structure at Cardinal Health

Sources: Based on author’s interview and www.cardinal.com. Headquartered in Dublin, Ohio (a suburb of Columbus), Cardinal Health is 
a Fortune 20 company.
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new addition of an international division, in addition to its four product divisions that 
focus on the US health care markets. Although this structure is intuitively appealing, it 
often leads to two problems. First, foreign subsidiary managers, whose input is chan-
neled through the international division, are not given sufficient voice relative to the 
heads of domestic divisions.10 Second, by design, the international division serves as 
a “silo” whose activities are not coordinated with the rest of the firm that focuses on 
domestic activities. Consequently, many firms phase out this structure after their initial 
stage of overseas expansion.

Geographic area structure organizes the MNE according to different geographic 
areas (countries and regions). It is the most appropriate structure for a localization 
strategy. Figure 10.3 illustrates Avon’s structure. A geographic area can be a country 
or a region, led by a country (or regional) manager. Each area is largely standalone. 
In contrast to the limited voice of subsidiary managers in the international division 
structure, country and regional managers carry a great deal of weight in a geographic 
area structure. Paradoxically, both the strengths and weaknesses of this structure lie in its 
local responsiveness. While being locally responsive can be a virtue, it also encourages 
the fragmentation of the MNE into highly autonomous hard-to-control “fiefdoms.”11  

Global product division structure, which is the opposite of the geographic area 
structure, supports the global standardization strategy. Figure 10.4 shows such an 
example from EADS, whose most famous unit is Airbus. This structure treats each 
product division as a standalone entity with full worldwide—as opposed to domestic 
or regional—responsibilities. This structure greatly facilitates attention to pressures 
for cost efficiencies, because it allows for consolidation on a worldwide (or at least 
regional) basis and reduces inefficient duplication in multiple countries. Recently, 
because of the popularity of the global standardization strategy (noted earlier), the 
global product division structure is on the rise. Ford has phased out the geographic 
area structure in favor of the global product division structure, although its drawback 
is that local responsiveness suffers (see Strategy in Action 10.1).

Global matrix alleviates the disadvantages associated with both geographic area and 
global product division structures, especially for MNEs adopting a transnational strat-
egy. Shown in Figure 10.5, its hallmark is the sharing and coordination of responsibili-
ties between product divisions and geographic areas in order to be both cost efficient 
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FIGURE 10.3 Geographic Area Structure at Avon Products

Source: Adapted from avoncompany.com. Headquartered in New York, Avon Products, Inc., is the company behind numerous “Avon ladies” 
around the world.
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An organizational struc-
ture which organizes 
the MNE according to 
different countries and 
regions, and is the most 
appropriate structure for 
a multidomestic strategy.

country (regional) 
manager
The business leader 
in charge of a specific 
country (or region) for 
an MNE.

global product 
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An organizational 
structure which assigns 
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each product division.

global matrix
An organizational struc-
ture often used to alle-
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global product division 
structures, especially for 
MNEs adopting a trans-
n  ational strategy.

Openmirrors.com



c h a p t e r  10    Strategizing, Structuring, and Learning Around the World 299

and locally responsive. In this hypothetical example, the country manager in charge of 
Japan—in short, the Japan manager—reports to Product Division 1 and Asia Division, 
both of which have equal power.

While this structure in theory supports the goals of the transnational strategy, in 
practice, it is often difficult to deliver. The reason is simple: While managers (such as 
the Japan manager) usually find there is enough headache dealing with one boss, they 
do not appreciate having to deal with two bosses, who are often in conflict (!). For 
example, Product Division 1 may decide that Japan is too tough a nut to crack and that 
there are more promising markets elsewhere, thus ordering the Japan manager to curtail

her investment and channel resources elsewhere. This makes sense because Product 
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FIGURE 10.5 A Hypothetical Global Matrix Structure
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Division 1 cares about its global market position and is not wedded to any particular 
country. However, Asia Division, which is evaluated by how well it does in Asia, may 
beg to differ. It argues that to be a leading player in Asia, it cannot afford to be a lag-
gard in Japan. Therefore, Asia Division demands that the Japan manager increase her 
investment in the country. Facing these conflicting demands, the Japan manager, who 
prefers to be “politically correct,” does not want to make any move before consulting 
corporate headquarters. Eventually, headquarters may provide a resolution. However, 
in the process, crucial time may be lost and important windows of opportunity for 
competitive actions may be missed.

Taken together, the matrix structure, despite its merits on paper, may add layers 
of management, slow down decision speed, and increase cost while not showing per-
formance improvement. There is no conclusive evidence for the superiority of this 
structure.12 Having experimented with the matrix structure, many MNEs, such as the 
highly visible Swiss-Swedish conglomerate ABB, have now moved back to the sim-
pler and easier-to-manage global product structure. Even when matrix is still in place, 
global product divisions are often given more power than geographic area divisions. 
The following quote from the then-CEO of an early adopter of the matrix structure, 
Dow Chemical, is sobering:

We were an organization that was matrixed and depended on teamwork, but 
there was no one in charge. When things went well, we didn’t know whom to 
reward; and when things went poorly, we didn’t know whom to blame. So we 
created a global product division structure, and cut out layers of management. 
There used to be 11 layers of management between me and the lowest level 
employees, now there are five.13 

Overall, the positioning of the four structures in Figure 10.1 is not random. They 
evolve from the relatively simple international division through either geographic area 
or global product division structures and may finally reach the more complex global 
matrix stage. It is important to note that not every MNE experiences all these structural 
stages and the evolution is not necessarily one direction (consider, for example, ABB’s 
withdrawal from the matrix structure).

The Reciprocal Relationship Between Multinational 
Strategy and Structure
In one word, the relationship between strategy and structure is reciprocal. Three ideas 
stand out: 

• Strategy usually drives structure.14 The fit between strategy and structure, as exem-
plified by the pairs in each of the four cells in Figure 10.1, is crucial.15 A misfit, 
such as combining a global standardization strategy with a geographic area structure, 
may have grave consequences.

• The relationship is not one-way. As much as strategy drives structure, structure 
also drives strategy. The unworkable matrix structure has called into question the 
wisdom of the transnational strategy. 
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• Strategies are not static, nor are structures. It is often necessary to change strategy, 
structure, or both.16 In Europe, many MNEs traditionally pursued a localization 
strategy supported by the geographic area structure (such as the 17 European subsid-
iaries for Unilever). However, significant integration within the European Union has 
made such a formerly value-adding strategy/structure match obsolete. Consequently, 
many MNEs have now moved toward a pan-European strategy (a mini-version 
of the global standardization strategy) with a region-wide structure. Unilever, for 
instance, created a Lever Europe group to consolidate the 17 subsidiaries.

A Comprehensive Model of Multinational Strategy, 
Structure, and Learning
Having outlined the basic strategy/structure configurations, let us introduce a compre-
hensive model that, as before, draws on the “strategy tripod” (see Figure 10.6).

Industry-Based Considerations
Why are MNEs structured differently? Why do they emphasize different forms of learning 
and innovation? For example, industrial-products firms (such as semiconductors) tend 
to adopt global product divisions, and consumer-goods companies (such as cosmetics) 
often rely on geographic area divisions. Industrial-products firms typically emphasize 
technological innovations, whereas consumer-goods companies place premiums on 
learning consumer trends and generating repackaged and recombined products as 
marketing innovations (such as Heinz’s marketing of green ketchup that appeals to 
children). A short answer is that the different nature of their industries provides a 
clue. Industrial-products firms value technological and engineering knowledge that 
is not location-specific (such as how to most efficiently make semiconductor chips). 
Consumer-goods industries, on the other hand, require deep knowledge about con-
sumer tastes that is location-specific (such as what kinds of potato chips consumers in 
Hungary or Honduras would prefer).17 

In addition, the five forces framework again sheds considerable light on the issue 
at hand. Within a given industry, as competitors increasingly match each other in cost 
efficiencies and local responsiveness, their rivalry naturally focuses on learning and 
innovation.18 This is especially the case in oligopolistic industries (such as automobiles 
and cosmetics), whose number of competitors has shrunk recently because of mergers 
and acquisitions (see Chapter 9).

Entry barriers also shape MNE strategy, structure, and learning. Why do many 
MNEs phase out the multidomestic strategy and geographic area division structure by 
consolidating production in a small number of world-scale facilities? One underlying 
motivation is that smaller suboptimal-scale production facilities, scattered in a variety 
of countries, are not effective deterrents against potential entrants. Massive, world-scale 
facilities in strategic locations can serve as more formidable deterrents. For example, 
Honda built a world-scale factory for the Accord in Ohio.

The bargaining power of suppliers and buyers also has a bearing. When buyer 
firms move internationally, they increasingly demand integrated offerings from their 
suppliers—that is, the ability to buy the same supplies at the same price and quality in 



p a r t  3    Corporate-Level Strategies302

every country in which they operate. Components suppliers are thus often forced—or 
at least encouraged (!)—to internationalize. Otherwise, suppliers run the risk of losing 
a substantial chunk of business. Not surprisingly, as Toyota invested in China recently, 
all of its top 30 suppliers set up factories in adjacent areas at their own expenses. 

The threat of substitute products has a direct bearing on learning and innovation. 
R&D often generates innovative substitutes. 3M’s Post-It notes, for example, can partially 
substitute for glue and tape. Personal computers have made typewriters obsolete.

Resource-Based Considerations
Shown in Figure 10.6, the resource-based view, exemplified by the VRIO framework, 
adds a number of insights.19 First, the question of value needs to be confronted. As 
noted earlier, when making structural changes, whether the new structure (such as 
matrix) adds concrete value is crucial. Another example is the value of innovation.20

Industry-based considerations

• Nature of industry
• Interfirm rivalry on integration,
  responsiveness, and learning
• Entry barriers
• Power of suppliers and buyers
• Threat of substitutes

Multinational

strategy, structure,

and learning

Institution-based considerations

• Formal/informal 
  institutions governing MNEs
  and home/host country
  environments  
• Formal/informal 
  institutions on MNE governance

external

internal

Resource-based considerations

• Value 
• Rarity
• Imitability 
• Organization

FIGURE 10.6  A Comprehensive Model of Multinational Strategy, Structure, 
and Learning
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A vast majority of innovations fail to reach market, and most new products that do 
reach market end up being financial failures. There is a crucial difference between an 
innovator and a profitable innovator. The latter not only has plenty of good ideas, but 
also lots of complementary assets (such as appropriate organizational structures and 
marketing muscles) to add value to innovation (see Chapter 3).21 Philips, for exam-
ple, is a great innovator, having invented rotary shavers, videocassettes, and compact 
discs (CDs). However, its ability to profit from these innovations lags behind that of 
Samsung, Sony, and Matsushita, which have much stronger complementary assets.

A second question is rarity. Certain strategies or structures may be in vogue at 
one point in time. When rivals all move toward a global standardization strategy, this 
strategy cannot become a source of differentiation. To improve global coordination, 
many MNEs spend millions of dollars on enterprise resource planning (ERP) packages 
provided by SAP and Oracle. However, such packages are designed for broad-appeal 
implementation, thus providing no firm-specific advantage for the adopting firm. 

Even when capabilities are valuable and rare, they must be hard to imitate. Formal 
structures are easier to observe and imitate than informal ones. This is one of the rea-
sons why the informal flexible matrix is in vogue now. The informal flexible matrix 
“is less a structural classification than a broad organizational concept or philosophy, 
manifested in organizational capability and management mentality.”22 It is a lot harder 
to imitate an intangible mentality than to imitate a tangible structure.

The last hurdle is organization, namely, how MNEs are organized, both formally 
and informally, around the world. As discussed earlier, if MNEs are able to derive 
the organizational benefits of the matrix without being burdened by a formal matrix 
structure (that is, building an informal flexible invisible matrix), they are likely to out-
perform rivals.

Institution-Based Considerations
MNEs face two sets of the “rules of the game”: Formal and informal institutions gov-
erning (1) external relationships and (2) internal relationships. Each is discussed in turn.

FORMAL AND INFORMAL EXTERNAL INSTITUTIONS.
Externally, MNEs are subject to the formal institutional frameworks erected by vari-
ous home- and host-country governments.23 For instance, home-country governments 
may for political reasons discourage or ban MNEs from structuring certain operations 
in “sensitive” countries. After the Cold War was over, US defense firms such as Boeing 
and Lockheed Martin were eager to set up R&D subsidiaries in Russia, whose rocket 
scientists were some of the best (and certainly cheapest!) in the world. These firms have 
been warned by the US government not to perform any mission-critical R&D there.

Host-country governments, on the other hand, often attract, encourage, or coerce 
MNEs into undertaking activities that they may otherwise abdicate. Basic manufacturing 
generates low-paying jobs, does not provide sufficient technology spillovers (foreign tech-
nology being diffused domestically), and carries little prestige. Advanced manufacturing, 
R&D, and regional headquarters, on the other hand, generate higher-paying and better 
jobs, provide more technology spillovers, and lead to better prestige.24 Thus, host-country 
governments (such as those in China, Hungary, and Singapore) often use a combination 
of “carrots” (such as tax incentives and infrastructure upgrades) and “sticks” (like threats 
to block market access) to attract MNE investments in higher value–added areas. 
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In addition to formal institutions, MNEs also confront a series of informal institu-
tions governing their relationships with home countries.25 In the United States, despite 
heated media debates, few laws today ban US-based MNEs from aggressively setting 
up overseas subsidiaries. However, managers contemplating such moves must take into 
account the informal, but vocal, backlash against such activities, which often result in 
domestic job losses (see Closing Case). 

Numerous elements of informal institutions must also be handled when dealing 
with host countries. For instance, Airbus spends 40% of its procurement budget with 
US suppliers in more than 40 states. While there is no formal requirement for Airbus 
to “farm out” supply contracts in the United States, its sourcing decisions are guided by 
the informal norm of reciprocity: If one country’s suppliers are involved with Airbus, 
airlines based in that country are more likely to buy Airbus aircraft.

FORMAL AND INFORMAL INTERNAL INSTITUTIONS

How MNEs are governed internally is determined by various formal and informal “rules 
of the game.” Formally, the organizational charts in Figures 10.2–10.5 specify report-
ing relationships.26 Most MNEs have systems of evaluation, reward, and punishment in 
place based on these formal rules. 

What the formal organizational charts do not reveal are the informal “rules of the 
game.” The nationality of the head of foreign subsidiaries is such an example.27 Given 
the lack of formal regulations, MNEs essentially have three choices when appointing 
a head of a subsidiary:

• A home-country national (such as an American for a subsidiary of a US-headquartered 
MNE in India)

• A host-country national (such as an Indian for the same subsidiary)

• A third-country national (such as an Australian for the preceding subsidiary) 

MNEs from different countries have different norms when making these appoint-
ments. Most Japanese MNEs seem to follow an informal rule: Heads of foreign subsid-
iaries, at least initially, need to be Japanese nationals.28 In comparison, European MNEs 
are more likely to appoint host- and third-country nationals to lead subsidiaries. As a 
group, US MNEs’ practices seem to be between Japanese and European practices. These 
staffing approaches may reflect strategic differences.29 Home-country nationals, espe-
cially those long-time employees of the same MNE at home, are more likely to have 
developed a better understanding of the informal workings of the firm and to be better 
socialized into its dominant norms and values (see Opening Case). Consequently, the 
Japanese propensity to appoint home-country nationals is conducive for their preferred 
global standardization strategy that values globally coordinated actions. Conversely, 
the European comfort in appointing host- and third-country nationals is indicative of 
European MNEs’ (traditional) preference for a localization strategy.

Beyond the nationality of subsidiary heads, the nationality of top executives at the 
highest level (such as chairman and CEO) seems to follow another informal rule: They 
are (almost always) home-country nationals. To the extent that top executives are 
ambassadors of the firm and that the MNE’s country of origin is a source of differentiation 
(a German MNE is often perceived to be different from an Italian MNE), home-country 
nationals would seem to be the most natural candidates for top positions. 

However, in the eyes of stakeholders such as employees and governments around 
the world, a top echelon consisting of largely one nationality does not bode well for 
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an MNE aspiring to “globalize” everything it does. Some critics even argue that this 
“glass ceiling” reflects “corporate imperialism.”30 Consequently, such leading MNEs 
as Citigroup, Coca-Cola, GSK, Nissan, PepsiCo, and Sony have appointed foreign-
born executives to top posts. Such foreign-born bosses bring substantial diversity to the 
organization, which may be a plus. However, such diversity puts an enormous burden 
on these non-native executives to clearly articulate the values and exhibit behaviors 
expected of senior managers of an MNE associated with a particular country.31 Proctor 
& Gamble (P&G), for example, appointed Durk Jager, a native of the Netherlands, to 
be its chairman and CEO in 1999. Unfortunately, Jager’s numerous change initiatives 
almost brought the venerable company to a grinding halt and he was quickly fired in 
2000. Since then, the old rule is back: P&G has been led by an American executive.32

Overall, while formal internal rules on how the MNE is governed may reflect 
conscientious strategic choices, informal internal rules are often taken for granted and 
deeply embedded in administrative heritages, thus making them difficult to change.

Worldwide Learning, Innovation, and Knowledge 
Management
Knowledge Management
Underpinning the recent emphasis on worldwide learning and innovation is the 
emerging interest in knowledge management. Knowledge management can be defined 
as the structures, processes, and systems that actively develop, leverage, and transfer 
knowledge. Some scholars argue that knowledge management is the defining feature 
of MNEs.33

Many managers regard knowledge management as simply information manage-
ment. Taken to an extreme, “such a perspective can result in a profoundly mistaken 
belief that the installation of sophisticated information technology (IT) infrastructure 
is the be-all and end-all of knowledge management.”34 Knowledge management not 
only depends on IT but also more broadly on informal social relationships within the 
MNE. This is because there are two categories of knowledge: (1) explicit knowledge 
and (2) tacit knowledge. Explicit knowledge is codifiable (that is, can be written down 
and transferred with little loss in its richness). Virtually all the knowledge captured, 
stored, and transmitted by IT is explicit. Tacit knowledge is noncodifiable and its 
acquisition and transfer require hands-on practice.35 For instance, mastering a driving 
manual (containing a ton of explicit knowledge) without any road practice does not 
make you a good driver. Tacit knowledge is evidently more important and harder to 
transfer and learn—it can be acquired only through learning by doing (driving in this 
case). Consequently, from a resource-based view, explicit knowledge captured by IT 
may be strategically less important. What counts is the hard-to-codify and -transfer 
tacit knowledge.

Knowledge Management in Four Types of MNEs
Differences in knowledge management among the four types of MNEs in Figure 10.1 
fundamentally stem from the interdependence (1) between the headquarters and for-
eign subsidiaries and (2) among various subsidiaries (Table 10.2).36 In MNEs pursuing a 
home replication strategy, such interdependence is moderate and the role of subsidiaries 
is largely to adapt and leverage parent company competencies. Thus, knowledge on 

knowledge 
management
The structures, pro-
cesses, and systems 
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leverage, and transfer 
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Knowledge that is codi-
fiable (that is, it can be 
written down and trans-
ferred without losing 
much of its richness).

tacit knowledge
Knowledge that is not 
codifiable (that is, hard 
to be written down and 
transmitted without 
losing much of its 
richness).
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new products and technologies is mostly developed at the center and flown to sub-
sidiaries, representing the traditional “one-way” flow. Starbucks, for instance, insists 
on replicating its US coffee shop concept around the world, down to the elusive 
“atmosphere.” 

In MNEs adopting a localization strategy, the interdependence is low. Knowledge 
management centers on developing knowledge that can best tackle local markets. Ford 
of Europe used to develop cars for Europe, with limited flow of knowledge from and 
toward headquarters (see Strategy in Action 10.1). 

In MNEs pursuing a global standardization strategy, the interdependence is increased. 
Knowledge is developed and retained at the center and a few “centers of excellence.” 
Consequently, there is an extensive flow of knowledge and people from headquarters 
and these centers to other subsidiaries. For example, Yokogawa Hewlett-Packard, HP’s 
subsidiary in Japan, won a coveted Japanese Deming Award for quality. The subsidiary 
was then charged with transferring such knowledge to the rest of HP, which resulted in 
a ten-fold improvement in corporate-wide quality in ten years.37

A hallmark of transnational MNEs is a high degree of interdependence and exten-
sive bidirectional flows of knowledge.38 For example, extending a popular ice cream 
developed in Argentina based on a locally popular caramelized milk dessert, Häagen-
Dazs introduced this flavor, Dulce De Leche, throughout the United States and Europe. 
Within one year, it became the second most popular Häagen-Dazs ice cream (next only 
to vanilla).39 Particularly fundamental to transnational MNEs are knowledge flows among 
dispersed subsidiaries, each not only developing locally relevant knowledge but also aspir-
ing to contribute globally beneficial knowledge that enhances corporate-wide competitive-
ness of the MNE as a whole (see Siemens’ ShareNet in Strategy in Action 10.2).

TABLE 10.2 Knowledge Management in Four Types of Multinational Enterprises

 HOME  GLOBAL 
STRATEGY REPLICATION LOCALIZATION STANDARDIZATION TRANSNATIONAL

Interdependence Moderate  Low Moderate High

Role of foreign  Adapting and Sensing and exploiting Implementing parent Differentiated contributions
subsidiaries  leveraging parent local opportunities company initiatives by subsidiaries to integrate
 company    worldwide operations
 competencies    

Development Knowledge developed Knowledge developed Knowledge mostly Knowledge developed
and diffusion at the center and and retained within developed and jointly and shared
of knowledge transferred to each subsidiary retained at the worldwide
 subsidiaries  center and key  
   locations

Flow of Extensive flow of Limited flow of Extensive flow of Extensive flow of
knowledge knowledge and knowledge and knowledge and people knowledge and
 people from people in both from center and people in multiple
 headquarters to directions (to and key locations to directions
 subsidiaries from the center) subsidiaries 

Sources: Adapted from (1) C. Bartlett & S. Ghoshal, 1989, Managing Across Borders: The Transnational Solution (p. 65), Boston: Harvard Business 
School Press; (2) T. Kostova & K. Roth, 2003, Social capital in multinational corporations and a micro-macro model of its formation (p. 299), 
Academy of Management Review, 28 (2): 297–317. 
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Globalizing Research and Development (R&D)
R&D represents a crucial arena for knowledge management. Relative to production 
and marketing, only more recently has R&D emerged as an important function to be 
internationalized—often known as innovation-seeking investment (see Chapter 6).40 

How can Siemens tap into and rejuvenate its 
475,000 employees’ comprehensive knowledge 

and expertise that is geographically dispersed in 190 
countries? Since 1998, Siemens has developed a 
knowledge management (KM) system, ShareNet, that 
endeavors to put its employees’ combined knowl-
edge to work. 

The ShareNet initiative went through four steps. 
Step one was concept definition. ShareNet was envi-
sioned to not only handle explicit knowledge, but 
also tacit knowledge. To overcome the drawbacks 
of traditional repository-based KM systems, the new 
system had to integrate interactive components such 
as a forum for urgent requests and a platform for 
sharing rich knowledge. The ShareNet team wanted 
to avoid the usual Siemens practice of rolling out 
initiatives from Munich, Germany, to the rest of the 
MNE—such a practice often backfired.

The second step was the global rollout for 39 coun-
tries in 1999. Siemens addressed the bias of both global 
integration and local responsiveness by adopting a 
“glocal” approach. While strategic direction was main-
tained in Munich, ShareNet managers were appointed 
to local subsidiaries. Importantly, these ShareNet man-
agers were not expats from the headquarters, but rather 
people from the subsidiaries assigned to become the 
nucleus in their regions. To jump start the system, 
ShareNet managers held local workshops, and encour-
aged participants to post an unsolved problem as an 
urgent request that would be sent to all users world-
wide. Without exception, by the end of the day, the 
posting would get at least one reply, and inevitably, 
the person who had posted it would be “stunned.” 
Not surprisingly, every workshop was followed by an 
increase in urgent requests from that country. 

To be sure, resistance was extensive. In Germany, 
attitude toward the English-only ShareNet was negative 

initially. Some employees thought that a Germany-
based firm should use German. Although the English 
proficiency of German employees was relatively high, 
many employees still dared not post a question in a 
forum where thousands of people could see their gram-
matical or spelling errors. Over time, such resistance was 
gradually overcome as users personally saw the benefit 
from using the system.

The third step was generating momentum. 
Many people said: “I don’t have time for this.” 
Others put it more bluntly: “Why do I have to 
share?” In 2000, Siemens provided incentives for 
local country managers, and rewarded a country’s 
overall participation. For a successful sale result-
ing from ShareNet collaboration, a bonus was 
given to both the country that had contributed the 
knowledge and the country that used it. Individuals 
were rewarded with various prizes, such as mobile 
phones, books, and even trips to visit knowledge 
exchange partners.

The fourth step was sustaining performance. By 
2002, ShareNet had 19,000 users in more than 80 
countries, supported by 53 ShareNet managers in 
different countries. Yet, not everything was rosy. 
The post-“9/11” downturn forced corporate-wide 
layoffs. After restructuring, the ShareNet team was 
trimmed to less than ten members worldwide. To 
demonstrate the value added, the ShareNet team 
documented €5 million in direct profits that had been 
generated by the KM system. On balance, ShareNet 
was considered a huge success.

Sources: Based on (1) The Economist, 2007, Home and abroad, February 
10: 7–8; (2) www.siemens.com; (3) T. Stewart & L. O’Brien, 
2005, Transforming an industrial giant, Harvard Business Review, 
February: 115–122; (4) S. Voelpel, M. Dous, & T. Davenport, 
2005, Five steps to creating a global knowledge-sharing system, 
Academy of Management Executive, 19: 9–23.

Strategy in Action 10.2 - Strategy in Action 10.2 - Siemens’ ShareNet
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The intensification of competition for innovation drives the globalization of R&D. 
Such R&D provides a vehicle to access a foreign country’s local talents and expertise.41

Recall earlier discussions in Chapter 6 on the importance of agglomeration of high-
caliber innovative firms within a country. For foreign firms, a most effective way to 
access such a cluster is to be there through FDI—as Shiseido did in France by setting 
up a perfume lab there.

From a resource-based standpoint, a fundamental basis for competitive advantage 
is innovation-based firm heterogeneity (being different).42 Decentralized R&D per-
formed by different locations and teams around the world virtually guarantees that 
there will be persistent heterogeneity in the solutions generated.43 GSK, for example, 
has aggressively spun off R&D units, because it realizes that adding more researchers in 
centralized R&D units does not necessarily enhance global learning and innovation.

Overall, the scale and scope of R&D by MNE units in host countries have grown 
significantly. On a worldwide basis, 16% of business R&D is now conducted by MNEs 
in host countries. Of course, this percentage varies, between 72% in Ireland and 2% 
in South Korea. The percentage for Hungary, China, and the United States is 63%, 
24%, and 14%, respectively.44 Given such a significant presence, it is not surprising that 
host-country governments increasingly value such “foreign” R&D.

Problems and Solutions in Knowledge Management45 
Institutionally, how MNEs employ the formal and informal “rules of the game” has a 
significant bearing behind the success or failure of knowledge management. Shown in 
Table 10.3, a number of informal “rules” can become problems in knowledge manage-
ment. In knowledge acquisition, many MNEs prefer to invent everything internally. 
However, for large firms, R&D actually offers diminishing returns.46 Consequently, a 
new model, “open innovation,” is emerging.47 It relies on more collaborative research, 
among various internal units, external firms, and university labs. Evidence shows firms 
that skillfully share research outperform those that fail to do so.48 

In knowledge retention, the usual problems of employee turnover are compounded 
when such employees are key R&D personnel, whose departure will lead to knowl-
edge leakage.49 In knowledge outflow, there is the “How does it help me?” syndrome. 
Specifically, managers of the source subsidiary may view the outbound sharing of 
knowledge as a diversion of scarce time and resources (see Strategy in Action 10.2). 

TABLE 10.3 Problems in Knowledge Management

ELEMENTS OF KNOWLEDGE

MANAGEMENT COMMON PROBLEMS

Knowledge acquisition Failure to share and integrate external knowledge

Knowledge retention Employee turnover and knowledge leakage

Knowledge outflow  “How does it help me?” syndrome and “knowledge is 
power” mentality

Knowledge transmission Inappropriate channels

Knowledge inflow “Not invented here” syndrome and absorptive capacity

Source: Adapted from A. Gupta & V. Govindarajan, 2004, Global Strategy and Organization (p. 109), 
New York: Wiley.
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Further, some managers may believe that “knowledge is power”—monopolizing cer-
tain knowledge may be viewed as the currency to acquire and retain power within 
the MNE.50  

Even when certain subsidiaries are willing to share knowledge, inappropriate trans-
mission channels may still torpedo effective sharing.51 It is tempting to establish global 
virtual teams, which do not meet face-to-face, to transfer knowledge. Unfortunately, 
such teams often have to confront tremendous communication and relationship barriers.52

Videoconferences can hardly show body language and Skype often breaks down. Thus, 
face-to-face meetings are often still necessary. Finally, recipient subsidiaries may block 
successful knowledge inflows due to two problems. First, the “not invented here” 
syndrome creates a resistance to ideas from other units. Second, recipients may have 
limited absorptive capacity—the “ability to recognize the value of new information, 
assimilate it, and apply it.”53

As solutions to combat these problems, corporate headquarters can manipulate the 
formal “rules of the game,” such as (1) tying bonuses to measurable knowledge out-
flows and inflows, (2) using high-powered corporate- or business-unit-based incentives 
(as opposed to individual- and single-subsidiary-based incentives), and (3) investing in 
codifying tacit knowledge (such as the codification of the Toyota Way illustrated in the 
Opening Case). Siemens used some of these measures when promoting its ShareNet 
(see Strategy in Action 10.2). However, these formal policies fundamentally boil down 
to the very challenging (if not impossible) task of how to accurately measure inflows 
and outflows of tacit knowledge. The nature of tacit knowledge simply resists such 
formal bureaucratic practices. Consequently, MNEs often have to rely on a great deal 
of informal integrating mechanisms, such as (1) facilitating management and R&D 
personnel networks among various subsidiaries through joint teamwork, training, and 
conferences and (2) promoting strong organizational (that is, MNE-specific) cultures 
and shared values and norms for cooperation among subsidiaries.54 

Instead of using traditional formal command-and-control structures that are often 
ineffective, knowledge management is best facilitated by informal social capital, which 
refers to the informal benefits individuals and organizations derive from their social 
structures and networks.55 Because of the existence of social capital, individuals are 
more likely to go out of their way to help friends and acquaintances. Consequently, 
managers of the China subsidiary are more likely to help managers of the Chile subsidi-
ary with needed knowledge if they know each other and have some social relationship. 
Otherwise, managers of the China subsidiary may not be as enthusiastic to provide such 
help if the call for help comes from managers of the Cameroon subsidiary, with whom 
there is no social relationship. Overall, the micro informal interpersonal relationships 
among managers of various units may greatly facilitate macro inter-subsidiary coopera-
tion among various units—in short, a micro-macro link.56 

Debates and Extensions
The question of how to manage complex MNEs has led to numerous debates, some 
of which have been discussed earlier (such as the debate on the matrix structure). Here 
we outline two of the leading debates not previously discussed: (1) corporate controls 
versus subsidiary initiatives and (2) customer-focused dimensions versus integration, 
responsiveness, and learning. 

global virtual teams
Teams whose members 
are physically dispersed 
in multiple locations in 
the world. They cooper-
ate on a virtual basis.

absorptive capacity
The ability to absorb 
new knowledge by 
recognizing the value 
of new information, 
assimilating it, and 
applying it.

social capital
The informal benefits 
individuals and organi-
zations derive from 
their social structures 
and networks.

micro-macro link
Micro, informal inter-
personal relationships 
among managers of 
various units may 
greatly facilitate macro, 
interorganizational 
cooperation among 
various units.
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Corporate Controls versus Subsidiary Initiatives 
One of the leading debates on how to manage large firms is centralization versus decen-
tralization. Within an MNE, the debate boils down to central controls versus subsidiary 
initiatives. A starting point is that subsidiaries are not necessarily at the receiving end of 
commands from headquarters. When headquarters promote certain practices (such as 
quality circles), some subsidiaries will be in full compliance, others may pay lip service 
to them, and still others may simply refuse to adopt them, citing local differences.57 

In addition to reacting to headquarters’ demands differently, some subsidiaries 
may actively pursue their own subsidiary-level strategies and agendas.58 These activities 
are known as subsidiary initiatives, defined as the proactive and deliberate pursuit of 
new opportunities by a subsidiary to expand its scope of responsibility (see Strategy in 
Action 10.3). Many authors argue that such initiatives may inject a much needed spirit 
of entrepreneurship throughout the larger bureaucratic MNE. 

However, from the perspective of corporate headquarters, it is hard to distinguish 
between good-faith subsidiary initiative and opportunistic “empire building.”59 A lot 
is at stake when determining which subsidiaries would become “centers of excellence” 
with worldwide mandates.60 Subsidiaries that fail to attain this status may see their roles 
marginalized and, in the worst case, their facilities closed. Subsidiary managers are often 
host-country nationals (such as Canadian managers at Honeywell Canada in Strategy 
in Action 10.3), who would naturally prefer to strengthen their subsidiary. However, 
these tendencies, although very natural and legitimate, are not necessarily consistent 
with the MNE’s corporate-wide goals. These tendencies, if not checked and controlled, 
can surely lead to chaos.

Customer-Focused Dimensions versus Integration, 
Responsiveness, and Learning61

As discussed earlier, juggling the three dimensions of integration, responsiveness, and 
learning has often made the global matrix structure so complex it is unworkable. 
However, instead of simplifying, many MNEs have added new dimensions. Often, 
new customer-focused dimensions of structure are placed on top of an existing struc-
ture, resulting in a four- or five-dimension matrix. 

Of the two primary customer-focused dimensions, the first is a global account 
structure to supply customers (often other MNEs) in a coordinated and consistent way 
across various countries. Most original equipment manufacturers (OEMs)—namely, 
contract manufacturers that produce goods not carrying their own brands (such as 
the makers of Nike shoes and Microsoft Xbox)—use this structure. Singapore’s 
Flextronics, the world’s largest electronics OEM, has dedicated global accounts for 
Dell, Palm, and Sony Ericsson. The second customer-focused dimension is the oft-used 
solutions-based structure. For instance, as a “customer solution” provider, IBM will 
sell whatever combination of hardware, software, and services that customers prefer, 
whether that means selling IBM products or rivals’ offerings.

The typical starting point is to put in place temporary solutions rather than create 
new layers or units. However, this ad hoc approach can quickly get out of control, 
resulting in subsidiary managers’ additional duties of reporting to three or four “infor-
mal bosses” (acting as global account managers) on top of their “day jobs.” Eventually, 
new formal structures may be called for, resulting in more bureaucracy.

subsidiary initiative
The proactive and 
deliberate pursuit of new 
business opportunities 
by an MNE’s subsidiary 
to expand its scope of 
responsibility.

global account 
structure
A customer-focused 
structure that supplies 
customers (often other 
MNEs) in a coordi-
nated and consistent 
way across various 
countries.

solutions-based 
structure
An MNE organization 
structure which caters 
to the needs of provid-
ing solutions for cus-
tomers’ problems.
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Strategy in Action 10.3 - Strategy in Action 10.3 - A Subsidiary Initiative at Honeywell Canada

Ethical Challenge

Honeywell Limited is a wholly owned Canadian 
subsidiary—hereafter “Honeywell Canada”—

of the Minneapolis-based Honeywell, Inc. Until 
the mid-1980s, Honeywell Canada was a traditional 
branch plant that mainly produced for the Canadian 
market, in volumes approximately one-tenth of those 
of the main manufacturing operations in Minneapolis. 
By the late 1980s, the winds of change unleashed by 
the US-Canadian Free Trade Agreement (later to 
become NAFTA in the 1990s) threatened the very 
survival of Honeywell Canada, whose relatively 
inefficient (suboptimal scale) operations could face 
closure when the high tariffs came down and Made-
in-USA products could enter Canada duty-free. 
Canadian managers in the subsidiary entrepreneuri-
ally proposed to the headquarters that their plant be 
given the mandate in certain product lines to produce 
for all of North America. In exchange, they agreed to 
shut down some inefficient lines. Although some US 
managers were understandably negative, the head of 
the homes division was open-minded. Negotiations 
followed and the Canadian proposal was eventually 
adopted. Consequently, Honeywell Canada was des-
ignated as a Honeywell “Center of Excellence” for 
valves and actuators. At present, Honeywell Canada 
is Canada’s leading controls company.

While this is a successful case of subsidiary initiative, 
a potential ethical problem is that, from a corporate 

headquarters’ standpoint, it is often difficult to ascer-
tain whether the subsidiary is making good-faith 
efforts acting in the best interest of the MNE or the 
subsidiary managers are primarily promoting their 
own self-interests, in the areas of power, prestige, and 
their own jobs. How corporate headquarters can dif-
ferentiate good-faith efforts from more opportunistic 
maneuvers remains a challenge.

Sources: Based on (1) J. Birkinshaw, 2000, Entrepreneurship in the 

Global Firm (p. 26), London: Sage; (2) www.honeywell.ca; (3) www.
honeywell.com.
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So what is the solution when confronting the value-added potential of customer-
focused dimensions and their associated complexity and cost? One solution is to sim-

plify. For instance, ABB, when facing grave performance problems, transformed its 
sprawling “Byzantine” matrix structure to a mere two global product divisions: power 
technology and automation. 

The Savvy Strategist
MNEs are the ultimate large, complex, and geographically dispersed business organi-
zations. To manage effectively, four clear implications emerge for the savvy strategist 
(Table 10.4). First, understand the nature and evolution of your industry in order to 
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come up with the right strategy-structure configurations. When the Japanese automo-
bile industry was primarily exporting, Toyota naturally adopted a home replication 
strategy supported by an international division. However, as the industry evolved 
to become more geographically dispersed in terms of production and innovation, 
Toyota’s strategy and structure had to adapt and progress in order to keep up (see 
Opening Case). 

Second, managers need to actively develop learning and innovation capabilities to 
leverage multinational presence. A winning formula is “think global, act local.” Failing 
to do so may be costly. From 1999–2000, many Ford Explorer SUVs accidentally 
rolled over and killed many people in the United States. Most of these accidents were 
caused by faulty tires made by Japan’s Bridgestone and its US subsidiary Firestone. 
Before the number of US accidents skyrocketed, an alarming number of accidents had 
already taken place in warmer weather countries such as Brazil and Saudi Arabia and 
local managers dutifully reported them to headquarters in Japan and the United States. 
Unfortunately, these reports were dismissed by higher-ups as “driver error” or “road 
conditions.” Bridgestone (and Firestone) thus failed to leverage its multinational pres-
ence as an asset—it should have learned from these reports and proactively probed into 
the potential for similar accidents in cooler weather countries (tires depreciate faster in 
warmer weather). In the end, many more lives were lost. 

Third, mastering the external rules of the game governing MNEs and home/host 
country environments becomes a must. In 2000, Philips took advantage of home 
country rules concerning antidumping (see Chapter 8) by suing Chinese firms for 
dumping in the EU. However, after Philips upset the Chinese government, its sales 
in China, its second largest market after the United States, immediately dropped by 
10% (from $5.5 billion in 2000 to $5 billion in 2001). Trying to repair the damage, in 
2003 Philips’ board held its first meeting outside of Amsterdam in Beijing and visited 
Chinese officials. It also moved its Asia headquarters from Hong Kong to Shanghai and 
set up R&D units in Xian.  

Finally, managers need to understand and be prepared to change the internal 
rules of the game governing MNE management. Different strategies and structures 
call for different internal rules of the game. Some facilitate and others constrain 
MNE actions. It is impossible for a home replication firm to entertain having a 
foreigner as its CEO. Yet, as an MNE becomes more global in its operations, its 
managerial outlook needs to be broadened as well. While not every MNE needs to 
appoint a foreign-born executive as its head, the foreign-born bosses at Coca-Cola, 
Nissan, PepsiCo, and Sony represent one of the strongest signals about these firms’ 
global outlook. 

TABLE 10.4 Strategic Implications for Action

•  Understand the evolution of your industry to come up with the right strategy-structure 
configurations. 

•  Develop learning and innovation capabilities to leverage multinational presence as an asset—
“think global, act local.”

• Master the external rules of the game governing MNEs and home/host country environments.

• Be prepared to change the internal rules of the game governing MNE management.
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CHAPTER SUMMARY

 1. Understand the four basic configurations of multinational strategies and structures 

• Governing multinational strategy and structure is an integration-responsiveness 
framework.

• There are four strategy/structure pairs: (1) home replication strategy/interna-
tional division structure, (2) localization strategy/geographic area structure, 
(3) global standardization strategy/global product division structure, and 
(4) transnational strategy/global matrix structure.

 2. Articulate a comprehensive model of multinational strategy, structure, and learning

• Industry-based considerations drive a number of decisions affecting strategy, 
structure, and learning.

• Management of MNE strategy, structure, and learning needs to take VRIO 
into account.

• MNEs are governed by external and internal rules of the game around the 
world.

 3. Outline the challenges associated with learning, innovation, and knowledge management

• Knowledge management primarily focuses on tacit knowledge.

• Globalization of R&D calls for capabilities to combat a number of problems 
associated with knowledge creation, retention, outflow, transmission, and inflow.

 4. Participate in two leading debates on multinational strategy, structure, learning, and 

innovation

• (1) Corporate controls versus subsidiary initiatives and (2) customer-focused 
dimensions versus integration, responsiveness, and learning.

 5. Draw strategic implications for action

• Understand the evolution of your industry to come up with the right strategy-
structure configurations.

• Develop learning and innovation capabilities around the world—“think global, 
act local.”

• Master the external rules of the game from home/host country environments.

• Be prepared to change the internal rules of the game governing MNEs.

KEY TERMS

Absorptive capacity

Center of excellence

Country (regional) manager

Explicit knowledge

Global account structure

Global matrix

Global product 
division

Global standardization 
strategy
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Global virtual team

Home replication strategy

Integration-responsiveness 
framework

International division

Knowledge management

Local responsiveness

Localization (multi-
domestic) strategy

Micro-macro link

Social capital

Solutions-based structure

Subsidiary initiative

Tacit knowledge

Transnational strategy

Worldwide (global)
mandate

CRITICAL DISCUSSION QUESTIONS 
 1. In this age of globalization, some gurus argue that all industries are becoming global 

and that all firms need to adopt a global standardization strategy. Do you agree? 
Why or why not?

 2. ON ETHICS: You are the head of the best-performing subsidiary in an MNE. 
Because bonus is tied to subsidiary performance, your bonus is the highest among 
managers of all subsidiaries. Now headquarters is organizing managers from other 
subsidiaries to visit and learn from your subsidiary. You worry that if your subsid-
iary is no longer the star unit when other subsidiaries’ performance catches up, your 
bonus will go down. What are you going to do?

 3. ON ETHICS: You are a corporate R&D manager at Boeing and are thinking 
about transferring some R&D work to China, India, and Russia, where the work 
performed by a $70,000 US engineer reportedly can be done by an engineer in 
one of these countries for less than $7,000. However, US engineers at Boeing have 
staged protests against such moves. US politicians are similarly vocal concerning job 
losses and national security hazards. What are you going to do?

CLOSING CASE

Ethical Challenge

Moving Headquarters Overseas 

While a majority of MNEs have been moving money, 
technology, and jobs around the world, a small but 
increasing number of them have also moved their 
headquarters (HQ) overseas. In general, there are 
two levels of HQ: business unit HQ and corporate HQ. 
At the business unit level, examples are numerous. In 
2004, Nokia moved its corporate finance HQ from 
Helsinki, Finland, to New York. In 2006, IBM’s 
global procurement office moved from New York 
to Shenzhen, China. Examples for corporate HQ 
relocations are fewer, but they tend to be of a higher 

profile. In 1981, Tetra Pak, a packaging company 
that pioneered the soft package for beverages, moved 
its corporate HQ from Sweden to Switzerland. In 
the early 1990s, HSBC moved its corporate HQ 
from Hong Kong to London. Similarly, Anglo 
American, Old Mutual, and SAB (later to become 
SABMiller after acquiring Miller Beer) moved from 
South Africa to London. In 2004, News Corporation 
moved its corporate HQ from Melbourne, Australia, 
to New York. In 2005, China’s Lenovo set up its 
corporate HQ in North Carolina, home of IBM’s 
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former PC division that Lenovo acquired. The ques-
tion is: Why? 

If you have moved from one house to another in 
the same city, you can easily appreciate the logistical 
challenges (and nightmares!) associated with relocat-
ing HQ overseas. A simple answer is that the benefits 
of such moves must significantly outweigh their 
drawbacks. At the business unit level, the answer is 
straightforward: the “center of gravity” of the activi-
ties of a business unit may pull its HQ toward a host 
country. See the following letter to suppliers from 
IBM’s chief procurement officer informing them of 
the move to China:

IBM Global Procurement is taking a major 
step toward developing a more geographically 
distributed executive structure . . . By anchor-
ing the organization in this location, we will be 
better positioned to continue developing the 
skills and talents of our internal organization in 
the region . . . Clearly, this places us closer to 
the core of the technology supply chain which 
is important, not only for IBM’s own internal 
needs, but increasingly for the needs of external 
clients whose supply chains we are managing via 
our Procurement Services offering. As IBM’s 
business offerings continue to grow, we must 
develop a deeper supply chain in the region to 
provide services and human resource skills to cli-
ents both within Asia and around the world.

At least four strategic rationales lie at the corporate 
level. First, a leading symbolic value is an unambigu-
ous statement to various stakeholders that the firm 
is a global—rather than domestic or local—player. 
News Corporation’s corporate HQ relocation to New 
York is indicative of its global status, as opposed to 
being a relatively parochial firm from “down under.” 
Lenovo’s coming of age as a global player is no doubt 
underpinned by the establishment of its worldwide 
HQ in the United States. 

Second, there may be significant efficiency gains. 
If the new corporate HQ is in a major financial 
center such as New York or London, the MNE can 
have more efficient, more direct, and more frequent 
communication with institutional shareholders, finan-
cial analysts, and investment banks. The MNE also 

increases its visibility in a financial market. This can 
result in greater liquidity for the stock, a broader 
shareholder base, and greater market capitalization. 
Three leading (former) South African firms, Anglo 
American, Old Mutual, and SABMiller, have now 
joined the ranks of the FTSE 100—the top 100 UK-
listed firms by capitalization.

Third, firms may benefit from their visible com-
mitment to the laws and regulations of the new host 
country. By making such a commitment, firms benefit 
from the higher-quality legal and regulatory regime 
they now operate under. These benefits are especially 
crucial for firms from emerging economies where 
local rules are not world-class. A lack of confidence 
about South Africa’s political stability drove Anglo 
American, Old Mutual, and SABMiller to London. 
By coming to London, HSBC likewise endeavored 
to deviate from its Hong Kong roots at a time before 
the 1997 handover when the future of Hong Kong 
was uncertain. 

Finally, by moving (or threatening to move) 
HQ locations, firms enhance their bargaining 
power vis-à-vis that of their (original) home coun-
try governments. For example, Tetra Pak’s move of 
its corporate HQ to Switzerland was driven prima-
rily by the owners’ tax disputes with the Swedish 
government. The message is clear: If the home 
country government treats us harshly, we will pack 
our bags. 

The last point, of course, is where the ethical and 
social responsibility controversies erupt. Relatively 
small Western economies, such as Sweden, the 
Netherlands, and Canada, run the risk of losing a 
number of their leading firms once they “make it.” 
Although the absolute number of jobs lost is not great, 
these are high-quality (and high-paying) jobs that 
every government would prefer to see. More alarm-
ingly, if a sufficient number of HQs move overseas, 
this could lead to serious ramifications, such as other 
high-quality service providers (like lawyers, bank-
ers, and accountants) following them. In response, 
proposals are floating to offer tax incentives for these 
“foot-loose” MNEs to keep HQ at home. However, 
critics question why these wealthy MNEs (and execu-
tives often known as “fat cats”) need to be subsidized 
(or bribed), while many other sectors and individuals 
are struggling. 
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Sources: Based on (1) J. Birkinshaw, P. Braunerhjelm, U. Holm, & 
S. Terjesen, 2006, Why do some multinational corporations relocate 
their headquarters overseas?, Strategic Management Journal, 27: 681–700; 
(2) IBM, 2006, IBM Procurement headquarters moves to Shenzhen, 
China, May 22, www-03.ibm.com; (3) Wikipedia, 2008, (a) Lenovo 
Group and (b) SABMiller, en.wikipedia.org.

Case Discussion Questions

 1. What are the drawbacks and benefits associated 
with moving business unit HQ and corporate HQ 
to another country?

 2. If you were a CEO or a business unit head, under 
what conditions would you consider moving 
your HQ?

 3. If you were a government official in the MNE’s 
home country, what could you do to discourage 
such moves of multinational HQs out of the 
country? 
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OPENING CASE: THE PRIVATE EQUITY CHALLENGE

Private equity is the hottest new buzzword 
in corporate governance around the world. 
Private equity firms often take an underper-

forming publicly listed firm off the stock exchange, 
add some heavy dose of debt, throw in sweet “carrots”
to incumbent managers, and trim all the “fat” (typi-
cally through layoffs). Private equity firms get paid 
by (1) the fees and (2) the profits reaped when they 
take the private firms public again through a new 
initial public offering (IPO).

Private equity first emerged in the 1980s, with a 
stream of deals peaked by Kohlberg Kravis Robert’s 
(KKR) $25 billion takeover of RJR Nabisco in 
1988—then the highest price paid for a public firm. 
While KKR disciplined deadwood managers who 
destroyed shareholder value, it received a ton of bad 
press, cemented in a best-selling book Barbarians at 

the Gate that portrayed KKR as a greedy and bar-
barous raider.

After the RJR Nabisco deal, the private equity 
industry stagnated during the 1990s. However, in the 
2000s, private equity has scaled new heights, growing 
from 0.25% of world GDP in 2000 to 1.5% in 2007.
In 1991, just 57 private equity firms existed. In 2007, 
close to 700 were in the chase. Private equity deals 
now represent about 25% of all mergers and acquisi-
tions (M&As) in the world (and about 35% in the 
United States). Since 2005, Europe has had more 
actions (measured by deal values) than the United 
States. In 2007, Cerberus Capital Management, 

a private equity firm, purchased Chrysler from 
DaimlerChrysler for $7.4 billion. APAX Partners, 
another private equity shop, spent $7.75 billion to buy 
Thomson Learning (the publisher of this book, now 
Cengage Learning) from The Thomson Corporation 
listed in New York (NYSE: TOC) and Toronto 
(TSX: TOC)—the publisher of this book.

Private equity has always been controversial. 
Proponents argue that private equity is a response to 
the corporate governance deficiency of the public 
firm. Private equity excels in four ways: 

• Private owners, unlike dispersed individual 
shareholders, care deeply about the return on 
investment. Private equity firms always send 
experts to sit on the board and are hands-on in 
managing.

• A high level of debt imposes strong financial 
discipline to minimize waste.

• Private equity turns managers from agents to 
principals with substantial equity, thus providing 
a powerful incentive to them. Private equity 
firms pay managers more generously, but also 
punish failure more heavily. Managers’ compen-
sation at companies under private ownership, 
according to a leading expert, Michael Jensen, 
is 20 times more sensitive to performance than 
at companies listed publicly. On average, private 
equity makes the same managers, managing the 
same assets, perform much more effectively. 

Ethical Challenge



p a r t  3    Corporate-Level Strategies322

• Finally, privacy is fabulous. For managers, no 
more short-term burden to “meet the numbers” 
for Wall Street, no more heavy-duty paper-
work from regulators (an especially crushing 
load thanks to the Sarbanes-Oxley Act since 
2002), and better yet, no more disclosure in 
excruciating detail of how much they are paid 
(an inevitable invitation to be labeled “fat cats”). 
Top managers under private ownership are indeed 
fatter cats. It is not surprising that more manag-
ers prefer a quieter but far more lucrative life. 

All of the above, according to critics, are exactly 
what is wrong with private equity. In addition to
“barbarians,” private equity has also been labeled “asset 
strippers” and “locusts.” As high executive compen-
sation at public firms has already become a huge 
controversy, private equity has further increased the 
income inequality between the high financiers and 
top managers as one group and the rest of us as 
another group. Private equity has rapidly prolifer-
ated around the world. Some of the fuss reflects the 
shock in countries suddenly facing the full rigor of 
Anglo-American private equity. In Germany, some 
politicians in 2005 labeled foreign private equity 
groups as “locusts who feast on German firms for 
profit before spitting them out.” In South Korea, 
Lone Star Funds of Dallas was initially hailed in 2003 

as a brave outsider willing to save troubled Korean 
firms. However, in 2006, when Lone Star tried to 
cash out by selling its 51% equity of Korea Exchange 
Bank, unions took to the street to protest and pros-
ecutors issued a warrant to arrest its co-founder for 
alleged financial manipulation.

To be sure, private equity results in job cuts, but 
the same would happen if targets were acquired by 
public firms. Private buyers do not intentionally set 
out to destroy their prize. Their record as corporate 
citizens is no more barbaric than that of public firms. 
In a record-breaking $45 billion buyout in 2007, 
Texas Pacific and KKR jointly took over a Texas 
utility TXU (NYSE: TXU). Private owners paid 
shareholders a 25% premium, gave retail customers 
a 10% price cut, and forced TXU to jettison plans 
to build eight dirty coal-fired power plants—hailed 
by environmentalists as a major victory.

Sources: Based on (1) Business Week, 2006, Public score for 
private equity, December 4: 48; (2) The Economist, 2006, In 
the shadows of debt, September 23: 79–81; (3) The Economist,

2006, The benefits of privacy, March 18: 65; (4) The Economist,

2007, Barbarians in dock, March 3: 12; (5) The Economist, 2007, 
Better pay for all, January 20: 18–19; (6) The Economist, 2007, 
The trouble with private equity, July 7: 11; (7) The Economist,

2007, The uneasy crown, February 10: 74–76; (8) M. Jensen, 
1989, Eclipse of the public corporation, Harvard Business 

Review, September: 61–74; (9) A. von Nordenflycht, 2007, Is 
public ownership bad for professional service firms? Academy of 

Management Journal, 50: 429–445. 

Why has private equity emerged as a major alternative form of governance com-
pared with the publicly listed corporation? What are the differences between the 
two? What is the most optimal way to govern corporations so that investors will reap 
returns? These are some of the key questions addressed in this chapter, which focuses 
on how to govern the corporation around the world. Corporate governance is “the 
relationship among various participants in determining the direction and performance 
of corporations.”1 The primary participants are (1) owners, (2) managers, and (3) boards 
of directors—collectively known as the “tripod” underpinning corporate governance 
(Figure 11.1). 

corporate 
governance
The relationship among 
various participants in 
determining the direc-
tion and performance 
of corporations.
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We start by discussing each of the three legs of the “tripod.” Next, we introduce 
internal and external governance mechanisms from a global perspective. Then, a com-
prehensive model drawn from the “strategy tripod” is outlined. As before, debates and 
extensions follow.

Owners
Owners provide capital, bear risks, and own the firm. Three broad patterns exist: (1) con-
centrated versus diffused ownership, (2) family ownership, and (3) state ownership.

Concentrated versus Diffused Ownership
Founders usually start up firms and completely own and control them. This is referred 
to as concentrated ownership and control. However, at some point, if the firm aspires 
to grow and needs more capital, the owners’ desire to keep the firm in family hands 
will have to accommodate the arrival of other shareholders. Approximately 80% of 
listed US firms and 90% of listed UK firms are now characterized by diffused ownership,
with numerous small shareholders but none with a dominant level of control.2 In such 
firms, there is a separation of ownership and control, in that ownership is dispersed 
among many small shareholders and control is largely concentrated in the hands of 
salaried professional managers who own little (or no) equity. 

If majority or dominant owners (such as founders) do not personally run the firm, 
they are naturally interested in keeping a close eye on how the firm is run. However, 
dispersed owners, each with a small stake, have neither incentives nor resources to do so. 
Most small shareholders do not bother to show up at annual shareholder meetings. They 
prefer to free ride and hope that other shareholders will properly monitor and discipline 
managers. If small shareholders are not happy, they will simply sell the stock and invest 
elsewhere. However, if all shareholders behave in this manner, then no shareholder 
would care and managers would end up acquiring significant de facto control power. 

The rise of institutional investors, such as professionally managed mutual funds and 
pension pools, has significantly changed this picture.3 Institutional investors have both 
incentives and resources to closely monitor and control managerial actions. The increased 

Managers

Board of Directors

Owners

FIGURE 11.1 The Tripod of Corporate Governance

concentrated 
ownership and 
control
Ownership and control 
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the hands of owners.

diffused ownership
An ownership pattern 
involving numerous 
small shareholders, 
none of which has 
a dominant level of 
control.

separation of 
ownership and 
control
The dispersal of own-
ership among many 
small shareholders, and 
control of the firm is 
largely concentrated in 
the hands of salaried, 
professional managers 
who own little (or no 
equity).
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size of institutional holdings limits the ability of institutional investors to dump the stock, 
because when one’s stake is large enough, selling out depresses the share price and harms 
the seller. 

While the image of widely held corporations is a reasonably accurate description 
of most modern large US and UK firms, it is not the case in other parts of the world. 
Outside the Anglo-American world, there is relatively little separation of ownership 
and control. Most large firms are typically owned and controlled by families or the 
state.4 Next, we turn our attention to such firms.

Family Ownership
The vast majority of large firms throughout continental Europe, Asia, Latin America, 
and Africa feature concentrated family ownership and control.5 On the positive side, 
family ownership and control may provide better incentives for the firm to focus on 
long-term performance. It may also minimize the conflicts between owners and pro-
fessional managers typically encountered in widely owned firms.6 However, on the 
negative side, family ownership and control may lead to the selection of less qualified 
managers (who happen to be the sons, daughters, and relatives of founders), the destruc-
tion of value because of family conflicts, and the expropriation of minority shareholders 
(discussed later).7 At present, there is no conclusive evidence on the positive or negative 
role of family ownership and control on the performance of large firms.8

State Ownership
Other than families, the state is another major owner of firms in many parts of the 
world. Since the 1980s, one country after another—ranging from Britain to Brazil to 
Belarus—realizes that their state-owned enterprises (SOEs) often perform poorly. SOEs 
suffer from an incentive problem. Although in theory all citizens (including employees) 
are owners, in practice, they have neither the rights to enjoy dividends generated from 
SOEs (as shareholders would), nor the rights to transfer or sell “their” property. SOEs 
are de facto owned and controlled by government agencies far removed from ordinary
citizens and employees. Thus, there is little motivation for SOE managers and employees 
to improve performance, which they can hardly benefit from personally. In a most 
cynical fashion, SOE employees in the former Soviet Union summed it up well: “They 
pretend to pay us and we pretend to work.” As a result, a wave of privatization has hit 
the world since the 1980s.9 The SOE share has declined from more than 10% of global 
GDP in 1979 to 5% today.10

Managers
Managers, especially executives on the top management team (TMT) led by the chief 
executive officer (CEO), represent another crucial leg of the corporate governance 
“tripod.” 

Principal–Agent Conflicts
The relationship between shareholders and professional managers is a relationship 
between principals and agents—in short, an agency relationship. Principals are persons 
(such as owners) delegating authority, and agents are persons (such as managers) to 

state-owned 
enterprises (SOE)
A firm owned and 
controlled by the state 
(government).

top management 
team (TMT)
The team consisting 
of the highest level of 
executives of a firm led 
by the CEO.

chief executive 
officer (CEO)
The top executive in 
charge of the strategy 
and operations of 
a firm. 

agency relationship
The relationship 
between principals and 
agents. 

principals
Persons (such as 
owners) who delegate 
authority. 

agents
Persons (such as manag-
ers) to whom authority 
is delegated.
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whom authority is delegated. Agency theory suggests a simple yet profound proposition: 
To the extent that the interests of principals and agents do not completely overlap, 
there will inherently be principal–agent conflicts. These conflicts result in agency costs,
including (1) the principals’ costs of monitoring and controlling the agents and (2) the 
agents’ costs of bonding (signaling that they are trustworthy).11 In a corporate setting, 
when shareholders (principals) are interested in maximizing the long-term value of 
their stock, managers (agents) may be more interested in maximizing their own power, 
income, and perks.

Manifestations of agency problems include excessive executive compensation, on-
the-job consumption (such as corporate jets), low-risk short-term investments (such 
as maximizing current earnings while cutting long-term R&D), and empire building 
(such as value-destroying acquisitions). Consider executive compensation. In 1980, the 
average US CEO earned approximately 40 times what the average blue-collar worker 
earned. Today, the ratio is 400 times.12 Despite some performance improvement, it 
seems difficult to argue that the average firm CEO improved performance 10 times 
faster than her workers since 1980, and thus deserved a pay package worth the salary 
of 400 workers today.13 In other words, one can “smell” some agency costs.

Directly measuring agency costs, however, is difficult. In one of the most innovative 
(and hair-raising) attempts to directly measure agency costs, one study finds that some sudden
CEO deaths (plane crashes or heart attacks) are accompanied by an increase in share prices 
of their firms.14 These CEOs reduced agency costs that shareholders had to shoulder by 
dropping dead (!). Conversely, we could imagine how much value these CEOs destroyed 
when they had been alive. The capital market, sadly (and some may even say cruelly), 
was pleased with such human tragedies. 

The primary reason agency problems persist is because of information asymmetries
between principals and agents—that is, agents such as managers almost always know 
more about the property they manage than principals do. While it is possible to reduce 
information asymmetries through governance mechanisms, it is not realistic to completely 
eliminate agency problems. 

Principal–Principal Conf licts
Since concentrated ownership and control by families is the norm in many parts of 
the world, different kinds of conflicts are at play. One of the leading indicators of 
concentrated family ownership and control is the appointment of family members as 
board chairman, CEO, and other TMT members. In East Asia, approximately 57% of 
the corporations have board chairmen and CEOs from the controlling families.15 In 
continental Europe, the number is 68%.16 The families are able to do so, because they 
are controlling (although not necessarily majority) shareholders. For example, in 2003, 
the 30-year-old James Murdoch became CEO of British Sky Broadcasting (BSkyB), 
Europe’s biggest satellite broadcaster, in the face of loud minority shareholder resis-
tance. The reason? James’ father is Rupert Murdoch who controlled 35% of BSkyB 
and chaired the board.

The BSkyB case is a classic example of the conflicts in family-owned and -controlled 
firms. Instead of between principals (shareholders) and agents (professional managers), 
the primary conflicts are between two classes of principals: controlling shareholders and 
minority shareholders—in other words, principal–principal conflicts17 (Figure 11.2 and
Table 11.1). Family managers such as Rupert and James Murdoch, who represent (or are)

agency theory
The theory about 
principal-agent rela-
tionships (or agency 
relationships in short). 
It focuses on principal-
agent conflicts.

principal-agent 
conflicts
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and agents (such as 
professional managers).

agency costs
The costs associated 
with principal-agent 
relationships. They are 
the sum of (1) princi-
pals’ costs of monitor-
ing and controlling 
agents, (2) agents’ costs 
of bonding, and (3) the 
residual loss because 
the interests of the prin-
cipals and the agents 
do not align.

information 
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Asymmetric distribution 
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TABLE 11.1 Principal–Agent versus Principal–Principal Conflicts

 PRINCIPAL–AGENT CONFLICTS PRINCIPAL–PRINCIPAL CONFLICTS

Ownership pattern Dispersed—shareholders holding 5% of Dominant—often greater than 50% of equity
 equity are regarded as “blockholders.” is controlled by the largest shareholders.

Manifestations Strategies that benefit entrenched managers Strategies that benefit controlling
 at the expense of shareholders (such as shareholders at the expense of minority
 shirking, excessive compensation, and shareholders (such as minority shareholder
 empire building).  expropriation and cronyism). 

Institutional protection Formal constraints (such as courts) are Formal institutional protection is often
of minority shareholders more protective of shareholder rights. lacking. Informal norms are typically in
 Informal norms adhere to shareholder favor of controlling shareholders.
 wealth maximization.

Market for corporate Active, at least in principle as the “governance Inactive even in principle. Concentrated
control mechanism of last resort.”  ownership thwarts notions of takeover.

Source: Adapted from M. Young, M. W. Peng, D. Ahlstrom, G. Bruton, & Y. Jiang, 2008, Corporate governance in emerging economies: A review 
of the principal-principal perspective (p. 202), Journal of Management Studies, 45: 196–220. 

FIGURE 11.2 Principal–Agent Conflicts and Principal–Principal Conflicts
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Source: Adapted from M. Young, M. W. Peng, D. Ahlstrom, G. Bruton, & Y. Jiang, 2008, Corporate governance 
in emerging economies: A review of the principal-principal perspective (p. 200), Journal of Management Studies, 
45: 196–220. 
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controlling shareholders, may advance family interests at the expense of minority 
shareholders. Controlling shareholders’ dominant position as both principals and agents 
(managers) may allow them to override traditional governance mechanisms designed 
to curtail principal–agent conflicts. For example, the board of directors will hardly be 
effective when the CEO being evaluated is the son of the board chairman.

The result of concentrated ownership by families is that family managers may have the 
potential to engage in expropriation of minority shareholders, defined as activities that 
enrich controlling shareholders at the expense of minority shareholders. For example, 
managers from the controlling family may simply divert resources from the firm for per-
sonal or family use. This activity is vividly nicknamed “tunneling”—digging a tunnel to 
sneak resources out.18 While such “tunneling” (often known as “corporate theft”) is illegal, 
expropriation can be legally done through related transactions, whereby controlling 
owners sell firm assets to another firm they own at below-market prices or spin off the 
most profitable part of a public firm and merge it with another private firm of theirs. 

Overall, while corporate governance practice and research traditionally focuses on 
how to control professional managers because of the separation of ownership and con-
trol in US and UK firms, how to govern family managers in firms with concentrated 
ownership and control is of equal or probably higher importance around the world. 

Board of Directors
As an intermediary between owners and managers, the board of directors oversees and 
ratifies strategic decisions and evaluates, rewards, and if necessary penalizes top managers. 

Key Features of the Board
These include (1) composition, (2) leadership structure, and (3) interlocks. 

BOARD COMPOSITION

Otherwise known as the insider/outsider mix, board composition has recently attracted 
significant attention. Inside directors are top executives of the firm. The trend around the 
world is to introduce more outside directors, defined as non-management members of the 
board. Outside directors are presumably more independent and can better safeguard share-
holder interests.19 In the post-Enron era, many US firms have added outside directors. 

Although there is a widely held belief in favor of a higher proportion of outside 
directors, academic research has failed to empirically establish a link between the outsider/
insider ratio and firm performance (see Strategy in Action 11.1).20 Even “stellar” firms 
with a majority of outside directors on the board (on average 74% of outside directors 
at Enron, Global Crossing, and Tyco before their scandals erupted) can still be plagued 
by governance problems.21 It is possible that some of these outside directors are affiliated
directors who may have family, business, and/or professional relationships with the firm 
or firm management. In other words, such affiliated outside directors are not necessarily 
“independent.” For example, outside directors on Japanese boards often come from 
banks, other member firms of the same keiretsu, and their parent firms.22

LEADERSHIP STRUCTURE

Whether the board is led by a separate chairman or by the CEO who doubles as a 
chairman—a situation known as CEO duality—is also important. From an agency 
theory standpoint, if the board is to supervise agents such as the CEO, it seems 
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Corporate governance reforms in China prima-
rily aim to curtail principal–agent conflicts in 

state-owned enterprises (SOEs). Although in theory 
all citizens are owners, in practice they have neither 
the rights to enjoy dividends generated from SOEs 
(as real shareholders would), nor the rights to trans-
fer or sell “their” property. Further, they have zero 
influence in corporate governance. Not surprisingly, 
in traditional SOEs, principal–agent problems are 
rampant. Many managers abuse state assets, run SOEs 
into the ground, and are undisciplined. 

During the reform era, the government, in an 
effort to tighten governance, has listed a large number 
of traditional SOEs on the Shanghai and Shenzhen 
Stock Exchanges. Such listed firms are still owned and 
controlled by the state acting as a majority shareholder, 
but they also include other investors, such as institu-
tional, individual, and foreign investors. Influenced 
by agency theory, Chinese policymakers, academics, 
and journalists widely believe that introducing out-
side (presumably independent) directors will curb 
principal–agent problems and enhance these firms’ 
financial performance. Consequently, as of 2002, listed 
companies in China are legally required to appoint out-
side directors to their boards. Do outside directors really 
have a positive influence on financial performance? 

The answer from my recent research is: Not 
really! From a resource-based view, even though 

a few outside directors may make a difference, if 
every firm has them, outside directors are no longer 
rare and are unable to help differentiate one firm 
from another. From an institution-based view, many 
outside directors are appointed for “window dress-
ing” purposes. Many outside directors fail to show 
up at board meetings (and if they did show up, they 
evidently took a nap during the meetings). Finally, 
how independent some of these outside directors are 
remains questionable. Some may have family and/or 
professional relationships with inside managers. 

My recent research from Russia also reports 
a similar lack of impact of outside directors on 
firm performance. In conclusion, policy prescription 
inspired by agency theory, such as the necessity to 
appoint outside directors, needs to be embraced with 
caution in emerging economies. 

Sources: Based on (1) M. W. Peng, 2004, Outside directors and firm 
performance during institutional transitions, Strategic Management 

Journal, 25: 453–471; (2) M. W. Peng, T. Buck, & I. Filatotchev, 
2003, Do outside directors and new managers help improve firm 
performance? An exploratory study in Russian privatization, 
Journal of World Business, 38: 348–360; (3) M. W. Peng, S. Zhang, 
& X. Li, 2007, CEO duality and firm performance during China’s 
institutional transitions, Management and Organization Review, 3: 
205–225; (4) M. Young, M. W. Peng, D. Ahlstrom, G. Bruton, & 
Y. Jiang, 2008, Corporate governance in emerging economies: A 
review of the principal-principal perspective, Journal of Management 

Studies, 45: 196–220. 

Strategy in Action 11.1 - Strategy in Action 11.1 - Outside Directors in Chinese Corporations

imperative that the board be chaired by a separate individual. Otherwise, how can 
the CEO be evaluated by the body that he/she chairs? However, a corporation led 
by two top leaders (a board chairman and a CEO) may lack a unity of command 
and experience top-level conflicts. Not surprisingly, there is significant divergence 
across countries. For instance, while a majority of the large UK firms separate the 
two top jobs, most large US firms combine them. A practical difficulty often cited 
by US boards is that it is very hard to recruit a capable CEO without the board 
chairman title. 

Around the world, both practices exist. Academic research is inconclusive on 
whether CEO duality (or non-duality) is more effective.23 Today, however, pressures 
have arisen around the world for firms to split the two jobs to at least show that they 
are serious about controlling the CEO. 
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BOARD INTERLOCKS

Who the directors are and where they come from are also important. Directors tend to 
be economic and social elites who share a sense of camaraderie and reciprocity. When 
one person affiliated with one firm sits on the board of another firm, an interlocking 
directorate has been created. Firms often establish relationships through such board 
appointments. For instance, outside directors from financial institutions often facili-
tate financing. Outside directors experienced in acquisitions may help the focal firms 
engage in these practices.24 

In the United States, Frank Carlucci, a former Secretary of Defense and chairman 
of the Carlyle Group (a leading private equity firm) himself, served on 20 boards (!) at 
one time. In Hong Kong, the most heavily connected director, David Li, chairman of 
the Bank of East Asia, sat on nine boards.25 Critics argue that such directors are unlikely 
to effectively monitor management. In fact, one of the boards David Li served on was 
Enron’s. In the post-Enron environment, such practices are increasingly rare. 

The Role of Boards of Directors 
In a nutshell, boards of directors perform (1) control, (2) service, and (3) resource 
acquisition functions. Boards’ effectiveness in serving the control function stems from 
their independence, deterrence, and norms, as discussed next:

• The ability to effectively control managers boils down to how independent directors 
are. Outside directors who are personally friendly and loyal to the CEO are unlikely 
to challenge managerial decisions. Exactly for this reason, CEOs often nominate 
family members, personal friends, and other independent but passive directors.26

• There is a lack of deterrence on the part of directors should they fail to protect 
shareholder interests. Courts usually will not second-guess board decisions in the 
absence of bad faith or insider dealing. Directors are often protected from the 
consequences of bad decisions. 

• When challenging management, directors have few norms to draw on. Directors 
who “stick their necks out” by confronting the CEO in meetings tend to be frozen 
out of board deliberations.27 When they raise a point, nobody picks it up.

In addition to control, another important function of the board is service—primarily 
advising the CEO.28 Finally, another crucial board function is resource acquisition for 
the focal firm, often through interlocking directorates.29 

Overall, until recently, many boards of directors simply “rubber stamp” (approve 
without scrutiny) managerial actions. Prior to the 1997 economic crisis, many South 
Korean boards did not bother to hold meetings and so board decisions were literally 
“rubber stamped”—not even by directors themselves, but by corporate secretaries 
who stamped the seals of all the directors, which were kept in the corporate office. 
However, change is in the air throughout the world. In South Korea, board meetings 
are now regularly held and seals are personally stamped by the directors themselves. 

Directing Strategically
If boards are to function effectively, being a director is one of the most demanding jobs, 
calling for an active “nose in but hands off” approach. Given the comprehensive func-
tions of control, service, and resource acquisition and the limited time and resources 

interlocking 
directorate
A situation whereby two 
or more firms share one 
director affiliated with 
one firm who serves on 
multiple boards.
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directors have, directors must strategically prioritize. How directors strategically priori-
tize differs significantly around the world. In US and UK firms, the traditional focus, 
which stems from their separation of ownership and control, is on the boards’ control 
function. While the service function is still important, the resource acquisition role, 
although important in practice, tends to be criticized by policymakers, activists, and 
the media, who often regard activities such as interlocking directorates as “collusive.” 
Consequently, recent US regulations, especially the Sarbanes-Oxley (SOX) Act of 
2002, emphasize the control function to almost the exclusion of the resource acquisi-
tion function. Some scholars have voiced concerns that such a lack of balance may lead 
to unhealthy board functioning in the future. 

Since outside directors are not likely to have enough first-hand knowledge about 
the firm, they are thus forced to focus on financial performance targets and numbers—
known as financial control (see Table 11.2). Financial control may encourage CEOs 
to focus on the short term, at the expense of long-term shareholder interests (such as 
maximizing current earnings by reducing R&D). Therefore, inside directors, who are 
executives, can bring first-hand knowledge to board deliberations, allowing for a more 
sophisticated understanding of some managerial actions (such as investing in the future 
while not maximizing current earnings). A board informed by such inside views is able 
to exercise strategic control, basing its judgment beyond a mere examination of finan-
cial numbers. It seems that a healthy board requires both kinds of control, thus calling 
for a balanced composition of insiders and outsiders.

In the rest of the world, many boards are established and modeled after Anglo-American 
boards. However, the similarities between them are often more in form than in sub-
stance. In practice, a great deal of emphasis is placed on resource acquisition—through 
interlocking directorates and cross-shareholdings. The service role is less pronounced, 
and the control function is often hardly detectable.30 Overall, while boards in theory 
should perform the three roles of control, service, and resource acquisition, in practice 
the relative emphasis differs significantly across countries.

Governance Mechanisms as a Package
Governance mechanisms can be classified as internal and external ones—otherwise 
known as voice-based and exit-based mechanisms, respectively. Voice-based mechanisms 
refer to shareholders’ willingness to work with managers, usually through the board, by 

TABLE 11.2 Outside Directors versus Inside Directors

 PROS CONS

•  Presumably more independent from management 
(especially the CEO).

•  More capable of monitoring and controlling 
managers.

• Good at financial control.

• Have first-hand knowledge about the firm.

• Good at strategic control.

Outside directors

Inside directors

• Independence may be illusionary.

•  “Affiliated” outside directors may have family 
or professional relationships with the firm or 
management.

• Not good at strategic control.

•  Non-CEO inside directors (executives) may 
not be able to control and challenge the CEO.

voice-based 
mechanisms
Corporate governance 
mechanisms which 
focus on shareholders’ 
willingness to work 
with managers, usually 
through the board of 
directors, by “voicing” 
their concerns.
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“voicing” their concerns. Exit-based mechanisms indicate that shareholders no longer 
have patience and are willing to “exit” by selling their shares. This section outlines 
these mechanisms.

Internal (Voice-Based) Governance Mechanisms
The two internal governance mechanisms typically employed by boards can be charac-
terized as (1) “carrots” and (2) “sticks.” In order to better motivate managers, increas-
ing executive compensation as “carrots” is often a must. Stock options that help align 
the interests of managers and shareholders have become increasingly popular.31 The 
underlying idea is pay for performance, which seeks to link executive compensation 
with firm performance.32 While in principle this idea is sound, in practice it has a 
number of drawbacks. If accounting-based measures (such as return on sales) are used, 
managers are often able to manipulate numbers to make them look better. If market-
based measures (such as stock prices) are adopted, stock prices obviously are subject to 
too many forces beyond managers’ control. Consequently, the pay-for-performance 
link in executive compensation is usually not very strong.33

In general, boards are likely to use “carrots” before considering “sticks.” However, 
when facing continued performance failures, boards may have to dismiss the CEO.34 
Approximately 40% of all CEO changes in recent years are sackings for underachieve-
ment.35 In brief, boards seem to be more “trigger-happy” recently. Because top manag-
ers must shoulder substantial firm-specific employment risk (a fired CEO is extremely 
unlikely to run another publicly traded company), they naturally demand more gener-
ous compensation—a premium on the order of 30% or more—before taking on new 
CEO jobs. This in part explains the rapidly rising levels of executive compensation.

External (Exit-Based) Governance Mechanisms
There are three external governance mechanisms: (1) market for product competition, 
(2) market for corporate control, and (3) market for private equity. Product market 
competition is a powerful force compelling managers to maximize profits and, in turn, 
shareholder value. However, from a corporate governance perspective, product market 
competition complements the market for corporate control and the market for private 
equity, each of which is outlined next.

THE MARKET FOR CORPORATE CONTROL. This is the main external governance 
mechanism, otherwise known as the takeover market or the mergers and acquisitions 
(M&A) market (see Chapter 9). It is essentially an arena where different management 
teams contest for the control rights of corporate assets. As an external governance 
mechanism, the market for corporate control serves as a disciplining mechanism of last 
resort when internal governance mechanisms fail. The underlying logic is spelled out 
by agency theory, which suggests that when managers engage in self-interested actions 
and internal governance mechanisms fail, firm stock will be undervalued by investors. 
Under these circumstances, other management teams, which recognize an opportunity 
to reorganize or redeploy the firm’s assets and hence to create new value, bid for the 
rights to manage the firm. The market for corporate control was relatively inactive 
prior to the 1980s. However, since the 1980s, a large wave of M&As and restructuring 
has emerged (see Chapter 9).

exit-based 
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How effective is the market for corporate control? Three findings emerge:36 

• On average, shareholders of target firms earn sizable acquisition premiums.

• Shareholders of acquiring firms experience slight but insignificant losses.

• A substantially higher level of top management turnover occurs following 
M&As. 

In summary, while internal mechanisms aim at “fine-tuning,” the market for cor-
porate control enables the “wholesale” removal of entrenched managers. As a radical 
approach, the market for corporate control has its own limitations. It is very costly to 
wage such financial battles, because acquirers must pay an acquisition premium. In 
addition, a large number of M&As seem to be driven by acquirers’ sheer hubris or 
empire building,37 and the long-term profitability of post-merger firms is not particu-
larly impressive (see Chapter 9). 

Nevertheless, the net impact, at least in the short run, seems to be positive, because 
the threat of takeovers does limit managers’ divergence from shareholder wealth maxi-
mization. In Japan, an increasingly credible threat of takeovers has been rising. For 
example, Minolta was recently taken over by HOYA. As a result, more and more 
Japanese managers are now paying attention to their firms’ stock prices. Of course, the 
number of M&A cases in Japan is still small, but a rising threat itself is already having 
some effect on managerial behavior.38 

THE MARKET FOR PRIVATE EQUITY. Instead of being taken over, a large number of 
publicly listed firms have gone private by tapping into private equity—equity capital 
invested in private (non-public) companies (see Opening Case). Private equity is
primarily (but not always) invested through leveraged buyouts (LBOs). In an LBO, 
private investors, often in partnership with incumbent managers, issue bonds and 
use the cash raised to buy the firm’s stock—in essence replacing shareholders with 
bondholders and transforming the firm from a public to a private entity. As another 
external governance mechanism, private equity utilizes the bond market, as opposed 
to the stock market, to discipline managers. LBO-based private equity transactions are 
associated with three major changes in corporate governance: 

• LBOs change the incentives of managers by providing them with substantial 
equity stakes.

• The high amount of debt imposes strong financial discipline.

• LBO sponsors closely monitor the firms they have invested in.

Overall, evidence suggests that LBOs improve efficiency, at least in the short run.39 
However, the picture is less clear regarding the long run, because earlier studies find 
that LBOs may have forced managers to reduce investments in long-term R&D.40 
However, more recent research reports (1) that private equity-backed firms have more 
focused patents that generate better economic returns, and (2) that such firms do not 
suffer from a reduction of R&D in the long run.41 Around the world, private equity 
has grown by leaps and bounds in recent years, from 0.25% of world GDP in 2000 to 
1.5% in 2007, now representing approximately 25% of all M&A activities (see Opening 
Case for more details).

private equity
equity capital invested 
in private (non-public) 
companies.
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Internal Mechanisms + External Mechanisms = Governance Package
Taken together, the internal and external mechanisms can be considered a “package.”42 
Michael Jensen, a leading agency theorist, argues that in the United States, failures of 
internal governance mechanisms in the 1970s activated the market for corporate con-
trol in the 1980s.43 Managers initially resisted. However, over time, many firms that are 
not takeover targets or that have successfully defended themselves against such attempts 
end up restructuring and downsizing—doing exactly what “raiders” would have done 
had these firms been taken over. In other words, the strengthened external mechanisms 
force firms to improve their internal mechanisms. 

Overall, since the 1980s, American managers have become much more focused 
on stock prices, resulting in a new term, “shareholder capitalism,” which has been 
spreading around the world.44 In Europe, executive stock options become popular and 
M&As more frequent.45 In Russia, after the 1998 collapse, there are now some traces 
of modern corporate governance.46 

A Global Perspective
Illustrated in Figure 11.3, different corporate ownership and control patterns around 
the world lead to a different mix of internal and external mechanisms. The most 
familiar type is Cell 4, exemplified by most large US and UK firms. While external 
governance mechanisms (M&As and private equity) are active, internal mechanisms 
are relatively weak due to the separation of ownership and control that gives managers 
significant de facto control power. 

shareholder 
capitalism
A view of capitalism 
which suggests that the 
most fundamental pur-
pose for firms to exist is 
to serve the economic 
interests of sharehold-
ers (also known as 
capitalists).

FIGURE 11.3  A Global Perspective on Internal and External Governance 
Mechanisms
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Source: Cells 1, 2, and 4 are adapted from E. R. Gedajlovic & D. M. Shapiro, 1998, Management and ownership 
effects: Evidence from five countries (p. 539), Strategic Management Journal, 19: 533–553. The label of Cell 3 is 
suggested by the present author.
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The opposite can be found in Cell 1, namely, firms in continental Europe and Japan 
where the market for corporate control is relatively inactive (although there is more 
activity recently). Consequently, the primary governance mechanisms remain concen-
trated ownership and control. 

Overall, the Anglo-American and continental European-Japanese (otherwise known 
as German-Japanese) systems represent the two primary corporate governance families 
in the world, with a variety of labels (see Table 11.3). Given that both the United States 
and United Kingdom as a group and continental Europe and Japan as another group are 
highly developed successful economies, it is difficult and probably not meaningful to 
argue whether the Anglo-American or German-Japanese system is better.47 Evidently, 
each has different strengths and weaknesses. 

Some other systems do not easily fit into such a dichotomous world. Placed in 
Cell 2, Canada has both a relatively active market for corporate control and a large 
number of firms with concentrated ownership and control—over 380 of the 400 largest 
Canadian firms are controlled by a single shareholder.48 Canadian managers thus face 
powerful internal and external constraints. 

Finally, SOEs (of all nationalities) are in an unfortunate position of both weak 
external and internal governance mechanisms (Cell 3). Pre-reform SOEs in the former 
Soviet bloc and China serve as a case in point. Externally, the market for corporate 
control did not exist. Internally, managers were supervised by officials who acted as 
de facto “owners” with little control (Strategy in Action 11.1).

Overall, firms around the world are governed by a combination of internal and 
external mechanisms. For firms in Cells 1, 2, and 4, there is some partial substitution 
between internal and external mechanisms (for example, weak boards may be partially 
substituted by a strong market for corporate control). However, it is not viable to be 
stuck in Cell 3 with both weak internal and external mechanisms in the long run, thus 
triggering the move to privatize SOEs, as outlined next. 

Strengthening Governance Mechanisms through Privatization
From a corporate governance standpoint, the global wave of privatization of SOEs is 
a movement to migrate out of the unfortunate Cell 3 in Figure 11.3.49 An important 
question, of course, is: Which direction to go? SOEs in developed economies, upon 
privatization, would naturally migrate from Cell 3 to the respective cells for the private-
firm counterparts in their own countries (such as Cell 1 for German firms and Cell 4 
for UK firms). 

What is fascinating is the privatization directions for SOEs in countries such as 
Poland and Russia, which historically do not belong to any of the other three cells. 

TABLE 11.3 Two Primary Families of Corporate Governance Systems

CORPORATIONS IN THE UNITED STATES AND UNITED KINGDOM CORPORATIONS IN CONTINENTAL EUROPE AND JAPAN

Anglo-American corporate governance models German-Japanese corporate governance models

Market-oriented high-tension systems Bank-oriented network-based systems

Rely mostly on exit-based external mechanisms Rely mostly on voice-based internal mechanisms

Shareholder capitalism Stakeholder capitalism
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When Central and Eastern European (CEE) countries started to privatize their SOEs in 
the early 1990s, the Anglo-American governance model featuring dispersed shareholders 
and a strong market for corporate control was often recommended by foreign advisors, 
who were often American and British nationals. However, most policymakers and 
practitioners in CEE argued that in the absence of functioning capital markets, it would 
not be realistic to move from Cell 3 to Cell 4 directly. Instead, a two-phase model 
of privatization was typically adopted, first through buyouts by employees (to secure 
their support) and then via the introduction of outside investors and new managers (to 
facilitate restructuring). Overall, privatization in CEE often moved SOEs first from 
Cell 3 to Cell 1 and then attempted to move toward Cell 4.

Two decades of privatization in CEE (and other parts of the world) suggest three 
lessons:50 

• Privatization to insiders helps improve the performance of small firms, because 
such ownership and control is an efficient way to better motivate managers and 
employees. 

• In large corporations, similar privatization to insiders, without external governance 
pressures, is hardly conducive for needed restructuring. Throughout CEE, managers 
are deeply entrenched because of their high ownership positions.51 

• Outside ownership and control, preferably by blockholders, funds, foreigners, and/
or banks, are more likely to facilitate restructuring.52 Such outside ownership and 
control do not happen frequently, because incumbent managers do not necessarily 
welcome such outside “intrusion.” However, when outside investors such as insti-
tutional investors do come in, they may actively assert their power.53 

Overall, there is evidence that privatization may work because improved gover-
nance and better motivation, while far from perfect, tend to lead to better firm per-
formance.54 Given that it takes a combination of well-developed internal and external 
mechanisms as a package to properly govern the firm, it is not surprising that the 
privatization journey is far from being completed. 

A Comprehensive Model of Corporate Governance
As before, the “strategy tripod” drawn from the three leading perspectives leads to a 
comprehensive model (Figure 11.4). This section discusses these three views in turn.

Industry-Based Considerations
The nature of industry sometimes questions certain widely accepted conventional 
wisdom regarding (1) outside directors, (2) insider ownership, and (3) CEO duality.55 
Having more outside directors on the board is often regarded as a performance-enhancing 
practice. However, such thinking ignores industry differences. In industries characterized 
by a rapid pace of innovation requiring significant R&D investments (such as IT), 
outside directors are found to have a negative impact on firm performance.56 This is 
because of the necessity for directors to have intimate knowledge and solid experience, 
and because of the necessity for firms to embark on more complex and novel strategies 
in such industries, which require more strategic control. In contrast, outside directors 
tend to focus on financial control, which may be inappropriate in these industries. 
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Another example is the widely noted link between inside management ownership 
and firm performance. Research finds that for firms in low-growth stable industries, 
there is no such relationship.57 Only in relatively high-growth turbulent industries has 
this relationship been found. While increased insider ownership is designed to encour-
age managers to take more risks, opportunities to profitably take such risks probably 
may be more likely in high-growth turbulent industries.58 

A third example is the often criticized practice of CEO duality. In industries expe-
riencing great turbulence, the presence of a single leader may allow a faster and more 
unified response to changing events.59 These benefits may outweigh the potential 
agency costs brought by such duality.

Overall, governance practices need to create a fit with the nature of the industry 
in which firms are competing. This cautions against universal prescriptions of certain 
“best” practices.

Resource-Based Considerations
From a corporate governance standpoint, some of the most valuable, rare, and hard-
to-imitate firm-specific resources (the first three in the VRIO framework) are the 
skills and abilities of top managers and directors—often regarded as managerial human 
capital.60 Some of these capabilities are highly unique, such as international experiences. 

Industry-based considerations

• Outside directors
• Inside ownership
• CEO duality

Resource-based considerations

• Value 
• Rarity
• Imitability 
• Organizational capabilities

Corporate governance

Institution-based considerations

• Formal frameworks
• Informal frameworks

FIGURE 11.4 A Comprehensive Model of Corporate Governance

managerial human 
capital
The skills and abilities 
acquired by top 
managers.
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Executives without such first-hand experience are often handicapped when they try to 
expand overseas. In addition, the social networks of these executives, often through 
board interlocks, are highly unique and likely to add value.61 Also, top managerial 
talents are hard-to-imitate—unless they are hired away by rival firms. 

In another example, the ability to successfully list on a high-profile exchange such 
as New York Stock Exchange (NYSE) and London Stock Exchange (LSE) is valuable, 
rare, and hard-to-imitate. In 1997, the valuations of foreign firms listed in New York 
were 17% higher than their domestic counterparts in the same country that were either 
unable or unwilling to list abroad.62 Now, despite hurdles such as SOX, the select few 
that are able to list in New York are rewarded more handsomely: Their valuations 
are now 37% higher than comparable groups of domestic firms in the same country.63 
London-listed foreign firms do not enjoy such high valuations. This is classic resource-
based logic at work: Precisely because it is much more challenging to list in New York 
in the SOX era, the small number of foreign firms that are able to do this are truly 
exceptional, not only in product market capabilities but also in governance effective-
ness (see Strategy in Action 11.2). Thus, they deserve much higher valuations.

The last crucial component in the VRIO framework is O: organizational. It is 
within an organizational setting (in TMTs and boards) that managers and directors 
function.64 Overall, the few people at the top of an organization can make a world of 
difference. Governance mechanisms need to properly motivate and discipline them to 
make sure they make a positive impact.

Institution-Based Considerations
FORMAL INSTITUTIONAL FRAMEWORKS. There is a fundamental difference between 
the separation of ownership and control in (most) Anglo-American firms and the 
concentration of ownership and control in the rest of the world. Why is there such 
a difference? While explanations abound, a leading reason is an institutional one. In 
brief, better formal legal protection of shareholder rights, especially those held by 
minority shareholders, in the United States and United Kingdom encourages founding 
families to dilute their equity to attract minority shareholders and delegate day-to-day 
management to professional managers. Given reasonable investor protection, founding 
families themselves (such as the Rockefellers) may, over time, feel comfortable becom-
ing minority shareholders of the firms they founded. On the other hand, when formal 
legal and regulatory institutions are dysfunctional, founding families must run their firms 
directly. In the absence of investor protection, bestowing management rights to outside 
professional managers may invite abuse and theft.65 

Strong evidence exists that the weaker the formal legal and regulatory institutions 
protecting shareholders, the more concentrated ownership and control rights become—
in other words, there is some substitution between the two. Common-law countries 
(the United States, United Kingdom, and former British colonies) generally have the 
strongest legal protection of investors and the lowest concentration of corporate own-
ership.66 Within common-law countries, such ownership concentration is higher for 
firms in emerging economies (such as Hong Kong, India, Israel, and South Africa) than 
developed economies (such as Australia, Canada, Ireland, and New Zealand). In short, 
concentrated ownership and control is an answer to potentially rampant principal–agent 
conflicts in the absence of sufficient legal protection of shareholder rights.
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Strategy in Action 11.2 - Strategy in Action 11.2 - Sarbanes-Oxley and New York

Ethical Challenge

Not too long ago, listing in New York—either 
at the New York Stock Exchange (NYSE) 

for large firms or NASDAQ for small firms—was 
widely viewed as a rite of passage for ambitious 
non-US firms. Such listings not only offered direct 
access to the world’s largest capital market, but also 
an invaluable global cachet. In 2000, nine of the 
top ten initial public offerings (IPOs) came to New 
York. New York’s rivals, London and Hong Kong, 
did not seem to matter much: In 2000, NYSE and 
NASDAQ commanded 60% of worldwide IPO pro-
ceeds, while London took away only 8% and Hong 
Kong received 5%. New York’s dominance seemed 
untouchable.

However, winds change. In 2006, New York 
was beaten by both London (London Stock Exchange 
[LSE] for large firms and the new Alternative 
Investment Market [AIM] for small firms) and Hong 
Kong. Many non-US firms are shying away from 
New York, which grabbed an embarrassingly low 
17% of the worldwide IPO proceeds in 2006. In 
comparison, London took away 21% and Hong 
Kong 18%. Of the top 25 global IPOs in 2006, only 
one took place in New York. London is position-
ing itself as a natural home for firms from Europe, 
Russia, and Israel. Hong Kong benefits from the gush 
of Chinese listings. There is more at stake than simple 
bragging rights on who is bigger. If US exchanges 
fail to attract new overseas listings, they will lose out 
on the trading that follows—the lifeblood of capital 
markets. Wall Street’s decline could also translate into 
lost American jobs and reduced economic growth, 
especially in New York. In 2006, New York’s mayor 
Michael Bloomberg published a high-profile article 
with an alarming title: “To save New York, learn 
from London.” 

So, what happened? Most of the finger pointing 
is directed to the Sarbanes-Oxley (SOX) Act of 2002. 
Enacted in the wake of the Enron scandal, SOX 
meant to enhance the protection of shareholders, a 
noble goal. However, in the rush to do something, 

lawmakers failed to account for compliance costs, 
which have skyrocketed. Regarded by executives 
as the corporate equivalent of a root canal, SOX 
compliance costs come with a tab of $2 million to 
$8 million per firm in the first year alone—billions of 
dollars across all US-listed firms. This burden is dis-
proportionately heavy for smaller listed firms. Former 
Ohio congressman Michael Oxley, who cosponsored 
SOX, admitted in a 2007 interview that the com-
pliance costs “proved to be much more expensive 
than anticipated.” However, listed US firms have no 
choice but to be in compliance. 

SOX has driven away many US firms that do 
have a choice. About 50 smaller US firms that might 
have listed on NASDAQ went to list instead on 
London’s AIM, and hundreds of others are consider-
ing the same move. Many non-US firms are saying 
to New York: “No, thanks!” Listing in New York 
(or any foreign location) is never free. It always 
boils down to a cost-benefit analysis. The benefits 
are typically the lower cost of capital and higher 
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Strategy in Action 11.2 - Strategy in Action 11.2 - (continued)

company valuation. The costs are typically reporting 
and compliance requirements and costs related to 
enforcement by securities authorities and lawsuits by 
shareholders. SOX has dramatically increased these 
costs, and has emboldened American shareholders to 
sue foreign firms. This is not a theoretical possibility. 
Within days of listing in New York in 2003, China 
Life, an insurer, was sued by shareholders for its 
alleged failure to disclose old liabilities. Since then, 
China’s big banks all chose to list first in friendlier 
Hong Kong. 

However, defenders of SOX argue that New 
York, with or without SOX, has always demanded 
the highest level of corporate governance. There is a 
reason that, on average, only one in ten public firms 
from outside the United States would list in New 
York: The other nine may not be good enough. In 
other words, if shady Russian firms go to London, 
so be it! As an example, consider PartyGaming, an 
online gambling company headquartered in Gibraltar 
and listed on LSE since 2005. Until 2006, 90% of 
its revenues had come from US residents, although 
online gambling was illegal in the United States. 
PartyGaming’s prospectus for LSE did disclose this 
risk, noting that it “takes comfort in an apparent 
unwillingness or inability” of US authorities to 
enforce the law. A firm with such a dubious busi-
ness model obviously would not have qualified for a 
New York listing if it had applied. In October 2006, 
US authorities swiftly moved to ban money transfers 

to gambling sites such as PartyGaming. Its stock 
dropped 60% in 24 hours. SOX defenders suggest 
that firms such as PartyGaming are exactly the kind 
of shady outfits that SOX is designed to weed out 
from listing in New York—London may win the 
listings war, but London investors can get burned.

Although SOX has some defenders, its popularity 
is low among practitioners. Your author has person-
ally experienced this at a recent corporate govern-
ance conference at the University of Texas at Dallas 
in November 2007, where Oxley was the keynote 
speaker. Before Oxley was brought into the room, 
the session chair half-jokingly said to everybody: 
“Get your slingshots out!” When Oxley was brought 
to the podium, I naturally applauded. However, I 
quickly stopped after only one second, because I real-
ized that in a room packed with over 200 people, I 
was the only one clapping (!). 

Sources: Based on (1) BusinessWeek, 2006, London’s freewheeling 
exchange, November 27: 40; (2) BusinessWeek, 2007, Michael 
Oxley’s next act, April 9: 104; (3) C. Doidge, A. Karolyi, & 
R. Stulz, 2004, Why are foreign firms listed in the US worth more? 
Journal of Financial Economics, 71: 205–238; (4) The Economist, 
2006, Down on the street, November 25: 69–71; (5) The 

Economist, 2006, What’s wrong with Wall Street, November 
25: 11; (6) The Honorable Michael Oxley, 2007, The status 
of corporate governance in the first decade of the 21st century, 
keynote speech, “Balancing Stakeholder Interests” Conference, 
Institute for Excellence in Corporate Governance, University 
of Texas at Dallas, November 1, www.utdallas.edu/news/
archive/2007/11-01-001.html. 

However, what is good for controlling shareholders is not necessarily good for minor-
ity shareholders and for an economy. As noted earlier, the minimization of principal–agent 
conflicts through concentration of ownership and control, unfortunately, introduces 
more principal–principal conflicts. Consequently, many potential minority shareholders 
may refuse to invest. “How to avoid being expropriated as a minority shareholder?” one 
popular saying in Asia suggests, “Don’t be one!” If minority shareholders are informed 
enough to be aware of these possibilities and still decide to invest, they are likely to 
discount the shares floated by family owners, resulting in lower corporate valuations, 
fewer publicly traded firms, inactive and smaller capital markets, and, in turn, lower 
levels of economic development in general. 

www.utdallas.edu/news/archive/2007/11-01-001.html
www.utdallas.edu/news/archive/2007/11-01-001.html
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Given that almost every country desires vibrant capital markets and economic 
development, it seems puzzling that Anglo-American-style investor protection is not 
universally embraced. It is important to note that at its core, corporate governance 
ultimately is a choice about political governance. For largely historical reasons, most 
countries have made hard-to-reverse political choices. For example, the German 
practice of “codetermination” (employees control 50% of the votes on supervisory 
boards) is an outcome of political decisions made by postwar German governments.67 
If German firms had US/UK-style dispersed ownership and still allowed employees 
to control 50% of the votes on supervisory boards, these firms would end up becom-
ing employee-dominated firms. Thus, concentrated ownership and control becomes a 
natural response. 

Changing political choices, although not impossible, will encounter significant 
resistance, especially from incumbents (such as German labor unions or Asian 
families) who benefit from the present system.68 In the nine countries of East Asia 
(excluding China), the top-15 families, on average, control approximately 53% of 
the listed assets and 39% of the GDP. Some of the leading business families not only 
have great connections with the government, sometimes they are the government. 
For example, two recent prime ministers of Italy and Thailand—Silvio Berlusconi 
and Thaksin Shinawatra, respectively—came from leading business families in these 
countries. 

Only when extraordinary events erupt would some politicians muster sufficient 
political will to initiate major corporate governance reforms. The spectacular corpo-
rate scandals in the United States (such as Enron) are an example of such extraordinary 
events prompting more serious political reforms in the form of SOX and other regula-
tory changes (see Strategy in Action 11.2). 

INFORMAL INSTITUTIONAL FRAMEWORKS. An interesting question is: In the last two 
decades around the world, why and how have informal norms and values concerning 
corporate governance changed to such a great extent? In the United States and United 
Kingdom, the idea of shareholder capitalism has graduated from minority view to 
orthodoxy. In the rest of the world, this idea is rapidly spreading. At least three sources 
of these changes can be identified: (1) the rise of capitalism, (2) the impact of globaliza-
tion, and (3) the global diffusion of “best practices.”

First, recent changes in corporate governance around the world are part of the 
greater political, economic, and social movement embracing capitalism.69 The triumph 
of capitalism naturally boils down to the triumph of capitalists (otherwise known as 
shareholders). However, “free markets” are not necessarily free. Even some of the 
most developed countries have experienced significant governance failures, calling for 
a sharper focus on shareholder value. 

Second, at least three aspects of recent globalization have a bearing on corporate 
governance. 

• Thanks to more trade and investment, firms with different governance norms 
increasingly come into contact and expose their differences. Being aware of alter-
natives, shareholders as well as managers and policymakers are no longer easily 
persuaded that “our way” is the most natural and most efficient way of corporate 
governance.70 
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• Foreign portfolio investment (FPI)—foreigners purchasing stocks and bonds—has 
scaled new heights. These investors naturally demand better shareholder protection 
before committing their funds. 

• The global thirst for capital has prompted many firms to pay attention to corporate 
governance. Many foreign firms, for example, have listed their stock in New York 
and London. In exchange for such privileges, they have to be in compliance with 
US and UK listing requirements (Strategy in Action 11.2). 

Third, the changing norms and values are also directly promoted by the global dif-
fusion of codes of “best practices.” Led by Britain’s Cadbury Report in 1992, the global 
proliferation of such codes is striking (Table 11.4). A lot of these codes are advisory 
and not legally binding. However, there are strong pressures for firms to “voluntarily” 
adopt these codes. In Russia, although adopting the 2002 Code of Corporate Conduct 
is in theory voluntary, firms that opt not to adopt have to publicly explain why, essen-
tially naming and shaming themselves. 

In addition, the Organization for Economic Cooperation and Development (OECD) 
has spearheaded efforts to globally diffuse “best practices.” In 1999, it published the 
OECD Principles of Corporate Governance, suggesting that the overriding objective of the 
corporation should be to optimize shareholder returns over time.71 The Principles are 
non-binding even for the 30 OECD member countries. Nevertheless, the global norms 
seem to be moving toward the Principles. For example, China and Taiwan (neither are 
OECD members) have recently taken a page from the Principles and allowed for class 
action lawsuits brought by shareholders. 

Slowly but surely, change is in the air in almost every country. Although some 
companies and countries may adopt such changes for “window dressing” purposes, 
over time, some of the new shapes and forms of corporate governance may indeed 
change deeply held cognitive beliefs. 

Debates and Extensions
Recent changes in corporate governance are often driven by significant debates, some 
of which have already been discussed. This section discusses two other major debates: 
(1) opportunistic agents versus managerial stewards and (2) global convergence versus 
divergence.

TABLE 11.4 Selected Corporate Governance (CG) Codes Around the World Since the 1990s

DEVELOPED ECONOMIES EMERGING ECONOMIES

Cadbury Report (United Kingdom, 1992) King Report (South Africa, 1994)

Dey Report (Canada, 1994) Confederation of Indian Industry Code of CG (India, 1998)

Bosch Report (Australia, 1995) Korean Stock Exchange Code of Best Practice (Korea, 1999)

CG Forum of Japan Code (Japan, 1998) Mexican Code of CG (Mexico, 1999)

German Panel on CG Code (Germany, 2000) Code of CG for Listed Companies (China, 2001)

Sarbanes-Oxley Act (United States, 2002) Code of Corporate Conduct (Russia, 2002)

foreign portfolio 
investment (FPI)
Foreigners’ purchase 
of stocks and bonds in 
one country. They do 
not directly manage 
operations.
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Opportunistic Agents versus Managerial Stewards
Agency theory assumes managers to be agents who may engage in self-serving 
opportunistic activities if left to their own devices. However, critics contend that 
most managers are likely to be honest and trustworthy. Managerial mistakes may 
be due to a lack of competence, information, or luck, and not necessarily due 
to self-serving motives. Thus, it may not be fair to characterize all managers as 
opportunistic agents. Although very influential, agency theory has been criticized 
as an “anti-management theory of management.”72 A “pro-management” theory, 
stewardship theory, has emerged recently. It suggests that most managers can be 
viewed as owners’ stewards.73 Safeguarding shareholders’ interests and advancing 
organizational goals, as opposed to one’s own self-serving agenda, will maximize 
(most) managers’ own utility functions. 

Stewardship theorists agree that agency theory is useful when describing a certain 
portion of managers and under certain circumstances (such as under siege during take-
over battles).74 However, if all principals view all managers as self-serving agents with 
control mechanisms to put managers on a “tight leash,” some managers, who initially 
view themselves as stewards, may be so frustrated that they end up engaging in the very 
self-serving behavior agency theory seeks to minimize. In other words, as a self-fulfilling 
prophecy, agency theory may induce agency problems.75 

Global Convergence versus Divergence 
Another leading debate is whether corporate governance is converging or diverging 
globally. Convergence advocates argue that globalization unleashes a “survival-of-the-
fittest” process by which firms will be forced to adopt globally best (essentially Anglo-
American) practices.76 Global investors are willing to pay a premium for stock in firms 
with Anglo-American-style governance, prompting other firms to follow. Most of the 
recent governance codes (Table 11.4) largely draw from core Anglo-American con-
cepts. The OECD has been promoting these Anglo-American principles as the “gold” 
standard. As a result, shareholder activism, an unheard of phenomenon in many parts 
of the world, is now becoming more visible (see Closing Case).

One interesting phenomenon often cited by convergence advocates is cross-
listing, namely, listing shares on foreign stock exchanges (see Strategy in Action 11.2). 
Such cross-listing is primarily driven by the desire to tap into larger pools of 
capital. Foreign firms thus must comply with US and UK securities laws and adopt 
Anglo-American corporate governance norms. There is evidence, for instance, that 
Japanese firms listed in New York and London, compared with those listed at home, 
are more concerned about shareholder value.77 A US or UK listing can be viewed 
as a signal of the firm’s commitment to strengthen shareholder value, resulting in 
higher valuations. 

Critics contend that governance practices will continue to diverge throughout the 
world.78 For example, promoting more concentrated ownership and control is often 
recommended as a solution to combat principal–agent conflicts in US and UK firms. 
However, making the same recommendation to reform firms in continental Europe, 
Asia, and Latin America may be counterproductive or even disastrous. The main prob-
lem there is that controlling shareholders typically already have too much ownership 

stewardship theory
A theory which suggests 
that managers should 
be regarded as stewards 
of owners’ interests.

cross-listing
Firms list their shares 
on foreign stock 
exchanges.
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and control.79 Finally, some US and UK practices differ significantly. In addition to the 
split on CEO duality (the UK against, the US for) discussed earlier, none of the US 
anti-takeover defenses (such as “poison pills”) is legal in the UK.

In the case of cross-listed firms, divergence advocates make two points. First, 
compared to US firms, these foreign firms have significantly larger boards, more inside 
directors, lower institutional ownership, and more concentrated ownership.80 In other 
words, cross-listed foreign firms do not necessarily adopt US governance norms and 
practices before or after listing. Second, despite the popular belief that US and UK 
securities laws would apply to cross-listed foreign firms, in practice, these laws have 
rarely been effectively enforced against foreign firms’ “tunneling.”81

At present, complete divergence is probably unrealistic, especially for large firms 
in search of capital from global investors. Complete convergence also seems unlikely. 
What is more likely is “cross vergence”—balancing the expectations of global investors 
and those of local stakeholders.82 

The Savvy Strategist
In the corporate governance arena, the savvy strategist capitalizes on three strategic 
implications for action (Table 11.5). First, understand the nature of principal–agent and 
principal–principal conflicts to create better governance mechanisms. For example, the 
rise of private equity is a direct response to principal–agent conflicts typically found 
in publicly listed firms. Amazingly, private equity typically makes the same managers, 
managing the same assets, perform much more effectively. In terms of mechanisms to 
alleviate principal–principal conflicts, one practice is to introduce a second controlling 
(dominant) shareholder that may monitor and constrain the action of the first control-
ling shareholder. 

Second, savvy strategists need to develop firm-specific capabilities to differenti-
ate on governance dimensions. In Japan, Sony stands out. In 1970, it became the 
first Japanese firm to list in New York, London, and Amsterdam. In the 1990s, it 
reduced the number of directors from 39 to a more manageable 10. In 2002, its board 
became dominated by outsiders.83 From 15% in 1990, Sony’s foreign equity owner-
ship increased to 45% in 2000. In contrast, the ratio for all listed Japanese firms only 
increased from 4% in 1990 to 13% in 2000. Sony thus reaps significant benefits from 
more foreign investment and therefore a lower cost of capital. 

Third, savvy strategists need to understand the rules, anticipate changes, and be aware 
of differences, especially when doing business abroad. Consider the two examples in 

TABLE 11.5 Strategic Implications for Action

•  Understand the nature of principal–agent and principal–principal conflicts to create better 
governance mechanisms.

• Develop firm-specific capabilities to differentiate a firm on corporate governance dimensions.

•  Master the rules affecting corporate governance, anticipate changes, and be aware of 
differences. 
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Strategy in Action 11.2. While PartyGaming, until 2006, had an excellent understand-
ing of the rules (the nonenforcement of the US ban on online gambling), it had failed 
to anticipate the swift regulatory changes that brought down its business almost over-
night (the enforcement to ban money transfers to gambling sites since October 2006). 
In retrospect, PartyGaming made at least one wise decision—not trying to list in New 
York, whereby its disclosure that 90% of its revenues came from illegal online gambling 
by US residents would have failed to pass regulatory screening. In contrast, China Life 
made a huge mistake by coming to New York and failing to understand American 
investor sentiments. It thought it could have it both ways: tapping into the vast US 
investor pool and hiding some liabilities without full disclosure (evidently a common 
practice at home). Unfortunately, some American shareholders dragged China Life to 
court in New York within days of its listing. 

Overall, a better understanding of corporate governance can help us answer the 
four fundamental questions in strategy. First, why do firms differ? Firms differ in cor-
porate governance because of the different nature of industries, different abilities to 
motivate and discipline managers, and different institutional frameworks. Second, how 
do firms behave? Given that most corporations throughout the world have similar basic 
components of corporate governance (owners, managers, and boards), the primary 
sources of differences stem from how these components relate to and interact with each 
other to set the direction of the corporate ship. Third, what determines the scope of 
the firm? From a corporate governance standpoint, a wide scope may be indicative of 
managers’ empire building and risk reduction. Finally, what determines the success and 
failure of firms around the globe? Although research is still inconclusive, there is reason 
to believe—in the aggregate and in the long run—that better governed firms will be 
rewarded with a lower cost of capital and consequently better firm performance (see 
Strategy in Action 11.3).84 In other words, as firms increasingly match each other on 
products, services, and technologies, corporate governance may become one of the last 
frontiers of competitive differentiation, thus urging firms to “race to the top.”

In India, a leading IT firm Infosys has emerged as 
an exemplar in corporate governance. It leads the 

pack, by being the first Indian firm to follow US 
generally accepted accounting principles (GAAP), 
the first to offer stock options to all employees, and 
one of the first to introduce outside directors. Since 
its listings in Bombay in 1993 (BSE: 500209) and 
NASDAQ in 1999 (as INFY), it has gone far beyond 
disclosure requirements mandated by both Indian 
and US standards. On NASDAQ, Infosys voluntarily 
behaves like a US domestic issuer, rather than sub-
jecting itself to the less stringent standards of a foreign 

issuer. In interviews, Infosys executives dismiss the idea 
that its governance practices are fueled by its interest in 
attracting capital, of which it has plenty. Instead, the 
primary reason cited is to gain credibility with Western 
customers in the rough-and-tumble software product 
market. In other words, excellent governance practices 
make Infosys stand out in the product market. 

Sources: Based on (1) T. Khanna & K. Palepu, 2004, Globalization 
and convergence in corporate governance, Journal of International 

Business Studies, 35: 484–507; (2) www.infosys.com; (3) Wikipedia, 
2008, Infosys, en.wikipedia.org.

Strategy in Action 11.3 - Strategy in Action 11.3 - Infosys
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CHAPTER SUMMARY

 1. Differentiate various ownership patterns (concentrated/diffused, family, and state ownership)

• Owners represent the first leg in the “tripod” for corporate governance. 

• In the United States and United Kingdom, firms with separation of ownership 
and control dominate. Elsewhere, firms with concentrated ownership and control 
in the hands of families or governments are predominant.

 2. Articulate the role of managers in both principal–agent and principal–principal conflicts

• In firms with separation of ownership and control, the primary conflicts are 
principal–agent conflicts. 

• In firms with concentrated ownership, principal–principal conflicts prevail. 

 3. Explain the role of the board of directors

• The board of directors performs (1) control, (2) service, and (3) resource acqui-
sition functions.

• Around the world, boards differ in composition, leadership structure, and interlocks.

 4. Identify voice- and exit-based governance mechanisms and their combination as a package

• Internal voice-based mechanisms and external exit-based mechanisms combine 
as a package to determine corporate governance effectiveness. The market for 
corporate control and the market for private equity are two primary means of 
external mechanisms. 

 5. Acquire a global perspective on how governance mechanisms vary around the world

• Different combinations of internal and external governance mechanisms lead 
to four main groups. 

• Privatization around the world represents efforts to enhance governance 
effectiveness.

 6. Elaborate on a comprehensive model of corporate governance

• Industry-, institution-, and resource-based views shed considerable light on 
governance issues. 

 7. Participate in two leading debates on corporate governance

• (1) Opportunistic agents versus managerial stewards and (2) global convergence 
versus divergence.

 8. Draw strategic implications for action

• Understand the nature of principal–agent and principal–principal conflicts.

• Develop firm-specific capabilities to differentiate on corporate governance 
dimensions.

• Master the rules affecting corporate governance, anticipate changes, and be 
aware of differences. 
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KEY TERMS

Agency cost

Agency relationship

Agency theory

Agent

Chief executive officer 
(CEO)

CEO duality

Concentrated ownership 
and control

Corporate governance

Cross-listing

Diffused ownership

Exit-based mechanism

Expropriation

Foreign portfolio
investment (FPI)

Information asymmetry

Inside director

Interlocking directorate

Leveraged buyout (LBO)

Managerial human capital

Outside director

Principal

Principal–agent conflict

Principal–principal 
conflict

Private equity

Related transaction

Separation of ownership 
and control

Shareholder capitalism

State-owned enterprise 
(SOE)

Stewardship theory

Top management team
(TMT)

Tunneling

Voice-based mechanism

CRITICAL DISCUSSION QUESTIONS 
 1. Some argue that the Anglo-American-style separation of ownership and 

control is an inevitable outcome in corporate governance. Others contend 
that this is one variant (among several) on how large firms can be effectively 
governed and that it is not necessarily the most efficient form. What do 
you think? 

 2. Recent corporate governance reforms in various countries urge (and often require) 
firms to add more outside directors to their boards and separate the jobs of board 
chairman and CEO. Yet, academic research has not been able to conclusively sup-
port the merits of both practices. Why? 

 3. ON ETHICS: As a chairman/CEO, you are choosing two candidates for one 
outside independent director position on your board. One is another CEO, 
a long-time friend whose board you have served for many years. The other is a 
known shareholder activist whose tag line is “No need to make fat cats fatter.” 
Placing him on the board will earn you kudos among analysts and journalists for 
inviting a leading critic to scrutinize your work. However, he may try to prove 
his theory that CEOs are overpaid—in other words, your own compensation 
could be on the line. Whom would you choose?
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CLOSING CASE

David Webb: A Shareholder Activist in Hong Kong 

Although Hong Kong may have a reputation to house 
one of the world’s most sophisticated financial markets, 
minority shareholders have a tradition of being abused 
by controlling shareholders. Although Hong Kong 
regulations were largely cut and pasted from British 
statutes, the nature of Hong Kong’s listed firms means 
that the laws leave gaping loopholes that are exploited 
by controlling shareholders. Since most listed British 
firms do not have controlling shareholders, the board 
is apt to fairly reflect the interests of all shareholders. 
However, in Hong Kong, 32 of the 33 “blue chips” 
in the Hang Seng Index, except HSBC, have control-
ling shareholders—a single person or group of persons, 
typically from a family, who control the board. 

Crusading against such an Establishment, David 
Webb, who was one of the 50 “Stars of Asia” featured 
by BusinessWeek, is a unique character in the emerg-
ing shareholder activism movement in Hong Kong. 
Webb, a native of England and an Oxford University 
graduate, moved to Hong Kong in 1991. He worked 
in investment banking and corporate finance until 
1998 when he retired to become a full-time investor. 
His www.webb-site.com now boasts 9,000 subscrib-
ers. He is an outspoken critic at many shareholder 
meetings and an advocate for minority sharehold-
ers. He says that over 90% of listed companies have 
a shareholder who owns more than 20% and has de 

facto control. He believes where either a family or a 
government controls most listed companies, minor-
ity shareholders tend to be abused. “He has been an 
important voice in promoting good corporate gov-
ernance,” said David O’Rear, chief economist for the 
Hong Kong General Chamber of Commerce.

As it stands now, the families that control most 
Hong Kong companies simply appoint directors and 
railroad their elections through at shareholder meetings. 
After buying 10 shares in each of the 33 companies that 
make up the Hang Seng Index, Webb has been regularly 
attending shareholder meetings and demanding formal 
votes on all proposals. That does not win him many 
friends among the tycoon set accustomed to doing 
cozy deals without outside scrutiny. Webb recognizes 

that the primary problems in corporate governance in 
Hong Kong—and also across Asia—arise from the con-
centrated ownership and control of companies. 

Webb has been using his website to help increase 
awareness of the problem. In 2006, he recommended 
minority shareholders of Henderson Investment Ltd. 
to vote against the buyout offer from its parent com-
pany, Henderson Land Development Co., because the 
controlling shareholders did not offer a fair price in 
such a related transaction. He was pleased to see that 
minority shareholders vetoed the buyout plan. In the 
“Hall of Shame” on his website, he lists the companies 
under investigation by the Hong Kong authorities and 
writes analyses exposing instances where shareholders 
seem to be cheated or overlooked.

One of Webb’s key targets is often the govern-
ment of the Hong Kong Special Administrative 
Region, itself a major investor in the local market, 
even though the government has also turned to him 
for advice. Webb has been invited to serve on a 
number of corporate governance reform committees. 
In 2007, he was reappointed to Takeovers Panel and 
Takeovers Appeal Committee in the Hong Kong 
Securities and Futures Commission. Webb opined: 
“There is a reform process here, but it is incredibly 
slow. I take the position that it’s better to lobby from 
the inside rather than the outside . . . You can’t rock 
the boat if you are swimming around outside it.” 
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Sources: This case was written by Professor Yi Jiang (California State 
University, East Bay). It is based on (1) G. Wehrfritz, 2005, Safe haven? 
The slippery slope, Newsweek International Edition, May 2 (online); 
(2) V. England, 2005, Spotlight: A crusader in Hong Kong, International 

Herald Tribune, August 20 (online); (3) H. Wan, 2006, Henderson 
Investment slumps on rejected buyout offer, Bloomberg, January 23 (online); 
(4) SFC Appoints Takeovers Panel and Takeovers Appeal Committee 
Members, www.sfc.hk, March 30, 2007; (5) M. Young, M. W. Peng, 
D. Ahlstrom, G. Bruton, & Y. Jiang, 2008, Corporate governance in 
emerging economies: A review of the principal-principal perspective, 
Journal of Management Studies, 45: 196-220; (6) www.webb-site.com.

Case Discussion Questions

 1. What is the primary type of conflict in corporate 
governance in Hong Kong? Why do transplanted 
British laws and regulations seem ineffective?

 2. What are Webb’s motivations? Why aren’t there 
many minority shareholders in Hong Kong who 
actively participate in corporate governance like 
Webb?

 3. How effective are Webb’s “in your face” 
challenges of the current practices? Will these 
challenges change the prevailing norms, values, 
and regulations on corporate governance in 
Hong Kong?

 4. If you were Webb, what would be your recom-
mendations to reform corporate governance in 
Hong Kong, Asia, and emerging economies more 
broadly?
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KNOWLEDGE OBJECTIVES

After studying this chapter, you should be able to

1. Articulate what a stakeholder view of a firm is

2. Develop a comprehensive model of corporate social responsibility 

3. Participate in three leading debates concerning corporate social responsibility

4. Draw strategic implications for action
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OPENING CASE: PLAN A AT MARKS & SPENCER

F ounded in 1884, Marks & Spencer (M&S) 
is a leading UK retailer. In 2007, it had 
70,000 employees, 570 stores in the United 

Kingdom and 240 stores in 34 other countries, 
serving approximately 16 million customers. It had 
2,000 suppliers, over 20,000 farms, and 250,000 
workers who helped produce products carried 
by M&S. In 2007, M&S launched an ambitious, 
corporate-wide Plan A—a five-year plan that 
addressed some of the biggest social and environ-
mental challenges with 100 concrete commitments 
that it aspired to achieve by 2012. Every store had 
a dedicated Plan A champion. Plan A was divided 
into five areas, each with approximately 20 goals 
slated for achievement by 2012. These areas, with 
leading examples, were: 

• Climate change: becoming carbon neutral for 
all its UK and Irish operations

• Waste reduction: sending no waste to landfill

• Sustainable raw materials: tripling sales of 
organic food

• Fair partnership with suppliers: introducing 
random checking of suppliers to ensure that 
M&S’s Global Sourcing Principles are being 
adhered to at all times

• A healthy lifestyle for customers and employees: 
introducing more nutritionally balanced food, 
with more informative labeling, no artificial 
coloring, and a reduced amount of salt

In Plan A’s first year (2007), M&S reduced 
energy-related CO2 emissions from its stores and 
offices by 55,000 tons, opened three pilot “eco-
stores,” and completed a carbon footprint assess-
ment for its food business. Among its numerous 
actions, one example was an effort to reduce plastic 
shopping bags, which were always given away to 
shoppers free of charge. M&S argued that from 
an environmental standpoint, plastic bags are not 
“free” because they are not biodegradable and will 
be stuck in landfills essentially forever. Starting in 
April 2007, its 50 stores in Southwest England and 
Northern Ireland gave customers a free cloth Bag 
for Life. After four weeks, these trial stores started 
charging 10 pence (US$0.20) for each Bag for Life 
(which would be replaced free of charge when 
worn out), and 5 pence (US$0.10) for each plas-
tic food carrier bag. The effect was immediate: in 
trial stores, the customers’ use of food carrier bags 
dropped by over 70% and M&S also sold eight times 
more Bags for Life than it did in 2006. Throughout 
all its stores, M&S cashiers simply asked shoppers: 
“Do you need a carrier?” Overall, between April 
and December 2007, M&S reduced its use of plastic 
bags by 11% across all its stores—a total of 37 million 
fewer bags given out. All profits from the sale of 
bags in 2007, over £80,000 (US$160,000), went 
to an environmental charity, Groundwork, to sup-
port environmental regeneration projects. Based on 
these successful trials, M&S rolled out its program 
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Although Marks and Spencer (M&S) aspires to be one of the most socially 
responsible firms, the Opening Case raises three crucial questions: (1) Why does it 
label its main committee in charge of Plan A as a How We Do Business (HWDB) 
committee? (2) In light of the challenges launched against M&S by some NGOs, can 
a firm ever be socially responsible enough? (3) When a firm pursues a social mission, 
is it setting itself up to be a target? Obviously, these questions have no easy answers. 
This chapter helps you answer these and other questions concerning corporate 
social responsibility (CSR)—“consideration of, and response to, issues beyond the 
narrow economic, technical, and legal requirements of the firm to accomplish social 
benefits along with the traditional economic gains which the firm seeks.”1 Although 
historically issues concerning CSR have been on the “backburner” of strategy dis-
cussions, these issues are increasingly brought to the forefront of corporate agendas.2

While this chapter is positioned as the last in this book, by no means do we suggest 
that CSR is the least important topic. Instead, we believe that this chapter is one of 
the best ways to integrate all three leading perspectives on strategy, namely, industry-, 
resource-, and institution-based views.3 The comprehensive nature of CSR is evident 
in our Opening Case on M&S. 

At the heart of CSR is the concept of stakeholder, which is “any group or indi-
vidual who can affect or is affected by the achievement of the organization’s objectives.”4

Shown in Figure 12.1, while shareholders certainly are an important group of stakeholders, 
other stakeholders include managers, non-managerial employees (hereafter “employees”), 
suppliers, customers, communities, governments, and social and environmental groups. 

to charge for shopping bags in all its UK and Irish 
stores in May 2008. 

Although clearly motivated by considerations 
for corporate social responsibility (CSR), M&S has 
been careful not to label this program a “CSR” 
plan. The committee in charge of Plan A is called 
a “How We Do Business” (HWDB) Committee. 
Where does the term “Plan A” come from? 
According to Plan A’s website:

We’re doing this because it’s what you want 
us to do. It’s also the right thing to do. We’re 
calling it Plan A because we believe it’s now the 
only way to do business. There is no Plan B.

After only its first year, Plan A already earned 
a number of kudos from various CSR groups. 
M&S led the global retail sector in the Dow Jones 
Sustainability Index. It was awarded the World 

Environment Center Gold Medal for Sustainable 
Business. In the UK, it received recognition from 
Greenpeace (top retailer for using wood from sustain-
able sources), from Compassion in World Farming 
(top retailer for high food animal welfare standards), 
and from the National Consumer Council (for 
operating market-leading green supermarkets). Yet, 
not all was rosy. In autumn 2007, some nongov-
ernmental organizations (NGOs) challenged M&S, 
demanding that it be more aspirational in its com-
mitments to improve labor standards. In response, 
M&S increased the number of labor experts from 
7 to 23 on the visitation teams for labor standards 
compliance and promised to do more.

Sources: Based on (1) The Economist, 2008, Just good busi-
ness, January 19: 3–6; (2) M&A, 2007, Plan A News, plana.
marksandspencer.com; (3) M&S, 2008, Plan A: Year 1 Review,

January 15, plana.marksandspencer.com.

 corporate social 
responsibility (CSR)
The social responsibil-
ity of corporations. It 
pertains to considera-
tion of, and response 
to, issues beyond the 
narrow economic, 
technical, and legal 
requirements of the 
firm to accomplish 
social benefits along 
with the traditional 
economic gains that 
the firm seeks.

 stakeholder
Any group or individual 
who can affect or is 
affected by the achieve-
ment of the organiza-
tion’s objectives.
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Since Chapter 11 has already dealt with shareholders at length, this chapter focuses on 
non-shareholder stakeholders, which we term “stakeholders” here for compositional 
simplicity. A leading debate on CSR is whether managers’ efforts to promote the 
interests of these stakeholders are at odds with their fiduciary duty (required by law) 
to safeguard shareholder interests.5 To the extent that firms are not social agencies 
and that their primary function is to serve as economic enterprises, it is certainly 
true that firms should not (and are unable to) take on all the social problems of the 
world. Yet on the other hand, failing to heed to certain CSR imperatives may be 
self-defeating in the long run. Therefore, the key is how to strategize with CSR.

The remainder of this chapter introduces a stakeholder view of the firm, and 
then discusses a comprehensive model of CSR drawn from the “strategy tripod.” 
Debates and extensions then follow.

A Stakeholder View of the Firm
A Big Picture Perspective
A stakeholder view of the firm, with a quest for global sustainability, represents 
a “big picture.” A key goal for CSR is global sustainability, which is defined as 
the ability “to meet the needs of the present without compromising the ability of 
future generations to meet their needs.”6 It not only refers to a sustainable social 
and natural environment, but also sustainable capitalism.7 Globally, at least three 
sets of drivers are related to the urgency of sustainability in the 21st century:8 

• Rising levels of population, poverty, and inequity associated with globalization call for 
new solutions. The repeated protests staged around the world since the Seattle protests 
in 1999 (see Chapter 1) are but tips of an iceberg of antiglobalization sentiments.

THE FIRM

Managers

Employees

Shareholders

Customers

Social groupsGovernments

Communities

Suppliers

Environmental
groups

FIGURE 12.1 A Stakeholder View of the Firm

Source: Adapted from T. Donaldson & L. Preston, 1995, The stakeholder theory of the corporation: Concepts, 
evidence, and implications (p. 69), Academy of Management Review, 20: 65–91.

 global sustainability
The ability to meet the 
needs of the present 
without compromising 
the ability of future 
generations to meet 
their needs.
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• Compared with the relatively eroded power of national governments in the wake 
of globalization, nongovernmental organizations (NGOs) and other civil society 
stakeholders have increasingly assumed the role of monitor and in some cases 
enforcer of social and environmental standards.9

• Industrialization has created irreversible effects on the environment.10 Global warm-
ing, pollution, soil erosion, and deforestation have become problems demanding 
solutions (see Strategy in Action 12.1).11

Drivers underpinning global sustainability are complex and multidimensional. For 
multinational enterprises (MNEs) with operations spanning the globe, their CSR areas, 
shown in Table 12.1, seem mind-boggling. This bewilderingly complex “big picture” 
forces managers to prioritize.12 To be able to do that, primary and secondary stakeholders 
must be identified.13

Primary and Secondary Stakeholder Groups
Primary stakeholder groups are constituents the firm relies on for its continuous survival 
and prosperity.14 Shareholders, managers, employees, suppliers, customers—together 
with governments and communities whose laws and regulations must be obeyed and 

 primary stakeholder 
groups
Constituents on which 
the firm relies for its 
continuous survival and 
prosperity.

Strategy in Action 12.1 - Strategy in Action 12.1 - Is Icelandic Glacial Really “Carbon Neutral”?

Ethical Challenge

Icelandic Glacial is a new entrant in the thriving 
bottled water industry that hawks its products with 

“green” images of snow-capped mountains and crystal-
clear water. Coming from pollution-free Iceland, 
Icelandic Glacial is being distributed in the United 
States by Anheuser-Busch, which bought a 20% 
stake in Icelandic Glacial in 2006. Boldly, Icelandic 
Glacial has claimed that it is entirely “carbon neu-
tral,” having eliminated any contribution to global 
warming. Although Icelandic buys “carbon offsets” 
to alleviate the environmental effects of ocean 
shipping, BusinessWeek reported that Icelandic has 
conveniently ignored the pollution generated by 
trucking its bottles around the country. In general, 
making, filling, and shipping billions of bottles by the 
bottled water industry generates 8.4 million tons of 
carbon dioxide emissions in the United States alone, 
equivalent to 2.2 million cars on the road. Further, 
bottled water is sold in plastic bottles, which will 
eventually make their way to landfills. These are not 
biodegradable and will remain there as permanent 

trash forever. So is Icelandic Glacial—or any bottled 
water you enjoy—really “green”?

Sources: Based on (1) BusinessWeek, 2007, How green is that water? 
August 13: 68; (2) www.icelandicglacial.com.
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to whom taxes and other obligations may be due—are typically considered primary 
stakeholders.

Secondary stakeholder groups are defined as “those who influence or affect, or 
are influenced or affected by, the corporation, but they are not engaged in transactions 
with the corporation and are not essential for its survival.”15 Environmental groups 
(such as Greenpeace) often take it upon themselves to promote pollution reduction 
technologies. Fair labor practice groups (such as Fair Labor Association) frequently 
challenge firms that allegedly fail to provide decent labor conditions for employees. 
While the firm does not depend on secondary stakeholder groups for its survival, such 
groups may have the potential to cause significant embarrassment and damage to a 
firm—think of Nike in the 1990s. 

A key proposition of the stakeholder view of the firm is that instead of only pursu-
ing the economic bottom line, such as profits and shareholder returns, firms should 
pursue a more balanced set, called the triple bottom line, consisting of economic, social, 

and environmental performance, by simultaneously satisfying the demands of all stake-
holder groups.16 To the extent that some competing demands obviously exist, it seems 
evident that the CSR proposition represents a dilemma. In fact, it has provoked a 
fundamental debate, which is introduced next.

TABLE 12.1  Corporate Social Responsibilities for Multinational Enterprises (MNEs) 
Recommended by International Organizations

MNEs and Host Governments

•  Should not interfere in the internal political affairs of the 
host country (OECD, UN)

•  Should consult governmental authorities and national 
employers’ and workers’ organizations to ensure that their 
investments conform to the economic and social develop-
ment policies of the host country (ICC, ILO, OECD, UN)

•  Should reinvest some profits in the host country (ICC)

MNEs and Laws, Regulations, and Politics

•  Should respect the right of every country to exercise 
control over its natural resources (UN)

•  Should refrain from improper or illegal involvement 
in local politics (OECD)

•  Should not pay bribes or render improper benefits to 
public servants (OECD, UN)

MNEs and Technology Transfer

•  Should develop and adapt technologies to the needs of 
host countries (ICC, ILO, OECD)

•  Should provide reasonable terms and conditions when 
granting licenses for industrial property rights (ICC, OECD)

MNEs and Environmental Protection

•  Should respect the host country laws and regulations 
concerning environmental protection (OECD, UN)

•  Should supply to host governments information concerning 
the environmental impact of MNE activities (ICC, UN)

MNEs and Consumer Protection

•  Should preserve the safety and health of consumers 
by disclosing appropriate information, labeling correctly, 
and advertising accurately (UN)

MNEs and Employment Practices

•  Should cooperate with host governments to create jobs 
in certain locations (ICC)

•  Should give advance notice of plant closures and mitigate 
the adverse effects (ICC, OECD)

•  Should respect the rights for employees to engage in 
collective bargaining (ILO, OECD)

MNEs and Human Rights

•  Should respect human rights and fundamental freedoms 
in host countries (UN)

Sources: Based on (1) ICC: The International Chamber of Commerce Guidelines for International Investment (www.iccwbo.org); (2) ILO: The International 
Labor Office Tripartite Declarations of Principles Concerning Multinational Enterprises and Social Policy (www.ilo.org); (3) OECD: The Organization for 
Economic Cooperation and Development Guidelines for Multinational Enterprises (www.oecd.org); (4) UN: The United Nations Code of Conduct on 
Transnational Corporations (www.un.org).

secondary 
stakeholder groups
Stakeholders who influ-
ence or affect, or are 
influenced or affected 
by, the corporation, but 
they are not engaged 
in transactions with 
the corporation and 
are not essential for its 
survival.

 triple bottom line
A performance yardstick 
consisting of economic, 
social, and environmen-
tal performance.

www.iccwbo.org
www.ilo.org
www.oecd.org
www.un.org
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A Fundamental Debate
The CSR debate centers on the nature of the firm in society. Why does the firm exist? 
Most people would intuitively answer: “To make money.” Milton Friedman, a former 
University of Chicago economist and Nobel laureate who passed away in 2006, had 
eloquently argued: “The business of business is business.”17 The idea that the firm is 
an economic enterprise seems uncontroversial. At issue is whether the firm is only an 
economic enterprise. 

One side of the debate argues that “the social responsibility of business is to increase 
its profits,” which is the title of Friedman’s influential article mentioned earlier that was 
published in 1970. This free market school of thought draws upon Adam Smith’s idea 
that pursuit of economic self-interest (within legal and ethical bounds) leads to efficient 
markets. Free market advocates believe that the first and foremost stakeholder group 
is shareholders, whose interests managers have a fiduciary duty to look after. To the 
extent that the hallmark of our economic system remains capitalism, the providers of 
capital—namely, capitalists or shareholders—deserve a commanding height in mana-
gerial attention. In fact, since the 1980s, a term that explicitly places shareholders as 
the single most important stakeholder group, namely, shareholder capitalism, has become 
increasingly influential around the world (see Chapter 11). 

Free market advocates argue that if firms attempt to attain social goals, such as 
providing employment and social welfare, managers will lose their focus on profit 
maximization (and its derivative, shareholder value maximization).18 Consequently, 
firms may lose their character as capitalistic enterprises and become socialist organiza-
tions. This perception of socialist organization is not a pure argumentative point, but 
an accurate characterization of numerous state-owned enterprises (SOEs) throughout 
the pre-reform Soviet Union, Central and Eastern Europe, and China, as well as other 
developing countries in Africa, Asia, and Latin America. Privatization, in essence, is 
to remove the social function of these firms and restore their economic focus through 
private ownership (see Chapter 11). Overall, the free market school is increasingly 
influential around the world. It has also provided much of the intellectual underpinning 
for globalization spearheaded by MNEs. 

It is against such a formidable and influential school of thought that the CSR 
movement has emerged. CSR advocates argue that a free market system that takes the 
pursuit of self-interest and profit as its guiding light—although in theory constrained by 
rules, contracts, and property rights—may in practice fail to constrain itself, thus often 
breeding greed, excesses, and abuses.19 Firms and managers, if left to their own devices, 
may choose self-interest over public interest. While not denying that shareholders are 
important stakeholders, CSR advocates argue that all stakeholders have an equal right 
to bargain for a “fair deal.”20 Given stakeholders’ often conflicting demands, the very 
purpose of the firm, instead of being a profit-maximizing entity, is argued to serve as a 
vehicle for coordinating their interests. Of course, a very thorny issue in the debate is 
whether all stakeholders indeed have an equal right and how to manage their (some-
times inevitable) conflicts.21

Starting in the 1970s as a peripheral voice in an ocean of free market believers, the 
CSR school of thought has slowly but surely made progress in becoming a more central 
part of strategy discussions. It has two driving forces. First, even as free markets march 
around the world, the gap between the haves and have-nots has widened. Although 
many emerging economies have been growing by leaps and bounds, the per capita 
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income gap between developed economies and much of the developing world has 
widened. While 2% of the world’s children living in America enjoy 50% of the world’s 
toys, one-quarter of the children in Bangladesh and Nigeria are in their countries’ work 
force.22 Even within developed economies such as the United States, the income gap 
between the upper and lower echelons of society has widened. In 1980, the average 
American CEO was paid 40 times more than the average worker. The ratio is now 
above 400. Although American society accepts a greater income inequality than many 
others do, aggregate data of such widening inequality, which both inform and numb, 
often serve as a stimulus for reforming the “leaner and meaner” capitalism. However, 
the response from free market advocates is that to the extent there is competition, there 
will always be both winners and losers. What CSR critics describe as “greed” is often 
translated as “incentive” in the vocabulary of free market advocates.

A second reason behind the rise of the CSR movement seems to be waves of disasters 
and scandals. For example, in 1984, a toxic accident at Union Carbide’s Bhopal, India, 
plant killed over 3,000 people and injured another 300,000. In 1989, the oil tanker 
Exxon Valdez spilled a tanker-load of oil in the pristine waters of Alaska. In 2001–2002, 
corporate scandals of Enron, WorldCom, Royal Ahold, and Parmalat rocked the 
world. Not surprisingly, new disasters and scandals often propel CSR to the forefront 
of public policy and management discussions.

Overall, managers as a stakeholder group are unique in that they are the only group 
that is positioned at the center of all these relationships.23 It is important to understand 
how they make decisions concerning CSR, as illustrated next.

A Comprehensive Model of Corporate Social 
Responsibility
While some people view that CSR is not an integral part of strategy, a comprehensive 
model of CSR drawn from the “strategy tripod” (Figure 12.2) shows that the three 
traditional perspectives on strategy can shed considerable light on CSR with relatively 
little adaptation and extension. This section articulates why this is the case.

Industry-Based Considerations
The industry-based view, exemplified by the five forces framework, can be extended 
to help understand the emerging competition on CSR. 

RIVALRY AMONG COMPETITORS. The more concentrated an industry is, the more 
likely competitors will recognize their mutual interdependence based on old ways of 
doing business that are not up to the higher CSR standards (see Chapter 8). Under 
such circumstances, it is easier for incumbents to resist CSR pressures. For example, 
when facing mounting pressures to reduce car emission levels, the Big Three carmak-
ers in the United States—together with their allies in the oil industry—lobbied politi-
cians, challenged the science of global climatic change, and pointed to the high costs 
of reducing emissions.24 This strategy seemed to have worked initially, when in 2001 
the Bush administration pulled out of the Kyoto Protocol, a treaty committed to lower 
emission levels, which the United States signed in 1997. A corollary, however, is that 
when the number of rivals increases, it becomes more difficult to sustain a united front 
against CSR pressures.
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FIGURE 12.2 A Comprehensive Model of Corporate Social Responsibility
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• Accommodative strategy
• Proactive strategy

Scale and scope of

corporate social

responsibility activities

THREAT OF POTENTIAL ENTRY. How can incumbents raise entry barriers to deter 
potential entrants? Some evidence exists that experience accumulated from being 
first movers in pollution control technologies can create entry barriers that favor 
incumbents.25 The two major types of pollution control technologies have their 
differences. The first is more proactive, pollution prevention. Like defects, pollution 
typically reveals flaws in product design or production. Pollution prevention tech-
nologies reduce or eliminate pollutants by using cleaner alternatives, often resulting 
in more superior products (such as fuel cells for cars). The second pollution control 
area is more reactive, “end-of-pipe” pollution reduction, often added as a final step to 
capture pollutants prior to their discharge.26 Their effectiveness is not equal. The 
technologies likely to give incumbents the most effective entry barrier are in the area 
of proactive pollution prevention.27 For instance, at Dow Chemical, the return on 
pollution prevention projects in its Waste Reduction Always Pays (WRAP) program 
averaged better than 60% in the 1990s. Chevron’s Save Money and Reduce Toxics 
(SMART) and 3M’s Pollution Prevention Pays (3P) programs are similar examples that 
not only deliver direct, triple-bottom-line benefits, but also heighten entry barriers for 
potential entrants.28 
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BARGAINING POWER OF SUPPLIERS. If socially and environmentally conscious suppli-
ers provide unique, differentiated products with few or no substitutes, their bargaining 
power is likely to be substantial. For example, Coca-Cola is the sole provider of Coke 
syrup to its bottlers around the world, most of which are independently owned by 
franchisees. Coca-Cola is thus able to assert its bargaining power by requiring that all 
its bottlers certify that their social and environmental practices are responsible. Coca-
Cola also encourages its bottlers to support social programs, such as financing start-up 
kiosks in South Africa and Vietnam, donating free drinks to earthquake victims in 
China, and promoting reading among school children in 42 countries, including the 
United States.

BARGAINING POWER OF BUYERS. By leveraging their bargaining power, individual 
and corporate buyers interested in CSR may extract substantial concessions from the 
focal firm. An example of the power of individual consumers is the controversy regard-
ing Shell’s 1995 decision to sink an oil platform in the North Sea. It led to strong 
protests organized by Greenpeace in Germany, which caused an 11% drop in Shell 
gas station sales in one month. Such pressures forced Shell to reverse its decision and 
dismantle the oil platform on shore at great cost.29

An example of how corporate buyers extract concessions is the recent efforts made 
by Nike, which acted in response to criticisms for its failure to eradicate “sweatshops” 
throughout its supply chain. Although Nike does not own its supplier factories, Nike 
is able to enact a worldwide monitoring program for all supplier factories, using both 
internal and third-party auditors. For “clean” contractors that have never engaged in 
“sweatshop” practices, this simply adds a ton of work such as documentation and host-
ing of auditors, as well as extra costs. For “sweatshop” operators, this requires some 
fundamental and costly change to the way they do business. Not surprisingly both 
groups initially resisted Nike’s efforts. Nevertheless, Nike has been able to “just do it,” 
by throwing its weight around. 

Finally, buyers can increase bargaining power when they are in great difficulties. 
Dying HIV/AIDS patients in Africa, Asia, and Latin America, backed by their gov-
ernments and CSR groups, often demand that pharmaceutical firms headquartered in 
rich, developed economies (1) donate free drugs, (2) lower drug prices, and (3) release 
patents to allow for local manufacturing of cheaper generic versions of the same drugs. 
While pharmaceutical firms have been resisting these attempts, they may eventually be 
forced to give in (see Chapter 4 Opening Case). 

THREAT OF SUBSTITUTES. If substitutes are superior to existing products and costs 
are reasonable, they may attract more customers. For example, wind power, which is 
much more environmentally friendly than fossil-fuel sources of power, such as oil and 
coal, and safer than nuclear power, may have great potential. In this regard, the estab-
lishment of a Wind Energy group at General Electric (GE) seems to be a proactive step 
in exploring this substitute technology. It is true that at present, wind power requires 
heavy government subsidies in order to become commercially viable. However, its 
future is likely to be promising, given the increasing depletion of fossil fuel, the sky-
rocketing oil prices, and the growing awareness of the risks associated with conven-
tional technologies (such as the risk of terrorism at nuclear power plants).30 Overall, the 
possible threat of substitutes requires firms to vigilantly scan the larger environment, 
instead of narrowly focusing on the focal industry.
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TURNING THREATS TO OPPORTUNITIES. Taken together, the five forces framework 
suggests two lessons. First, it reinforces the important point that not all industries are 
equal in terms of their exposure to CSR challenges. Energy- and materials-intensive 
industries (such as chemicals) are more vulnerable to environmental scrutiny. Labor-
intensive industries (such as apparel) are more likely to be challenged on fair labor 
practice grounds. However, despite varying degrees of exposure, no industry may 
be completely immune from CSR. Table 12.2 shows the widening list of industries 
challenged by environmentalists, one of the core CSR groups, over the last four 
decades.

Given the increasingly inescapable responsibility to be good corporate citizens, the 
second lesson is that industries and firms may want to selectively but proactively turn 
some of these threats into opportunities.31 For example, instead of treating NGOs as 
threats, Home Depot, Lowe’s, and Unilever have their sourcing policies certified by 
NGOs. Dow Chemical has established community advisory panels in most of its loca-
tions worldwide. Many managers traditionally treat CSR as a nuisance, involving heavy 
regulation, added costs, and unwelcome liability. Such an attitude may underestimate 
strategic business opportunities associated with CSR. The most proactive managers and 
the companies they lead are far-sighted enough to embrace CSR challenges through 
selective but preemptive investments and sustained engagement—in essence, making 
their CSR activities a source of differentiation, as opposed to an additional item of cost 
(see Opening Case). 

Resource-Based Considerations
CSR-related resources can include (1) tangible technologies and processes and (2) intangible 
skills and attitudes.32 The VRIO framework can shed considerable light on CSR.

VALUE. Do a firm’s CSR-related resources and capabilities add value? For many large 
firms, especially MNEs, their arsenal of financial, technological, and human resources 
can be applied toward a variety of CSR causes. For example, firms can choose to 
appease antinuclear groups by refusing to purchase energy from nuclear power plants, or 
to respond to human rights groups by not doing business in (or with) countries accused 
of human rights violations. These activities are known as social issue participation that 
is not directly related to the management of primary stakeholders. Research suggests 
that these activities may actually reduce shareholder value.33 Overall, although social issue 
participation may create some remote social and environmental value, to the extent that 
one of the legs of the tripod of triple bottom line is economic, these abilities do not 
qualify as value-adding firm capabilities.

In contrast, expertise, techniques, and processes associated with the direct management 
of primary stakeholder groups are likely to add value.34 For example, US companies 
excelling in diversity programs may gain a leg up when dealing with two primary 
stakeholder groups: employees and customers. Between 2000 and 2020, the number 
of Hispanic, African, Asian, and Native Americans will reportedly grow by 42 million, 
whereas Caucasians will rise by a mere 10 million.35 Many companies compete on 
diversity via internships, scholarships, and aggressive recruiting of minority candidates. 
Firms most sought after by minority employees and customers must have possessed 
some very valuable capabilities in the competition for the hearts and minds (and wallets) 
of the future.36 

 social issue 
participation
Firms’ participation 
in social causes not 
directly related to 
managing primary 
stakeholders.
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Source: Adapted from J. Elkington, 1994, Towards the sustainable corporation: Win-win-win business strategies for sustainable development (p. 95), 
California Management Review, winter: 90–100.

TABLE 12.2 Industries Challenged by Environmentalists

Coal mining and pollution
Detergents
Mining
Pesticides
Water (dams)

Aerosols
Airports
Asbestos
Automobiles (see Closing 
 Case)
Biotechnology
Chemicals
Coal mining and pollution
Deep sea fishing
Detergents
Heavy trucks
Metals
Nuclear power
Oil tankers
Packaging
Passenger jets
Pesticides
Pulp mills
Tobacco
Toxic waste
Transport
Water
Whaling

Aerosols
Agriculture
Airports
Animal testing
Automobiles (see Closing 

Case)
Biotechnology
Chemicals
Coal mining and pollution
Computers
Deep sea fishing
Detergents
Fertilizers
Forestry
Incineration
Insurance
Landfill
Nuclear power
Oil tankers
Onshore oil and gas
Packaging
Paints
Pesticides
Plastics
Pulp and paper
Refrigeration
Supermarkets
Tobacco
Toxic waste
Tropical hardwoods
Tuna fishing
Water
Whaling

Aerosols
Agriculture
Air-conditioning
Airlines and airports
Animal testing
Armaments
Automobiles (see Closing 
 Case)
Banking
Biotechnology
Catering
Chemicals
Coal mining and pollution
Computers
Detergents
Dry cleaning
Electrical equipment
Electricity supply
Fashion
Fertilizers
Fish farming (see Strategy in 
 Action 12.2)
Fishing
Forestry
Incineration
Insurance
Landfill
Meat processing
Mining
Motorways
Nuclear power
Office supplies
Oil tankers
Onshore oil and gas
Packaging
Paints
Pesticides
Plastics
Property
Pulp and paper
Refrigeration
Shipping
Supermarkets
Textiles
Tires
Tobacco
Tourism
Toxic waste
Transport
Tropical hardwoods
Water 

 1960S 1970S 1980S 1990S



p a r t  3    Corporate-Level Strategies364

RARITY. If competitors also possess certain valuable resources, then the focal firm is 
not likely to gain a significant advantage by having them. For example, both Home 
Depot and Lowe’s have their suppliers in Brazil, Indonesia, and Malaysia certify—via 
external verification by NGOs such as the Forest Stewardship Council—that their 
sources are from renewable forests. These complex processes require strong manage-
ment capabilities, such as negotiating with local suppliers, coordinating with NGOs, 
and disseminating such information to stakeholders. Since both competitors possess 
capabilities to manage these processes, they become valuable but common (not rare) 
resources. 

IMITABILITY. Although valuable and rare resources may provide some competitive 
advantage, such advantage will only be temporary if competitors are able to imitate.37 
Only resources that are not only valuable and rare but also hard-to-imitate can help 
firms entertain some sustainable competitive advantage. For example, pollution preven-

tion technologies may provide firms with a significant advantage, whereas pollution 
reduction technologies may offer no such advantage. This is because the relatively simple 
“end-of-pipe” pollution reduction technologies can be more easily imitated. On the 
other hand, pollution prevention technologies are more complex and are more inte-
grated with the entire chain of production. Rivals often have a harder time imitating 
such complex capabilities. 

In addition, at some firms, CSR-related capabilities are deeply embedded in very 
idiosyncratic managerial and employee skills, attitudes, and interpretations.38 The 
socially complex way of channeling these people’s energy and conviction toward CSR 
cannot be easily imitated. For example, the enthusiasm and energy that M&S devotes 
to CSR are very difficult to imitate (see Opening Case). Although M&S may not please 
every NGO, it is difficult to argue that M&S’s Plan A is “faking.”

ORGANIZATION. Is the firm organized to exploit the full potential of CSR?39 Numerous 
components within a firm may be relevant, such as formal management control sys-
tems and informal relationships between managers and employees. These components 
are often called complementary assets (see Chapter 3), because, by themselves, com-
plementary assets are difficult to generate advantage. However, these complementary 
assets, when combined with valuable, rare, and hard-to-imitate capabilities, may enable 
a firm to fully utilize its CSR potential. 

For example, assume Firm A is able to overcome the three hurdles mentioned 
earlier (V, R, and I) by achieving a comprehensive understanding of some competi-
tors’ “best practices” in pollution prevention. Although Firm A has every intention 
of implementing such “best practices,” chances are they may not work unless Firm A 
also possesses a number of complementary assets. This is because process-focused best 
practices of pollution prevention are not in isolation and are often difficult to separate 
from a firm’s other activities. These best practices require a number of complementary 
assets, such as a continuous emphasis on process innovation and an uncompromising 
quest to reduce costs. These complementary assets are not developed as part of new 
environmental strategies; rather, they are grown from more general business strategies 
(such as differentiation).40 If such complementary assets are already in place, they are 
available to be leveraged in the new pursuit of best CSR practices. Otherwise, single-
minded imitation is not likely to be effective.41 
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THE CSR-ECONOMIC PERFORMANCE PUZZLE. The resource-based view helps 
solve a major puzzle in the CSR debate since the 1970s. The puzzle—and a source 
of frustration to CSR advocates—is why there is no conclusive evidence of a direct, 
positive link between CSR and economic performance, such as profits and shareholder 
returns.42 Although some studies indeed report a positive relationship,43 others find 
a negative relationship44 or no relationship.45 While there can be a number of expla-
nations for this intriguing mess, a resource-based explanation suggests that because 
of capability constraints discussed earlier, many firms are not cut out for a CSR-
intensive (differentiation) strategy. Since all studies have some sampling bias (no study 
is “perfect”), studies oversampling firms not ready for a high level of CSR activities 
are likely to report a negative relationship between CSR and economic performance, 
and studies oversampling firms ready for CSR may find a positive relationship. Also, 
studies with more balanced (more random) samples may fail to find any statistically 
significant relationship. In summary, since each firm is different (a basic assumption of 
the resource-based view), not every firm’s economic performance is likely to benefit 
from CSR.

Institution-Based Considerations
The institution-based view sheds considerable light on the gradual diffusion of the 
CSR movement and the strategic responses of firms.46 At the most fundamental level, 
regulatory pressures underpin formal institutions, whereas normative and cognitive 
pressures support informal institutions. The strategic response framework consisting 
of (1) reactive, (2) defensive, (3) accommodative, and (4) proactive strategies, first 
introduced in Chapter 4 (see Table 4.7), can be extended to explore how firms make 
CSR decisions, as illustrated in Table 12.3.

TABLE 12.3 The US Chemical Industry Responds to Environmental Pressures

  REPRESENTATIVE STATEMENTS FROM THE INDUSTRY’S TRADE JOURNAL, 
PHASE STRATEGIC RESPONSE CHEMICAL WEEK

1962–1970 Reactive  Denied the severity of environmental problems and argued that these problems 
could be solved independently through the industry’s technological prowess.

1971–1982 Defensive  “Congress seems determined to add one more regulation to the already 
27 health and safety regulations we must answer to. This will make the EPA 
[Environmental Protection Agency] a chemical czar. No agency in a democracy 
should have that authority” (1975).

1983–1988 Accommodative  “The EPA has been criticized for going too slow . . . Still, we think that it is 
doing a good job” (1982). “Critics expect an overnight fix. The EPA deserves 
credit for its pace and accomplishments” (1982).

1989–present  Proactive  “Green line equals bottom line—The Clean Air Act (CAA) equals efficiency. 
Everything you hear about the ‘costs’ of complying with the CAA is probably 
wrong . . . Wiser competitors will rush to exploit the Green Revolution” (1990).

Source: Adapted from A. Hoffman, 1999, Institutional evolution and change: Environmentalism and the US chemical industry, Academy of Management 
Journal, 42: 351–371 for the phases and statements. Hoffman’s last phase ended in 1993; its extension to the present is done by the present author.
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Reactive strategy is indicated by relatively little or no support by top management 
to CSR causes.47 Firms do not feel compelled to act in the absence of disasters and outcries. 
Even when problems arise, denial is usually the first line of defense. Put another way, 
the need to accept some CSR is neither internalized through cognitive beliefs, nor 
does it result in any norms in practice. That leaves only formal regulatory pressures 
to compel firms to be in compliance. For example, in America, food and drug safety 
standards that we take for granted today were fought by food and drug companies 
in the early half of the 20th century. The very basic idea that food and drugs should 
be tested before they could be sold to customers and patients was bitterly contested. 
Thousands of people ended up dying because of unsafe foods and drugs. As a result, 
the Food and Drug Administration (FDA) was progressively granted more powers. 
This era is not necessarily over since today many dietary-supplement makers, whose 
products are beyond the FDA’s reach, continue to sell untested “supplements” and 
deny responsibility.48 

Defensive strategy focuses on regulatory compliance. There may be some piece-
meal involvement by top management, but the attitude is generally one of viewing 
CSR as an added cost or nuisance. Firms admit responsibility, but often fight it. After 
the establishment of the Environmental Protection Agency (EPA) in 1970, the US 
chemical industry resisted the intrusion of the EPA (Table 12.3). The regulatory 
requirements were at significant odds with the norms and cognitive beliefs held by 
industry members at that time.

How do various institutional pressures change firms’ behavior? In the absence of 
informal normative and cognitive beliefs, formal regulatory pressures are the only feasible 
way to push firms ahead. A key insight of the institution-based view is that individuals 
and organizations make rational choices given the right kind of incentives. For example, 
one efficient way to control pollution is to make polluters pay some “green” taxes. These 
can range from gasoline retail taxes to landfill charges on waste disposal. However, how 
demanding these regulatory pressures should be remains controversial. One side of the 
debate argues that tough environmental regulation may lead to higher costs and reduced 
competitiveness, especially when competing with foreign rivals not subject to such 
demanding regulations. In other words, there is no “free environmental lunch.”49

However, CSR advocates, endorsed by former vice president Al Gore and strategy 
guru Michael Porter, argue that stringent environmental regulation may force firms to 
innovate, however reluctantly, thus benefiting the competitiveness of an industry and 
a country.50 The recent battle over corporate average fuel economy (CAFE) in the 
United States is a case in point (see Closing Case). 

Accommodative strategy is characterized by some support from top managers, who 
may increasingly view CSR as a worthwhile endeavor. Since formal regulations may 
be in place and informal social and environmental pressures on the rise, the CSR con-
cern may be shared by a number of firms, thus leading to the emergence of some new 
industry norms. Further, some new managers passionate about, or sympathetic toward, 
CSR causes may have joined the organization, whereas some traditional managers may 
change their outlook, leading to increasingly strong cognitive beliefs that CSR is the 
right thing to do. In other words, from both normative and cognitive standpoints, it 
becomes legitimate—a matter of social obligation—to accept responsibility and do all 
that is required.51 In the US chemical industry, such a transformation probably took 
place in the early 1980s (see Table 12.3).

reactive strategy
A strategy that is passive 
about corporate social 
responsibility. Firms do 
not act in the absence 
of disasters and outcries. 
When problems arise, 
denial is usually the first 
line of defense. 

defensive strategy
A strategy that is defen-
sive in nature. Firms 
admit responsibility, 
but often fight it.

accommodative 
strategy
A strategy that tries to 
accommodate corpo-
rate social responsibility 
considerations into 
decision making.
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One tangible action firms often take to indicate their willingness to accept CSR is 
to adopt codes of conduct (sometimes called codes of ethics). Firms under the most 
intense CSR criticisms, such as those in the sportswear industry, often actively engage 
in these activities. Interestingly (but not surprisingly), the content of these codes varies 
by individual firm, industry, and country.52 US codes of conduct tend to pay less atten-
tion to immediate production concerns and more attention to secondary stakeholder 
issues, such as welfare of the community and environmental protection. European 
codes concentrate more on production activities, such as quality management and 
limiting the environmental footprint of activities. Hong Kong codes tend to focus nar-
rowly on corruption prevention but pay less attention to broader CSR issues.

There is an intense debate regarding the diffusion of codes of conduct. First, 
some argue that firms may not necessarily be sincere. This negative view suggests that 
given the rising interest in CSR, firms may be compelled to appear to be sensitive to 
CSR by “window dressing.”53 Many firms may chase fads by following what others 
are doing, while not having truly internalized the need to genuinely address CSR 
concerns. Second, an instrumental view suggests that CSR activities simply represent 
a useful instrument to make good profits. According to Toyota’s critics in the debate 
on tougher fuel efficiency standards in the United States, firms such as Toyota are not 
necessarily becoming more “ethical” (see Closing Case). Finally, a positive view believes 
that (at least some) firms may be self-motivated to “do it right” regardless of social 
pressures. Codes of conduct tangibly express values that organizational members view 
as central and enduring.54 

The institution-based view suggests that all three perspectives are probably 
valid. This is to be expected given how institutional pressures work to instill value. 
Regardless of actual motive, the fact that firms are embarking on some tangible CSR 
journey is encouraging, and indicative of the rising legitimacy of CSR on the manage-
ment agenda.55 Even for firms adopting codes of conduct only for “window dressing” 
purposes, publicizing a set of CSR criteria against which they can be judged opens 
doors for more scrutiny by concerned stakeholders (see Closing Case). These pressures 
are likely to encourage these firms’ internal transformation to become better and more 
self-motivated corporate citizens. For example, it probably is fair to say that Nike is a 
more responsible corporate citizen today than what it was in 1990.

From a CSR perspective, the best firms employ a proactive strategy with CSR by 
constantly anticipating responsibility and endeavoring to do more than is required. Top 
management not only supports and champions CSR activities, but also views CSR 
as a source of differentiation.56 For example, in 1990, BMW anticipated its emerging 
responsibility associated with the German government’s proposed “take-back” policy. 
It not only designed easier-to-disassemble cars, but also signed up the few high-quality 
dismantler firms as part of an exclusive recycling infrastructure. Further, BMW actively 
participated in public discussions and succeeded in establishing the BMW approach 
as the German national standard for automobile disassembly. Other car companies 
were thus required to follow BMW’s lead. However, they were left to fight over 
smaller, lower-quality dismantlers or develop an in-house dismantling infrastructure 
from scratch, both of which cost more, whereas BMW scored points on the triple 
bottom line.

Proactive firms often engage in three areas of activities. First, like BMW, they 
actively participate in regional, national, and international policy discussions. To the 

codes of conduct 
(codes of ethics)
A set of written poli-
cies and standards for 
corporate conduct and 
ethics.

proactive strategy
A strategy that focuses 
on proactive engage-
ment in corporate 
social responsibility.
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extent that policy discussions today may become regulations in the future, it seems 
better to get involved early and (hopefully) steer the course toward a favorable direc-
tion. Otherwise, relatively passive firms are likely to see regulations to which they have 
little input being imposed on them.57 In short, “if you’re not at the table, you’re on 
the menu.”58

Second, proactive firms often build alliances with stakeholder groups.59 Many firms 
collaborate with NGOs. Because of the historical tension and distrust, these “sleeping-
with-the-enemy” alliances are not easy to handle. The key lies in identifying relatively 
short-term manageable projects of mutual interest. For instance, UPS collaborated with 
the Alliance for Environmental Innovation to help packaging material suppliers reduce 
almost 50% of their air pollution and 12% of their energy use.60

Third, proactive firms often engage in voluntary activities that go beyond what is 
required by regulations.61 While there are numerous examples of industry-specific 
self-regulation,62 an area of intense global interest is the pursuit of the International 
Standards Organization (ISO) 14001 certification of environment management system 
(EMS). Headquartered in Switzerland, ISO is an influential NGO consisting of national 
standards bodies of 111 countries. Launched in 1996, the ISO 14001 EMS has become 
the gold standard for CSR-conscious firms.63 Although not required by law, many 
MNEs, such as Ford, IBM, and Skanska, have adopted ISO 14001 standards in all their 
facilities worldwide. Firms such as GM, Siemens, and Toyota have demanded that all 
of their top-tier suppliers be ISO 14001–certified.

From an institutional perspective, these areas of proactive activities are indicative of 
the normative and cognitive beliefs held by many managers on the importance of doing 
the right thing. While there is probably a certain element of “window dressing” and a 
quest for better profits, it is obvious that these efforts provide some tangible social and 
environmental benefits. 

MAKING STRATEGIC CHOICES. The typology of (1) reactive, (2) defensive, (3) accom-
modative, and (4) proactive strategies is an interesting menu provided for different 
firms to choose. At present, the number of proactive firms is still a minority. While 
many firms are compelled to do something, a lot of CSR activities probably are still 
“window dressing.” Only sustained pressures along regulatory, normative, and cogni-
tive dimensions may push and pull more firms to do more.64 Research by M&S after 
Plan A’s first year (see Opening Case) has yielded interesting data on the distribution 
of its consumers and employees along these four dimensions (Table 12.4). Since CSR 
strategies cannot be embarked upon in a vacuum, a firm’s particular strategy needs to 
have some alignment with the CSR propensity of its consumers, employees, and other 

TABLE 12.4 Distribution of Marks & Spencer’s Consumers and Employees

CONCEPTUAL CATEGORY M&S’S LABEL PERCENTAGE OF CONSUMERS PERCENTAGE OF EMPLOYEES

Reactive “Not my problem” 24% 1%

Defensive “What’s the point” 38% 21%

Accommodative “If it’s easy” 27% 54%

Proactive “Green crusaders” 11% 24%

Source: Based on text in Marks & Spencer, 2008, Plan A: Year 1 Review (p. 16), January 15, plana.marksandspencer.com.
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stakeholders. In other words, it is not realistic to implement a proactive strategy when 
the firm has numerous reactive employees and consumers.

Debates and Extensions
Without exaggeration, the entire subject of CSR is about debates (see Strategy 
in Action 12.2 for an example). Some may even debate whether CSR belongs in 
a global strategy text. None of the other global strategy (or mainstream “strategic 
management”) textbooks has a full chapter devoted to CSR in addition to another 
full chapter on ethics, cultures, and institutions (see Chapter 4). It is not far-fetched 
to suggest that there is a big debate between this chapter (focusing on stakeholder 
capitalism) and Chapter 11 (focusing on shareholder capitalism). Here, we discuss 
three recent, previously unexplored debates particularly relevant for international 
operations: (1) domestic versus overseas social responsibility, (2) race to the bottom 
(“pollution haven”) versus race to the top, and (3) active versus inactive CSR engage-
ment overseas. 

Domestic versus Overseas Social Responsibility
Given that corporate resources are limited, resources devoted to overseas CSR, 
unfortunately, often mean fewer resources devoted to domestic CSR.65 Consider 
two primary stakeholder groups: domestic employees and communities. Expanding 
overseas, especially toward emerging economies, may not only increase corporate 
profits and shareholder returns, but also provide employment to host countries and 
develop these economies at the “base of the pyramid,” all of which have noble 
CSR dimensions (see Chapter 1 Closing Case). However, this is often done at the 
expense of domestic employees and communities. One can vividly appreciate the 
devastation of job losses on such employees and communities, by watching the 1998 
movie The Full Monty, which took place in Sheffield, England, the former steel 
capital of Europe and the world. Laid-off steel mill workers eventually took up an 
“alternative” line of work (male strip dancing). To prevent such a possible fate, in 
2004, DaimlerChrysler’s German unions had to scrap a 3% pay raise and endure an 
11% increase in work hours (from 35 to 39 hours) with no extra pay in exchange 
for promises that 6,000 jobs would be kept in Germany for eight years—otherwise, 
their jobs would go to the Czech Republic, Poland, and South Africa. However, 
such labor deals will probably only slow down, not stop, the outgoing tide of jobs 
from developed economies. The wage differentials are just too great. “When we 
find a certain product can be made with a 50% decrease in salary costs in another 
country,” argued a German executive, “we cannot avoid that if we want to stay 
competitive.”66  

To the extent that few (or no) laid-off German employees would move to the 
neighboring Czech Republic and Poland to seek work (and forget about moving to 
China, India, or South Africa), most of them end up being social welfare recipients in 
Germany. Thus, one may argue that MNEs shirk their CSR by increasing the social 
burdens of their home countries. Executives making these decisions are often criticized 
by the media, unions, and politicians. However, from a corporate governance perspec-
tive, especially the “shareholder capitalism” variant, MNEs are doing nothing wrong 
by maximizing shareholder returns (see Chapter 11). 
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Strategy in Action 12.2 - Strategy in Action 12.2 - Salmon, Salmon, Everywhere

Ethical Challenge

There has been an explosion in the global supply of 
salmon recently, but this rise in numbers is not due 

to an increase in the wild salmon catch, which has been 
in steady decline for decades. Instead, as wild Atlantic 
salmon disappear (wild Pacific salmon are still relatively 
safe), salmon farming (aquaculture) has increased. 

Starting in Norway as a cottage industry in the 
late 1960s, salmon farming quickly spread to Britain, 
Canada, Iceland, and Ireland in the 1970s; the United 
States in the 1980s; and Chile in the 1990s. Farm-
raised salmon live in sea cages. They are fed pellets to 
speed growth (twice as fast as in the wild), pigments 
to mimic the pink wild salmon flesh, and pesticides to 
kill the lice that go hand-in-hand with an industrial 
feedlot. Atlantic salmon farming (still dominated by 
Norwegian firms; followed by Chilean companies) has 
exploded into a $2 billion-a-year global business that 
produces 700,000 tons of fish annually. In comparison, 
the wild salmon catch in the Atlantic (only allowed 
by Britain and Ireland) is only 3,000 tons a year. In 
essence, it is Atlantic salmon farming companies that 
have transformed salmon from a rare and expensive 
seasonal delicacy to a common chicken of the sea to be 
enjoyed by everyone year-round. In addition, Atlantic 
salmon farming has taken commercial fishing pressure 
off wild salmon stocks and provided employment to 
depressed maritime regions. For example, in economi-
cally depressed western Scotland, salmon aquaculture 
employs approximately 6,400 workers. 

But, here is the catch: Farm-raised salmon have 
(1) fouled the nearby sea, (2) spread diseases and sea 
lice, and (3) led to a large number of escaped fish. Each 
of these problems has become a growing controversy. 
First, heavy concentration of fish in a tiny area—up 
to 800,000 in one floating cage—leads to food and 
fecal waste that promotes toxic algae blooms, which, 
in turn, have led to closure of shellfishing in nearby 
waters. Second, sea lice outbreaks at fish farms in 
Ireland, Norway, Scotland, and the United States have 
had a devastating effect on wild salmon and other fish. 
The third problem lies in escaped salmon. In Scotland, 
approximately 300,000 farmed fish escape every year. 
Research has found that escaped salmon interbreed 

with wild salmon. In Norwegian rivers that are salmon 
spawning grounds, 10%–35% of the “wild” fish are 
found to be escaped salmon. 

Wild salmon are an amazing species, genetically 
programmed to be able to find their spawning grounds 
in rivers after years of wandering in the sea. Although 
at present, only one egg out of every 4,000 is likely to 
complete such an epic journey, salmon has been a magic 
fish in the legends of Iceland, Ireland, Norway, and 
Scotland. These legends are threatened by the escaped 
farm-raised salmon and the hybrid they produce with 
wild salmon, because genetically homogenous salmon, 
descended from aquaculture fish, are ill suited to find 
these rivers and could also leave the species less able to 
cope with threats such as disease and climate change. In 
short, the biodiversity of the wild salmon stocks, already 
at dangerously low levels, is threatened by fish farming. 
Defenders of fish farming, however, argue that all farm-
ing alters, and sometimes damages, the environment. If 
modern agriculture featuring pesticides and fertilizers 
were invented today, it probably would be banned. 
They argue that there is no reason the aquaculture 
industry needs to be held to higher standards.

Sources: Based on (1) BusinessWeek, 2006, Fished out, September 4: 
56–64; (2) The Economist, 2003, The promise of a blue revolution, 
August 9: 19–21; (3) F. Montaigne, 2003, Everybody loves Atlantic 
Salmon: Here’s the catch, National Geographic, 204 (1): 100–123.
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The heart of this debate boils down to a fundamental point that frustrates CSR 
advocates: In a capitalist society, it is shareholders (otherwise known as capitalists) 
who matter at the end of the day. According to Jack Welch, GE’s former chairman 
and CEO:

Unions, politicians, activists—companies face a Babel of interests. But there’s only 
one owner. A company is for its shareholders. They own it. They control it. That’s 
the way it is, and the way it should be.67

When firms have enough resources, it would be nice to take care of domestic 
employees and communities. However, when confronted with relentless pressures 
for cost cutting and restructuring, managers have to prioritize.68 Paradoxically, in this 
age of globalization, while the CSR movement is on the rise, the great migration of 
jobs away from developed economies is also accelerating. While people and countries 
at the base of the global pyramid welcome such migration, domestic employees and 
communities in developed economies, as well as unions and politicians, frankly hate 
it. Not surprisingly, this politically explosive debate is likely to heat up in the years 
to come.

Active versus Inactive CSR Engagement Overseas
Active CSR engagement is now increasingly expected of MNEs. MNEs that fail to 
do so are often criticized by NGOs. In the 1990s, Shell was harshly criticized for “not 
lifting a finger” when the Nigerian government brutally cracked down on rebels in 
the Ogoni region in which Shell operated. However, such well-intentioned calls for 
greater CSR engagement are in direct conflict with a long-standing principle govern-
ing the relationship between MNEs and host countries: non-intervention in local affairs 
(see the first bullet point in Table 12.1).

The non-intervention principle originated from concerns that MNEs might 
engage in political activities against the national interests of the host country. 
Chile in the 1970s serves as a case in point. After the democratically elected 
socialist President Salvador Allende had threatened to expropriate the assets of 
ITT (a US-based MNE) and other MNEs, ITT, allegedly in connection with the 
Central Intelligence Agency (CIA), promoted a coup that killed President Allende. 
Consequently, the idea that MNEs should not interfere in the domestic political 
affairs of the host country has been enshrined in a number of codes of MNE conduct 
(see Table 12.1).

However, CSR advocates have been emboldened by some MNEs’ actions during 
the apartheid era in South Africa, when local laws required racial segregation of the 
workforce. While many MNEs withdrew, those that remained were encouraged by the 
Sullivan Principles to challenge the apartheid system, undermining the government’s 
base of power. BP, for example, desegregated its employees. Emboldened by the suc-
cessful removal of the apartheid regime in South Africa in 1994, CSR advocates have 
unleashed a new campaign, stressing the necessity for MNEs to engage in actions that 
often constitute political activity, in particular in the human rights area. Shell, after its 
widely criticized (lack of) action in Nigeria, has explicitly endorsed the United Nations 
Declaration on Human Rights and supported the exercise of such rights “within the 
legitimate role of business” since 1996.
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But, what exactly is the “legitimate role” of CSR initiatives in host countries? In 
almost every country, there are local laws and norms that some foreign MNEs may 
find objectionable. In Estonia, ethnic Russians are being discriminated against. In 
many Arab countries, women do not have the same legal rights as men. In the United 
States, a number of groups (ranging from Native Americans to homosexuals) claim to 
be discriminated against. At the heart of this debate is whether foreign MNEs should 
spearhead efforts to remove some of these discriminatory practices or should remain 
politically neutral by conforming to current host country laws and norms. This obvi-
ously is a nontrivial challenge. 

Race to the Bottom (“Pollution Haven”) 
versus Race to the Top
In global business, a controversial “pollution haven” debate has arisen. One side argues 
that because of heavier environmental regulation in developed economies, MNEs 
may have an incentive to shift pollution-intensive production to developing coun-
tries, whose environmental standards may be lower. To attract investment, developing 
countries may enter a “race to the bottom” by lowering (or at least not tightening) 
environmental standards, and some may become “pollution havens.”69 

The other side argues that globalization does not necessarily have negative effects 
on the environment in developing countries to the extent suggested by the “pollu-
tion haven” hypothesis. This is largely due to many MNEs’ voluntary adherence to 
environmental standards higher than those required by host countries.70 One study 
finds that US capital markets significantly reward these practices, thus refuting the 
perspective that being green constitutes a liability that depresses market value.71 In 
general, most MNEs reportedly outperform local firms in environmental manage-
ment.72 The underlying motivations behind MNEs’ voluntary “green practices” can 
be attributed to (1) worldwide CSR pressures in general, (2) CSR demands made by 
customers in developed economies, and (3) requirements of MNE headquarters for 
worldwide compliance of higher CSR standards (such as ISO 14001). Although it is 
difficult to suggest that the “race to the bottom” does not exist, MNEs as a group 
do not necessarily add to the environmental burden in developing countries. Some 
MNEs, such as Dow, may facilitate the diffusion of better environmental technologies 
to these countries. 

The Savvy Strategist
Concerning CSR, the industry-, resource-, and institution-based views suggest three 
clear implications for action (Table 12.5). First, given the increasingly inescapable 
responsibility to be good corporate citizens, managers may want to integrate CSR 

TABLE 12.5 Strategic Implications for Action

•  Integrate CSR as part of the core activities and processes of the firm.

• Pick your CSR battles carefully—don’t blindly imitate other firms’ CSR activities.

• Understand the rules of the game, anticipate changes, and seek to shape and influence such changes.
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as part of the core activities of the firm—instead of “faking it” and making cosmetic 
changes. M&S provides a case in point (Opening Case). Many managers traditionally 
treat CSR as a nuisance, involving regulation, added costs, and liability. Such an atti-
tude may underestimate potential business opportunities associated with CSR. 

Second, savvy managers need to pick CSR battles carefully. The resource-based 
view suggests an important lesson, which is captured by Sun Tzu’s timeless teaching: 
“Know yourself, know your opponents.” While your opponents may engage in high-
profile CSR activities that allow them to earn bragging rights while contributing to 
their triple bottom line, blindly imitating these practices, while not knowing enough 
about “yourself” (you as a manager and the firm/unit you lead), may lead to some 
disappointment. Instead of always chasing the newest best practices, firms are advised 
to select CSR practices that fit with their existing resources, capabilities, and especially 
complementary assets.73 

Third, savvy strategists need to understand the formal and informal rules of the 
game, anticipate changes, and seek to shape such changes. In the case of carbon off-
setting, although the US government has refused to ratify the Kyoto Protocol, many 
far-sighted US managers realize that as more countries around the world join Kyoto, 
competitors based in these countries may gain a strong “green” advantage.74 Therefore, 
many US firms voluntarily participate in CSR activities not (yet) mandated by US law, 
in anticipation of more stringent environmental requirements down the road.

For current and would-be strategists, this chapter has clearly shown that from a 
CSR perspective, we can revisit the four fundamental questions. First, why do firms 
differ in CSR activities? Firm differences can be found in (1) industry structures, 
(2) resource repertoire, and (3) formal and informal institutional pressures. Second, 
how do firms behave in the CSR arena? Some are reactive and defensive, others are 
accommodative, and still others are proactive. Third, what determines a firm’s CSR 
scope? While industry structures, resource bases, and formal institutional pressures are 
likely to ensure some minimal involvement, firms with a broad range of CSR engage-
ments are likely to be characterized by a large percentage of managers and employees 
who intrinsically feel the need to “do it right” (see Table 12.4). In other words, it 
fundamentally boils down to differences in informal normative and cognitive beliefs 
held by managers and employees. Finally, what determines the success and failure of 
firms around the world? No doubt, CSR will increasingly become an important part 
of the answer. The best performing firms are likely to be those that can integrate CSR 
activities into the core economic functions of the firm while addressing social and 
environmental concerns.75 

The globally ambiguous and different CSR standards, norms, and expectations 
make many managers uncomfortable. As a result, many managers continue to relegate 
CSR to the “backburner.” However, this does not seem to be the right attitude for 
current and would-be strategists who are studying this book—that is, you. It is impor-
tant to note that we live in a dangerous period of global capitalism. In the post-Seattle, 

post-9/11, and post-Enron world (see Chapter 1), managers, as a unique group of stake-
holders, have an important and challenging responsibility to safeguard and advance 
capitalism. From a CSR standpoint, this means building more humane, more inclusive, 
and fairer firms that not only generate wealth and develop economies, but also respond 
to changing societal expectations concerning the social and environmental role of the 
firm around the world.76 
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CHAPTER SUMMARY

 1. Articulate what a stakeholder view of the firm is

• A stakeholder view of the firm urges companies to pursue a more balanced triple 
bottom line, consisting of economic, social, and environmental performance.

• Despite the fierce defense of the free market school, especially its shareholder 
capitalism variant, the CSR movement has now become a more central part of 
strategy discussions.  

 2. Develop a comprehensive model of corporate social responsibility 

• The industry-based view argues that the nature of different industries drives 
different CSR strategies.

• The resource-based view posits that not all CSR satisfies the VRIO requirements.

• The institution-based view suggests that when confronting CSR pressures, firms 
may employ (1) reactive, (2) defensive, (3) accommodative, and (4) proactive 
strategies. 

 3. Participate in three leading debates concerning corporate social responsibility

• (1) Domestic versus overseas social responsibility, (2) active versus inactive CSR 
engagement overseas, and (3) race to the bottom versus race to the top.

 4. Draw strategic implications for action

• Integrate CSR as part of the core activities and processes of the firm.

• Pick your CSR battles carefully—don’t blindly imitate other firms’ CSR activities.

• Understand the rules of the game, anticipate changes, and seek to influence such 
changes.

KEY TERMS

Accommodative strategy

Code of conduct (code of
ethics)

Corporate social 
responsibility (CSR)

Defensive strategy

Global sustainability

Primary stakeholder
groups

Proactive strategy

Reactive strategy

Secondary stakeholder
groups

Social issue participation

Stakeholder

Triple bottom line

CRITICAL DISCUSSION QUESTIONS 
 1. In a landmark Dodge v. Ford case in 1919, Michigan State Supreme Court deter-

mined whether Henry Ford could withhold dividends from the Dodge brothers 
(and other shareholders of the Ford Motor Company) to engage in what today 
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would be called CSR activities. With a resounding “No,” the court opined that 
“A business organization is organized and carried on primarily for the profits of the 
stockholders.” If the court in your country were to decide on this case this year 
(or in 2019), what do you think would be the likely outcome? 

2. ON ETHICS: Some argue that investing in emerging economies greatly facilitates 
economic development at the base of the global economic pyramid. Others con-
tend that moving jobs to low-cost countries not only abandons CSR for domestic 
employees and communities in developed economies, but also exploits the poor in 
these countries and destroys the environment. If you were (1) the CEO of an MNE 
headquartered in a developed economy, (2) the leader of a labor union in the home 
country of the MNE mentioned here that is losing a lot of jobs, or (3) the leader of 
an environmental NGO in the low-cost country in which the MNE invests, how 
would you participate in this debate?  

3. ON ETHICS: Hypothetically, your MNE is the largest foreign investor in 
(1) Vietnam where religious leaders are being persecuted or (2) Estonia where 
ethnic Russian citizens are being discriminated against by law. As the country 
manager there, you are being pressured by NGOs of all stripes to help the oppressed 
groups in these countries. But you also understand that the host government 
could be upset if your firm is found to engage in local political activities deemed 
inappropriate. These activities, which you personally find distasteful, are not 
directly related to your operations. How would you proceed? 

CLOSING CASE

Ethical Challenge

Which Side Is Toyota On?

Toyota has carefully crafted its “green” image, sub-
stantiated by its Prius hybrid model. Yet, in late 2007, 
Toyota suddenly became a target for environmental 
groups, its usual allies. A new coalition of environmen-
tal groups simply named itself Truth About Toyota 
and dedicated itself to naming and shaming Toyota’s 
alleged hypocrisy. The following are a sample of news 
titles from other sources collected and disseminated by 
www.truthabouttoyota.com: (1) Stuck in some green 
mud, (2) Toyota: Moving backward, and (3) Toyota’s 
betrayal.

What happened? In the eyes of environmentalists, 
Toyota betrayed them by joining the “bad boys”—
General Motors (GM), Ford, and Chrysler—to lobby 
against efforts in the US Congress to aggressively 
increase fuel economy standards, known as the cor-
porate average fuel economy (CAFE) regulations. 

Supporters for tougher CAFE regulations wanted 
to pass legislation that would mandate an average 
35 miles per gallon for both cars and light trucks by 
2020—up from 27.5 miles per gallon for cars and 
22.2 for light trucks (including minivans and sports 
utility vehicles [SUVs]) in 2007. Toyota and its allies 
supported an alternative, less progressive proposal 
that would set the CAFE levels at 35 miles per gallon 
for cars and 32 for light trucks by 2022. Toyota’s 
decision to support the less aggressive increase of 
fuel efficiency was most likely driven by its recent 
introduction of fuel-thirsty trucks, especially its giant 
Tundra pickup. According to www.truthabouttoyota.
com, Toyota’s fleetwide pollution is higher today 
than it was 20 years ago. 

In response to Toyota’s alleged “betrayal,” out-
raged Prius owners in several US cities staged protests 

www.truthabouttoyota.com
www.truthabouttoyota.com
www.truthabouttoyota.com
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against Toyota. In a public letter to Toyota, nine 
US environmental leaders wrote on October 11, 2007:

Toyota Motor Corporation’s efforts to lobby 
Congress to weaken, delay, or eliminate the 
bipartisan Senate measure stands in marked con-
trast to its public statements and its marketing to 
consumers. Furthermore, it appears that Toyota 
is applying a double standard when the company 
simultaneously complied with strict Japanese 
fuel economy standards yet lobbies members of 
the US House and Senate against more modest 
improvements here in the United States . . . As 
the world’s leading automaker and a leader in 
advanced vehicle technology, Toyota should be 
setting the industry standard, not stooping to the 
lowest common denominator.

In Toyota’s defense, a Wall Street Journal article 
opined: “The profitless Prius wouldn’t exist if not for the 
non-hybrids that keep Toyota in business . . . [Toyota’s 
position] would let automakers continue to make big 
vehicles that happen to be the ones Americans, with 
their dollars, show they actually want.”

In the end, Toyota and its allies lost. On December 
6, 2007, the Energy Independence and Security Act was 
passed, calling for a 35-miles-per-gallon CAFE level for 
both cars and light trucks by 2020. On January 13, 2008, 
Toyota’s president Katsuaki Watanabe gave a speech at 
a Detroit auto show:

In ten years, we have sold 1.25 million hybrids 
globally and nearly 750,000 in North America in 
less than eight years. Last year, we sold more than 
a quarter-million hybrids in the US alone . . . Last 
month, the US Congress agreed on an energy 
bill calling for a 35-mpg CAFE by 2020. Toyota 
strongly supports this long-overdue legislation. 

However, as always, we will not wait until the 
deadline to comply. I have issued a challenge to 
our engineers to meet the new standard well in 
advance of 2020. I believe it can be done, it should 
be done, and that Toyota is capable of doing it.

The political storm did not seem to affect Toyota’s 
sales of hybrid models—at least initially. In January 2008, 
of a total of 22,392 hybrid units sold in the United States 
(a 27% increase over January 2007), 18,652 units (83% 
of the hybrid market) went to Toyota. Of these, 11,379 
Prius units were sold, commanding a 37% increase over 
January 2007. In addition, 12% of the Camry sedans 
(3,750 units) and 17% of the Highlander SUVs (2,143 
units) sold in January 2008 were hybrid vehicles.

Sources: Based on (1) Green Car Congress, 2008, Reported US sales of 
hybrids up 27.3% in January 2008, February 7, www.greencarcongress.
com; (2) H. Jenkins, 2007, Cheap shot at Toyota, Wall Street Journal, 
October 24, online.wsj.com; (3) S. Nadel et al., 2007, Letter to Shigeru 
Hayakawa, Chairman and CEO, Toyota Motor North America, 
October 11, www.truthabouttoyota.com; (4) Toyota, 2008, Remarks 
by Katsuaki Watanabe at Toyota International Media Reception, 2008 
NAIAS Detroit, January 13, pressroom.toyota.com; (5) Wikipedia, 
2008, Corporate average fuel economy, en.wikipedia.org; (6) www.
truthabouttoyota.com.

Case Discussion Questions
 1. If you were a Toyota executive, would you have 

decided to lobby against tougher CAFE standards?

 2. If you were a Prius owner, would you have joined 
the protests against Toyota’s “betrayal”?

 3. If you were a Tundra owner, what would be your 
view on this debate?

 4. If you were shopping for a hybrid, would Toyota’s 
president’s remarks influence your decision (either 
positively or negatively)? Do these remarks matter?
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1  This case was written by Erin Pleggenkuhle-Miles (University of Texas at Dallas) under the supervision of Professor Mike Peng. © Erin 
Pleggenkuhle-Miles. Reprinted with permission.
2  Central and Eastern Europe (CEE) typically refers to (1) Central Europe (former Soviet bloc countries such as the Czech Republic, 
Hungary, Poland, and Romania and three Baltic states of the former Soviet Union) and (2) Eastern Europe (the European portion of the 
12 post-Soviet republics such as Belarus, Russia, and Ukraine).

INTEGRATIVE CASE 1
AGRANA: From a Local Supplier to a Global Player1

Erin Pleggenkuhle-Miles
University of Texas at Dallas

How does the Vienna-based AGRANA grow from having fi ve factories in Austria in 1988 to operating 
55 factories around the world in 2007? 

Although most readers of this book probably have 
never heard of AGRANA, virtually everyone has 
heard of Nestlé, Coca-Cola, Danone, PepsiCo, Archer 
Daniels Midland (ADM), Tyson Foods, and Hershey 
Foods. Headquartered and listed in Vienna, Austria, 
AGRANA is one of the leading suppliers to these 
multinational brands around the world. With revenues 
of US$2.6 billion and capitalization of $1.4 billion, 
AGRANA is the world’s leader in fruit preparations 
and one of Central Europe’s leading sugar and starch 
companies. 

AGRANA was formed in 1988 as a holding com-
pany for three sugar factories and two starch factories in 
Austria. In the last two decades, it has become a global 
player with 55 production plants in 26 countries with 
three strategic pillars: sugar, starch, and fruit. AGRANA 
supplies most of its fruit preparations and fruit juice 
concentrates to the dairy, baked products, ice cream, 
and soft drink industries. In other words, you may 
not know AGRANA, but you have probably enjoyed 
many AGRANA products. How did AGRANA 
grow from a local supplier serving primarily the small 
Austrian market to a global player? 

From Central and Eastern Europe 
to the World
In many ways, the growth of AGRANA mirrors 
the challenges associated with regional integra-
tion in Europe and then with global integration of

multinational production in the last two decades. 
European integration has two components. First, EU 
integration accelerated throughout Western Europe in 
the 1990s. This means that firms such as AGRANA, 
based in a relatively smaller country, Austria (with a 
population of 8.2 million), needed to grow its econo-
mies of scale to fend off the larger rivals from other 
European countries blessed with larger home country 
markets and hence larger economies of scale. Second, 
since 1989, Central and Eastern European (CEE)2

countries, formerly off limits to Western European 
firms, have opened their markets. For Austrian firms 
such as AGRANA, the timing of the CEE countries’ 
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EXHIBIT 1  AGRANA Plants in Different 
Divisions

SEGMENT 1988–1989 2002–2003 2006–2007
Sugar 4 15 13

Starch 2 5 5

Fruit 0 0 37

 Total 6 20 55

Source: AGRANA company presentation, June 2007, http://www.
agrana.com.

arrival as potential investment sites was fortunate. 
Facing powerful rivals from larger Western European 
countries but being constrained by its smaller home 
market, AGRANA has aggressively expanded its for-
eign direct investment (FDI) throughout CEE. Most 
CEE countries have since become EU members. As 
a result, CEE provides a much larger playground for 
AGRANA, allowing it to enhance its scale, scope, and 
thus its competitiveness.

At the same time, multinational production by 
global giants such as Nestlé, ConAgra, Coca-Cola, 
PepsiCo, and Danone has been growing by leaps and 
bounds, reaching more parts of the world. Emerging 
as a strong player not only in Austria and CEE but 
also in the EU, AGRANA has further “chased” its 
corporate buyers by investing in and locating supplier 
operations around the world. This strategy has allowed 
AGRANA to better cater to the expanding needs of 
its corporate buyers. 

Until 1918, Vienna had been the capital of the 
Austro-Hungarian Empire, whose territory not only 
included today’s Austria and Hungary but also numer-
ous CEE regions. Although formal ties were lost (and 
in fact cut during the Cold War), informal ties through 
cultural, linguistic, and historical links never disap-
peared. These ties have been reactivated since the end 
of the Cold War, thus fueling a rising interest among 
Austrian firms to enter CEE.

Overall, from an institution-based view, it seems 
natural that Austrian firms would be pushed by pres-
sures arising from the EU integration and pulled by 
the attractiveness of CEE. However, among hundreds 
of Austrian firms that have invested in CEE, not all 
are successful and some have failed miserably. So, how 
can AGRANA emerge as a winner from its forays 
into CEE? The answer boils down to AGRANA’s 
firm-specific resources and capabilities, a topic that we 
turn to next.

i n t e g r a t i v e  c a s e  1     AGRANA: From a Local Supplier to a Global Player

3  One component of the Common Agricultural Policy (CAP) of the EU is the common organization of the markets in the sugar sector 
(CMO Sugar). CMO Sugar regulates both the total EU quantity of sugar production and the quantity of sugar production in each sugar-
producing country. It also controls the range of sugar prices, essentially limiting competition by assigning quotas to incumbent firms, such as 
AGRANA. In 2006, the EU passed sugar reforms reducing subsidies and price regulation, influencing the competition in the marketplace. 
These reforms included a reduction of sugar production by six million tons over a four-year transition period. Sugar reforms such as these 
have forced some of AGRANA’s competitors to close a number of sugar facilities. However, AGRANA’s executives are optimistic about 
AGRANA’s future due to its investments in the fruit and starch markets.

Product-Related Diversification
AGRANA has long been associated with sugar and 
starch production in CEE. Until 2003, AGRANA’s 
focus on the sugar and starch industries worked well. 
However, the reorganization of the European sugar 
market by the European Union (EU) Commission 
in recent years motivated AGRANA to look in new 
directions for future growth opportunities.3 This new 
direction—fruit—has since become the third and larg-
est division at AGRANA (see Exhibit 1).

How to diversify? As a well-known processor in 
the sugar and starch industries, AGRANA wanted to 
capitalize on its core competence—the refining and 
processing of agricultural raw materials (sugar beets, 
cereals, and potatoes). To capitalize on its accumulated 
knowledge of the refinement process, AGRANA 
decided to diversify into the fruit-processing sector 
(Exhibit 2 gives a brief description of each of the 
three current divisions). First, entry into the fruit 
sector ensured additional growth and complemented 
AGRANA’s position in the starch sector. Since the 
Starch Division was already a supplier to the food and 
beverage industry, this allowed AGRANA to benefit 
from those relationships previously developed when
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it entered the fruit sector. Second, because the fruit 
sector is closely related to AGRANA’s existing core 
sugar and starch businesses, AGRANA could employ 
the expertise and market knowledge it has accumu-
lated over time, thus benefiting its new Fruit Division. 
AGRANA’s core competence of the refinement 
process allowed it to diversify into this new segment 
smoothly.

AGRANA’s CEO, Johann Marihart, believes that 
growth is an essential requirement for the manufac-
turing of high-grade products at competitive prices. 
Economies of scale have become a decisive factor for 
manufacturers in an increasingly competitive envi-
ronment. In both the sugar and starch segments, 
AGRANA grew from a locally active company to one 
of Central Europe’s major manufacturers in a very short 
span of time. Extensive restructuring in the Sugar and 
Starch divisions has allowed AGRANA to continue to 
operate efficiently and competitively in the European 
marketplace. Since its decision to diversify into the 
fruit-processing industry in 2003, Marihart has pur-
sued a consistent acquisitions policy to exploit strategic 
opportunities in the fruit preparations and fruit juice 
concentrates sectors. 

Acquisitions
How does AGRANA implement its expansion strat-
egy? In a word: acquisitions. Between 1990 and 2001, 
AGRANA focused on dynamic expansion into CEE 
sugar and starch markets by expanding from five plants 
to 13 and almost tripling its capacity. As the Sugar 
Division reached a ceiling to its growth potential due 
to EU sugar reforms, AGRANA began searching for a 
new opportunity for growth. Diversifying into the fruit 
industry aligned with AGRANA’s goal to be a leader 
in the industrial refinement of agricultural raw materi-
als. AGRANA began its diversification into the fruit 
segment in 2003 with the acquisitions of Denmark’s 
Vallø Saft and Austria’s Steirerobst. By July 2006, 
AGRANA’s Fruit Division had acquired three addi-
tional holding firms and was reorganized so all subsid-
iaries were operating under the AGRANA brand. 

AGRANA diversified into the fruit segment in 
2003 through the acquisition of five firms. With 
the acquisition of Denmark’s Vallø Saft Group (fruit 
juice concentrates) in April 2003, AGRANA gained 
a presence in Denmark and Poland. The acquisition 
of an interest (33%) in Austria’s Steirerobst (fruit 

EXHIBIT 2 AGRANA Divisions

Sugar:  AGRANA Sugar maintains nine sugar factories in five EU countries (Austria, Czech Republic, Slovakia, Hungary, 
and Romania) and is one of the leading sugar companies in Central Europe. The sugar AGRANA processes is 
sold to both consumers (via the food trade) and manufacturers in the food and beverage industries. Within this 
sector, AGRANA maintains customer loyalty by playing off its competitive strengths, which include high product 
quality, matching product to customer needs, customer service, and just-in-time logistics.

Starch:  AGRANA operates four starch factories in three countries (Austria, Hungary, and Romania). The products are 
sold to the food and beverage, paper, textile, construction chemicals, pharmaceutical, and cosmetic indus-
tries. To maintain long-term client relationships, AGRANA works in close collaboration with its customers 
and develops “made-to-measure solutions” for its products. As a certified manufacturer of organic products, 
AGRANA is Europe’s leading supplier of organic starch.

Fruit:  This third segment was added to the core sugar and starch segments to ensure continued growth during a time 
when AGRANA reached the limits allowed by competition law in the sugar segment. The Fruit Division oper-
ates 39 production plants across every continent. Like the Starch Division, the Fruit Division does not make any 
consumer products, limiting itself to supplying manufacturers of brand-name food products. Its principal focus 
is on fruit preparations and the manufacturing of fruit juice concentrates. Fruit preparations are special custom-
ized products made from a combination of high-grade fruits and sold in liquid or lump form. Manufacturing 
is done in the immediate vicinity of AGRANA customers to ensure a fresh product. Fruit juice concentrates are 
used as the basis for fruit juice drinks and are supplied globally to fruit juice and beverage bottlers and fillers.

Source: AGRANA International website, http://www.agrana.com.

http://www.agrana.com


384

preparations and fruit juice concentrates) in June 2003 
gave AGRANA an increased presence in Austria, 
Hungary, and Poland, while also establishing a pres-
ence in Romania, Ukraine, and Russia. AGRANA 
fully acquired Steirerobst in February 2006, and it first 
began acquiring France’s Atys Group (fruit prepara-
tions) in July 2004 (25%). The acquisition of Atys 
Group was complete in December 2005 (100%) and 
was AGRANA’s largest acquisition, since Atys had
20 plants spread across every continent. In November 
2004, AGRANA acquired Belgium’s Dirafrost (fruit 
preparations) under the Atys Group, and two months 
later (January 2005) acquired Germany’s Wink Group 
(fruit juice concentrates) under the Vallø Saft Group. 
AGRANA’s most recent expansion was a 50-50 joint 
venture under the Vallø Saft Group with Xianyang
Andre Juice Co. Ltd. (fruit juice concentrates) in China. 
These acquisitions allowed AGRANA to quickly (within 
two years!) become a global player in the fruit segment. 
Exhibit 3 provides an overview of AGRANA’s present 
locations around the globe.

The strategy of AGRANA is clearly laid out in its 
2006–2007 annual report: “AGRANA intends to con-
tinue to strengthen its market position and profitability 
in its core business segments . . . and to achieve a sus-
tainable increase in enterprise value. This will be done 
by concentrating on growth and efficiency, by means 
of investments and acquisitions that add value, with the 
help of systematic cost control and through sustainable 
enterprise management.” AGRANA’s growth strategy, 
consistent improvement in productivity, and value-
added approach have enabled it to provide continual 
increases in its enterprise value and dividend distribu-
tions to shareholders. The key to AGRANA’s global 
presence in the fruit segment is not only its many 
acquisitions but its ability to quickly integrate those 
acquired into the group to realize synergistic effects.

In Exhibit 4, the annual revenue is given for each 
sector. Although the Sugar Division was the leader 
in 2005–2006, contributing 50% of the revenue, 
AGRANA’s 2006–2007 annual report announced the 

Fruit Division as the new revenue leader (48%), sur-
passing projected expectations. AGRANA attributes 
its growth in the fruit sector to increases in dietary 
awareness and per capita income, two trends that are 
forecasted to continue to rise in the future. 

Diversifying Into Biofuel
In light of further EU sugar reforms, AGRANA has 
continually looked for new growth opportunities. On 
May 12, 2005, the supervisory board of AGRANA 
gave the go-ahead for the construction of an ethanol 
facility in Pichelsdorf, Austria. Construction was com-
plete in October 2007. However, due to the surge in 
prices for wheat and corn international commodity 
markets, it was shut down and is scheduled to com-
mence operation in the spring of 2008. AGRANA first 
began making alcohol in 2005, in addition to starch 
and isoglucose, at its Hungrana, Hungary, plant in a 
preemptive move to accommodate forthcoming EU 
biofuel guidelines. This move into ethanol was seen 
as a logical step by CEO Marihart. Similar to its move 
into the fruit sector, the production of ethanol allows 
AGRANA to combine its extensive know-how of pro-
cessing agricultural raw materials with its technological 
expertise and opens the door for further growth.

Sources: Based on media publications and company documents. The 
following sources were particularly helpful: (1) AGRANA investor 
information provided by managing director, Christian Medved, to 
Professor Mike Peng at the Strategic Management Society Conference, 
Vienna, October 2006; (2) AGRANA Company Profile 2007; 
(3) AGRANA Annual Report 2005–2006 and 2006–2007, http://www.
agrana.com (accessed August 1, 2007); (4) Sugar Traders Association, 
http://www.sugartraders.co.uk/ (accessed May 4, 2007); (5) N. Merret,
2007, Fruit segment drives Agrana growth, Food Navigator.com 
Europe, January 12; (6) N. Merret, 2006, Agrana looks east for com-
petitive EU sugar markets, Confectionery News.com, November 29; 
(7) AGRANA Preliminary Results for Financial Year 2006–2007, 
press release, May 7, 2007; (8) AGRANA Semi-Annual Report 
2007–2008 (accessed February 14, 2008); (9) C. Blume, N. Strang, & 
E. Farnstrand, Sweet Fifteen: The Competition on the EU Sugar Markets, 
Swedish Competition Authority Report, December 2002.
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EXHIBIT 3 AGRANA Plant Locations as of 2007

 SUGAR STARCH FRUIT  ETHANOL

Argentina     1  

Australia     1  

Austria 4 3 2 1

Belgium     1  

Bosnia Herzegovina 1 (50%)*     

Brazil     1  

Bulgaria     1 (50%)  

China     2  

Czech Republic 2   1  

Denmark      1  

Fiji     1  

France     2  

Germany     1  

Hungary 3 1 (50%)  3 X**

Mexico     1  

Morocco     2  

Poland     4  

Romania 2 1 1  

Russia   1 

Serbia     1  

Slovakia 1      

South Africa     1  

South Korea     1  

Turkey     1  

Ukraine   2 

USA     4  

  Total Plants 13 5 37 1

* AGRANA’s holding is given in parentheses when not 100%.
** The Hungrana, Hungary, plant also produces some ethanol.
Source: AGRANA 2006–2007 Annual Report.
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Case Discussion Questions
 1. From an industry-based view, how would you 

characterize competition in this industry? 

 2. From an resource-based view, what is behind 
AGRANA’s impressive growth?

 3. From an institution-based view, what opportunities 
and challenges have been brought by the integration 
of EU markets in both Western Europe and CEE?

 4. From an international perspective, what challenges 
do you foresee AGRANA facing as it continues its 
expansion into other regions, such as East Asia? 

EXHIBIT 4 AGRANA by Division

 SUGAR STARCH FRUIT TOTAL

Staff 2723 776 4724 8223

2005–2006 Revenue* 1040.04** (50%) 314.01 (15%) 730.62 (35%) 2084.67

2006–2007 Revenue 1059.34 (41%) 292.27 (11%) 1234.71 (48%) 2586.33

* Reported in USD, May 17, 2007, exchange rate used in calculation (US $1 = €0.74).
** Figures are reported in millions. 
Source AGRANA 2006–2007 Annual Report.
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1 This case was written by Charles E. Stevens (Fisher College of Business, The Ohio State University). © Charles E. Stevens. Reprinted 
with permission. Yen has been converted at a rate of US$1 = 117 Yen (based on the average exchange rate from 2006-2007).
2 The Japan Times: “Why have Japan’s bookworms turned?” (January 6, 2008).
3 JETRO: Nihon no Shuppan Sangyo no Do-ko- 2006, US Census.
4 Yahoo! Finance, Yahoo! Japan Finance.
5 JETRO: Nihon no Shuppan Sangyo no Do-ko- 2006.

INTEGRATIVE CASE 2
Bookoff, Amazon, and the Japanese 

Retail Bookselling Industry1

Charles E. Stevens
Fisher College of Business, The Ohio State University

In the Japanese retail bookselling industry, where discounting is banned by a cartel formed by 
incumbents, two new entrants, Bookoff and Amazon Japan, have successfully established 
themselves recently.

The Japanese are voracious readers. With annual 
sales approaching $10 billion, the Japanese retail 
bookselling industry is approximately as large as the 
US bookselling industry on a per-capita basis as of 
2008.2 Despite the fact that the population of Japan 
is only half that of the United States, Japan has 
approximately 17,000 retail book stores compared 
to the 11,000 book stores in the United States.3

Most of the largest book stores in Japan have been 
in existence since the World War II era, if not 
earlier—Maruzen (www.maruzen.co.jp [Japanese] 
or www.maruzen.co.jp/corp/en [English]), one of 
the largest booksellers in Japan, has been in business 
since 1869.

However, the competitive environment in the 
Japanese retail bookselling industry differs in many 
respects from its US counterpart. First, whereas the 
United States is dominated by a small number of large 
retail chains (principally Amazon, Barnes & Noble, and 
Borders), Japan is characterized by a large number of 
relatively small stores. For example, while Maruzen’s 
2006–2007 sales of $850 million are impressive by 
Japanese standards, they pale in comparison to the sales 
figures of Amazon ($14.84 billion), Barnes & Noble 
($5.44 billion), and Borders ($4.24 billion) in the same 
period (see Exhibit 1).4 Likewise, Maruzen’s 30 stores 

and 1,000 employees are greatly overshadowed by 
Barnes & Noble’s 800 stores and 51,000 employees. 
Additionally, while the American book market has 
shown steady growth in the past decade, the Japanese 
market has shrunk—industry sales have dropped by 
20% over the last decade.5 As a result, several thousand 
booksellers, mostly small “mom and pop” operations, 
have been forced out of business.
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This case introduces the competitive forces shap-
ing the Japanese retail bookselling industry, with an 
emphasis on interfirm rivalry and two new entrants, 
Bookoff (www.bookoff.co.jp) and Amazon Japan 
(www.amazon.co.jp), both of which successfully 
created unique strategies to succeed in an otherwise 
stagnant industry.

Industry Dynamics
Suppliers
Book retailers usually buy their books from wholesalers 
and sometimes directly from publishers. Competition 
in the area of book distribution is very low. Nippon 

Shuppan Hanbai (www.nippan.co.jp) and Tohan 
(www.tohan.jp), both founded immediately after 
World War II, traditionally control between 70% and 
90% of the book wholesale market.6 Also, there is a 
system called the Itaku Hanbai Seido (“Consignment 
Sale System”) in place that allows retailers and whole-
salers to return unsold books to the publisher free of 
charge, reducing risk and inventory levels for wholesal-
ers and especially retailers. Because retailers can return 
unsold books free of charge, they carry book inven-
tories larger than what would normally be considered 
efficient. As shown in Exhibit 2, many publications end 
up being returned (the return rate for books is nearly 
40%).7 Consequently, publishers and wholesalers prefer 
to supply larger retailers first—the large sales volumes 

i n t e g r a t i v e  c a s e  2     Bookoff, Amazon, and the Japanese Retail Bookselling Industry

6 Hoover’s Online: http://hoovers.com/.
7 JETRO: Nihon no Shuppan Sangyo no Do-ko- 2006.

EXHIBIT 1 Net Sales of American and Japanese Bookstores ($ millions)
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$1,282 $1,009 $849
$458 $456 $395 $321 $98

Sources: Yahoo! Finance, Yahoo! Japan Finance, Company web pages and annual reports. Sales figures are for 2006–2007.
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at the larger stores result in fewer books returned to 
publishers, leading to higher profits for the large retail-
ers (because they have preferential access to the newest 
and most popular books) and publishers (because they 
do not have to worry as much about returned books 
by supplying larger retailers first) alike. 

Although the publishers’ policy of supplying large 
retailers first has helped the bottom lines of the large 
retailers and the publishers, small retailers are increas-
ingly going out of business because they are unable 
to stock their stores with the newest bestsellers.8

Customers, in turn, must go to larger retailers since 
customers are unable to find the books they want at 
their neighborhood book stores. Thus, small retailers 
are confronted with the following paradox: Publishers 

will not supply them with the most lucrative bestsellers 
because of the small retailers’ declining sales and the 
risk of returned books, but the small retailers’ declining 
sales are due in large part to the fact that publishers will 
not supply them with the most lucrative bestsellers (!).

Buyers
The rise of the Internet has had a profound effect on 
the bookselling industry in Japan. While the Japanese 
used to lag behind other developed economies in 
terms of Internet penetration several years ago, they 
have now closed the gap. In 2002, 40% of Japanese 
were Internet users compared to 60% of Americans. In 
2007, the figures were 68% and 70%, respectively, for 

EXHIBIT 2 Percentage of Published Materials Returned to Publishers
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Source: JETRO: Nihon no Shuppan Sangyo no Do- ko-  2006.

8 The Japan Times: “Why have Japan’s bookworms turned?” (January 6, 2008).
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Japanese and Americans—a virtual tie.9 The Internet 
as a substitute form of entertainment has been cited 
as a cause for the overall drop in book sales in Japan, 
but others note that despite similar Internet use in the 
United States, the American publishing industry remains 
strong.10 One advantage of the rise of the Internet, 
however, has been the accompanying increase in 
online book sales. Whereas few Japanese booksellers 
had websites for e-commerce at the beginning of the 
decade, most now have websites where customers can 
order books. In 2005, over $80 million in book sales 
were conducted over the Internet in Japan—a 50% 
increase from 2004 (!).11

Several aspects of Internet usage are relatively 
unique to Japan. First, the use of mobile phones to 
access the Internet is much higher in Japan than the 
United States. Japanese users not only purchase books 
using their phones, they also read books on their 
phone. This has even given rise to a new book genre 
created to take advantage of this unique medium—the 
so-called “cell phone novel” that tends to be shorter 
in length and also incorporates graphics and anima-
tions.12 Also, while Internet usage has increased in 
Japan, e-commerce continues to lag behind relative 
to the United States. This is due to the aversion of 
many Japanese to credit card use and fears of identity 
theft—Japan is still largely a “cash society” despite the 
recent increase in the use of credit cards and even cell 
phones to make purchases. Given that credit cards are 
the primary payment method for online transactions, 
this mentality has understandably hampered e-commerce 
in Japan.

Interfirm Rivalry
As noted earlier, interfirm rivalry in this industry is 
characterized by large numbers of relatively small 
booksellers. While the American bookselling indus-
try is dominated by the triumvirate of Amazon, 

Barnes & Noble, and Borders, the Japanese market 
has no dominant bookseller or booksellers that have 
cornered the market (see Exhibit 1). One of the key 
reasons that no significant industry consolidation 
has occurred is the unique price-fixing system that 
makes it illegal for larger and potentially more effi-
cient booksellers to use price competition to drive 
out small competitors. Since 1980, laws have allowed 
publishers to fix the price of new books, music, and 
newspapers in the bookselling industry. In other 
words, if the publisher sets the price of a book at 
5,000 yen (approximately $45), all retailers are obli-
gated to sell that book to the consumer for exactly 
5,000 yen. The fixed price means that retailers are 
unable to compete on price. 

These price-fixing laws are known as the Saihanbai 

Kakaku Iji Seido (“Resale Price Maintenance System,” 
commonly known as the “Saihan system”). Despite 
anti-monopolistic legislature in Japan, cartels are 
illegal only if they substantially restrain competi-
tion “contrary to the public interest.”13 Supporters 
of the Saihan system have successfully argued to 
the Japanese government that cartels in the book 
publishing and retail industry neither run contrary 
to the public interest nor substantially restrain com-
petition. They argue that the Saihan system increases 
the number of publishers and booksellers, giving 
consumers a greater choice of reading materials and 
booksellers. Combined with the ability of retailers 
to return unsold books, this encourages booksellers 
to take a chance on giving shelf space to the works 
of lesser known authors. Thus, even though book 
sales have been decreasing over the past decade, the 
number of new titles has indeed been on the rise (see 
Exhibit 3).

While it is true that the number of booksellers, 
publishers, and book titles are comparatively higher 
in Japan since the introduction of the Saihan system, 
this has not translated into higher sales. Stagnation in 

 9 Internet World Stats: http://www.internetworldstats.com/.
10 The Japan Times: “Why have Japan’s bookworms turned?” (January 6, 2008).
11 JETRO: Nihon no Shuppan Sangyo no Do-ko- 2006.

12 JETRO: Nihon no Shuppan Sangyo no Do-ko- 2006.

13 M. Kotabe & K.W. Wheiler, 1996, Anticompetitive Practices in Japan (p.86), New York: Praeger.
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sales along with the steady increase of costs over time 
has reduced the profitability of both large chains and 
small stores. This has led industry analysts to predict a 
coming wave of mergers and consolidations.14

A book available in multiple book stores is an 
undifferentiated commodity. Consequently, competing 
on price would be a normal competitive strategy for 
new entrants. However, because of the Saihan system, 
which makes discounting illegal, it would appear that 
the already oversaturated Japanese retail booksell-
ing industry would be an inhospitable host for new 
entrants. Nevertheless, there have been two recent 
entrants, Bookoff (founded in 1991) and Amazon 
(which entered Japan in 2000). Both have threatened 

to revolutionize the bookselling industry in Japan in a 
surprisingly short time (see Exhibits 4 and 5). Despite 
the difficulty of entering a saturated and largely undif-
ferentiated industry, Bookoff and Amazon each used 
dramatically different strategies to succeed. The next 
sections will consider each company separately, and 
chronicle their successes and setbacks.

Bookoff
Over the years, Bookoff has been accused of unfair 
competition, cheating authors out of royalties, repre-
senting a threat to Japanese culture, single-handedly 

EXHIBIT 3 Japanese Bookselling Industry: Declining Sales, Increasing New Titles
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14 The Japan Times: “Why have Japan’s bookworms turned?” (January 6, 2008).
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destroying the nation’s book industry, and corrupt-
ing Japanese youth.15 However, Bookoff is not a 
“foreign invader.” It is entirely Japanese owned. The 
reason why competitors spit venom when they hear 
founder Takashi Sakamoto’s name, and the reason 
why Bookoff has grown from one store to become 
one of Japan’s largest retailers (with almost 900 stores 
as of 2008) in only a decade is simple: Bookoff uses 
a loophole in the Saihan system that enables it to be 
the only major bookseller that can lower the prices on 
their merchandise. The same Saihan system that sup-
ported the bookselling cartel for decades is the same 
system that is now handcuffing the industry leaders. 

Bookoff has taken advantage of the situation, seeing 
its sales soar to almost $400 million in the 2006–2007 
fiscal year—doubling its performance in five years.

The reason Bookoff can lower prices is due entirely 
to the fact that it is a used-book store. Used books are 
a major exemption to the Saihan system, as are books 
published outside of Japan (such as English language 
titles imported from the United States). It should be 
noted that Sakamoto prefers to call Bookoff a “new-
used” book store. Due to several new technologies 
that Sakamoto has championed, Bookoff is able to 
“rehabilitate” used books, using techniques that clean 
book covers and grind down dog-eared pages to make 

EXHIBIT 4 Sales Trends in Japan
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15 TIME Asia Online: http://www.time.com/time/asia/magazine/article/0,13673,501030217-421071,00.html.
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a used book look practically new. In other words, 
Bookoff is able to sell books at new book quality 
and used book prices—and because of the Saihan 
system there is nothing competitors can do about it! 
Additionally, Bookoff stores are as large, clean, and 
bright as the stores of large retailers like Kinokuniya or 
Maruzen. The only visual difference between Bookoff 
and its competitors is the price tag (!).

Another difference between Bookoff and its com-
petitors is the organization of the company. Unlike 
most bureaucracy-laden Japanese companies, Bookoff 
stores are all franchised, and owners and employees are 
encouraged to act like entrepreneurs. Additionally, 
unlike traditional used-book stores, Bookoff has a 
simple buy-back policy: it buys books from the cus-
tomers at 10% of its list price and sells them at 50% 
of their list price (the list price is the price “fixed” by 
the publisher that the other booksellers must sell new 
books at). In other words, Bookoff would buy a 5,000 
yen book for 500 yen and then sell that book, once it 
has been cleaned, for 2,500 yen.

At first glance, it may seem miraculous that a used-
book store has had such great success in Japan, a country 
that is traditionally image-conscious. However, Japan 
has been in and out of recessions since the early 1990s, 
and consumer buying trends are reflecting financial 
hardships. Economic realities are reshaping values, and 

attitudes toward used goods are becoming favorable. 
Consumers are becoming more focused on the effi-
cient use of a good instead of simply the possession of 
it.16 A “new-used” book store such as Bookoff is an 
acceptable compromise for the still image-conscious, 
but increasingly thrifty, Japanese consumer.

Young people in particular are getting on the 
Bookoff bandwagon. Forty percent of students in 
Japan now prefer these new-used stores to new 
stores.17 The entire used-goods industry in Japan is 
increasingly being referred to as the “recycle indus-
try” by its members, emphasizing the environmental 
benefits of “recycling” older goods, such as books 
and CDs, instead of simply throwing them away. 
As Japan moves away from its bubble economy and 
kaisute (buy-and-throw-away) mindset of the 1980s 
and 1990s, and as Japanese youth grow increasingly 
vocal in voicing their discontent toward the low 
priority the environment is given by the govern-
ment, this has become a smooth marketing move 
that has paid off for the self-styled “recycle stores.” 
People can make a few yen selling back their old 
books, save a few by buying new-used ones, and 
come out feeling frugal and environmentally con-
scious without suffering a drop-off in the quality of 
their books. It appears to be a win-win situation for 
consumers and for stores like Bookoff.

EXHIBIT 5  Financial Performance of Three Japanese Industry Leaders 
and Amazon

 BOOKOFF MARUZEN BUNKYODO AMAZON

Stock Price $4.42 $0.91 $3.93 $72.96

EPS $0.90 $0.39 -$0.75 $1.12

Price/Earnings 4.96 2.46 -5.22 64.97

ROE 19.76% 73.92% -25.89% 58.48%

ROA 8.00% 9.49% -1.96% 7.55%

Source: Yahoo! Finance, Yahoo! Japan Finance, data from February 18, 2008.

16 Ion Global – Japan Internet Report: http://www.jir.net/jir9_02.html.
17 The Book & the Computer: http://www.honco.net/os/index_0302.html. “Student” is defined as students from elementary school 
through college.
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Amazon Japan
By the end of 2000, Amazon had already established 
itself as one of the three main booksellers in its domestic 
market, along with the much older Barnes & Noble 
and Borders. Amazon’s success in the United States 
was based on its price advantage and wide selection, as 
it was able to offer a greater variety of books at a lower 
price than its bricks-and-mortar competitors. The less 
concentrated Japanese bookselling industry—the larg-
est Japanese bookseller, Maruzen, was only one-fifth 
the size of Amazon’s largest American competitor, 
Barnes & Noble—seemed ripe for the taking. When 
Amazon opened the “virtual doors” on its Japanese 
subsidiary on November 11, 2000, it appeared to be 
in a position to exploit a first-mover advantage and 
feast on a Japanese bookselling industry characterized 
by a large market but small competitors. However, 
optimism soured quickly when Amazon Japan’s 2001 
sales were a disappointing $150 million—a drop in 
the bucket compared to Amazon’s worldwide sales of 
$4 billion. Amazon’s struggles were puzzling given its 
great success in the United States.

Not surprisingly, the primary source of Amazon’s 
troubles lay with the unique Saihan system of Japan. 
For Amazon, whose primary competitive advantage 
rested on its ability to offer the lowest prices, the Saihan 
system was a critical roadblock. While this could have 
spelled doom for Amazon, by the end of 2007 Amazon 
stood on top of its Japanese competitors, raking in 
approximately $1.3 billion in sales (almost ten times the 
sales volume of 2001). In 2001, Amazon’s sales in Japan 
made up only 4% of its global sales. By 2007, Amazon’s 
Japan operations accounted for over 10%.18 

How did Amazon do this? First, even though 
Amazon was not the first online bookseller in Japan, it 
was the first to sell a wide variety of products besides 
books. Seven months after opening its Japanese store, 
Amazon added music, DVDs, and videos to its selec-
tion of books. In October 2001, Amazon began selling 
computer software and video games. By 2005, the soft-
ware and gaming division was Amazon’s second-largest 
source of sales after books. Games are not regulated 
by the Saihan system, which allows Amazon to give 

its customary 20%–30% discounts for these products. 
Between 2001 and 2008, many more products were 
added, including electronics, kitchen appliances, toys, 
sporting goods, and health and beauty products. By 
2005, book sales made up less than half of Amazon 
Japan’s total sales, a clear indication of the growing 
breadth of Amazon’s product lineup. By this time, 
Amazon’s online sales presence was nearly as large as 
that of Yahoo!’s Japanese site and Rakuten, the Japanese 
equivalent of eBay. Unlike books and music, many 
of these products are not under Saihan regulations, 
allowing Amazon to offer a large variety of products at 
discount prices. Even though Amazon was unable to 
sell books, music, and a few other core products at dis-
count prices, it was able to differentiate itself by offering 
a larger selection of products than its competitors.

Second, Amazon adjusted to the unique cultural 
environment of Japan. As mentioned earlier, a fear 
of fraud has made the Japanese comparatively more 
hesitant to make Internet credit card purchases. In 
response, Amazon Japan started a service in April 2006 
that allowed its customers to make payments at any of 
over 70,000 convenience stores and ATMs through-
out the country, enabling customers to avoid the 
risk of online fraud (as of 2007, Amazon Japan is the 
only Amazon subsidiary to offer this service). Also, in 
Japanese book stores there is a long tradition of tachi-

yomi (standing-and-reading), where customers will 
pick up a book or magazine and stand to read it for as 
much as an hour or two. Following in the footsteps of 
its US online store, in November 2005 Amazon Japan 
began to offer the “look inside” option for many of 
its books, allowing customers to read excerpts and pas-
sages from books before they purchase them.

Finally, Amazon used clever methods to bypass 
the Saihan system to indirectly offer products at lower 
prices. First, Amazon offered free shipping on pur-
chases over 5,000 yen (approximately $45). Later, the 
minimum amount was lowered to 1,500 yen (about 
$13)—lower than the $25 minimum offered by its US 
online store (as of 2008). Free shipping put Amazon 
on par with its bricks-and-mortar competitors, but 
gave it an advantage over other online stores that by 
and large did not (or could not) offer this service. Late 

18 Amazon does not separate its international sales by country, so sales figures here are from estimates by industry experts (for example, 
CNET Japan: http://japan.cnet.com/news/media/story/0,2000056023,20089876,00.htm).
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in 2003, Amazon Japan opened a Japanese version of 
its highly successful “Amazon Marketplace,” where 
third-party users sell both new and used products to 
each other. This allowed Amazon to indirectly sell 
books and music at prices below Saihan-mandated 
prices as third-party users. These third-party users, 
who are not bound by Saihan laws, officially made 
the transaction, not Amazon. Finally, Amazon started 
using a points system that allowed customers to accu-
mulate points based on the price of items purchased 
that could be redeemed for a gift certificate. Even 
though Amazon could not discount the prices on 
each item directly, the one-to-one correspondence 
between the price of items purchased and redeemable 
gift certificates created a nearly identical result. Several 
Japanese publishers have vehemently protested the use 
of this point system as a violation of the Saihan system 
of price fixing, but other retailers have followed suit, 
making the point system a common practice in the 
Japanese bookselling industry.19 Despite a slow start, 
once Amazon adjusted its strategy to the unique insti-
tutional environment of Japan, its sales took off and 
allowed the company to enjoy the same success it had 
gained in its home US market.

Future Trends
The main defining characteristic of the Japanese 
retail bookselling industry is the unique institutional 
context. The Itaku Hanbai system that allows retail-
ers to return books to publishers free of charge and 
the Saihan system that allows publishers to fix the 
price at which retailers can sell their books to the end 
consumer have been in place since 1980, and have 
dramatically affected the competitive dynamics of this 
industry. Although there have been several attempts at 
reform, the government has not been able to garner 

enough support or motivation to pass anything yet. 
However, Japanese antitrust laws are currently in a 
state of flux, and with the “unfair” success of Bookoff 
and Amazon Japan in getting around aspects of the 
Saihan system, the clamor for reform (if not out-
right repeal) of the system has dramatically increased 
both within and outside the industry.20 Although the 
Japanese government has historically been slow to act, 
given the general malaise of the Japanese economy and 
the government’s desperation to jump-start it, many 
see open competition as inevitable. Booksellers world-
wide eyeing Japan must continue to focus on this situ-
ation. Any change that occurs in Japan will radically 
alter how domestic and foreign booksellers approach 
this large and potentially lucrative market.

Case Discussion Questions
 1. Why is the profitability of large Japanese retail 

booksellers relatively poor and their scale rela-
tively small?

 2. The Saihan system serves as a price-fixing cartel to 
deter entry. This practice, often labeled “collusive” 
and “anticompetitive,” would be illegal in many 
countries such as the United States. What are the 
benefits for individual companies and the industry 
to participate in this system? What are the costs?

 3. Draw on the industry-, resource-, and institution-
based views to explain the success of Bookoff and 
Amazon Japan. 

 4. What is going to happen if the Saihan system 
dissolves?

 5. If you were a board member of Barnes & Noble 
or Borders, would you approve a proposal to open 
a series of book stores in Japan now? Would you 
change your mind if the Saihan system dissolves?

19 JETRO: Nihon no Shuppan Sangyo no Do-ko- 2006.

20 Japan Entrepreneur Report: http://www.japanentrepreneur.com/200302.html.
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INTEGRATIVE CASE 3
Mattel and the Toy Recalls (B)1 

Hari Bapuji 
University of Manitoba

Paul Beamish
Ivey School of Business, University of Western Ontario

Mattel recalls thousands of toys made in China due to quality issues.

“China is now issuing two types of toys: leaded and un-leaded.”

– Jay Leno, U.S. Talk Show Host

On August 14, 2007, the U.S. Consumer Product 
Safety Commission (CPSC) in cooperation with Mattel 
announced five different recalls of Mattel’s toys. See 
Exhibit 1 for excerpts of the CPSC recall notices. On 
the same day, Mattel issued a press release (see Exhibit 2)
and held a press conference. Bob Eckert, CEO of 
Mattel, made a five minute briefing and answered the 
questions posed by the reporters. Following are some 
excerpts from Eckert’s address.2

As you know today Mattel announced in coop-
eration with the U.S. Consumer Product Safety 
Commission voluntary recalls on two issues, a 
product recalled for impermissible levels of lead 
and an expansion of the November 2006 magnet 
recall. We’ve already put measures in place to 

address these issues, and I will talk about those 
in a moment. Obviously we don’t wanna have 
recalls, but in acting responsibly we won’t hesi-
tate to take action to correct issues to assure the 
safety of our products and the safety of children. 
I want to underscore that Mattel has extremely 
rigorous testing and quality procedures in place 
and we will continue to be vigilant in enforc-
ing quality and safety. First Mattel has volun-
tarily recalled one toy from the Cars die cast 
vehicle line, manufactured between May 2007 
and July 2007 containing impermissible levels 
of lead. The recall of the ‘Sarge Toy’ results 
from Mattel’s on going testing procedures. The 
Cars toy was produced by Early Light Industrial 
Company, one of Mattel’s contract manufacturing
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facilities in China, which subcontracted the 
painting of parts of the toy to another vendor 
named Hong Li Da, also in China. While the 
painting subcontractor was required to utilize 
certified paint supplied directly from Early Light, 
he had instead violated Mattel standards and 
utilized paint from a non-authorized third party 
supplier. To address this issue we have immedi-
ately implemented a strengthened three point 
check system . . . . (details of the system)

Additionally Mattel is voluntarily recall-
ing certain toys with magnets manufactured 
between January 2002 and January 31st, 2007 
that may release small powerful magnets. The 
recall expands upon Mattel’s voluntary recall 
of 8 toys in November 2006 and is based on a 
thorough internal review of all of our brands 
that have toys with magnets and analyzed the 
ways in which magnets may come loose. Since 
January, 2007 all magnets used in our toys have 
been locked into the toy with sturdy mate-
rial holding in the edges around the exposed 
face of the magnet or completely covering the 
magnet. We now believe it is prudent to recall 
our older toys with magnets that do not meet 
our latest retention system requirements. This 
means we are recalling 72 toys that were dis-
tributed in prior years. The safety of children 
is our main concern and we’re confident that 
our new requirements work based on our con-
tinued testing and consumer experience. The 
risk of magnets are swallowed is serious and we 
believe that all our toys with magnets should 
have the safety benefit of our new standards.

The news of the recall spread like wildfire all 
over the world. The media coverage it received was 
unprecedented, with TV channels running the story 
through the day. Several analysts pointed to the pre-
vious recalls of Chinese-made goods and demanded 
that the U.S. and Chinese governments must act. The 
recall of Mattel toys was quickly followed by several 

other recalls of Chinese-made goods. About 40 dif-
ferent products, most made in China, were recalled 
for excess lead. Mattel announced three more recalls 
on September 4 in which an additional 773,900 toys 
made in China were recalled for excess lead.

The spate of recalls severely eroded consumer con-
fidence. In a poll conducted by Reuters/Zogby,3 the 
majority of people (close to 80 per cent) reported that 
they were apprehensive about buying goods made in 
China. Nearly two-thirds (63 per cent) of the respon-
dents reported that they were likely to participate in a 
boycott of Chinese goods until the Chinese govern-
ment improved the regulations governing the safety of 
the goods exported to the United States. Several other 
opinion polls conducted by news agencies and market 
research firms revealed similar sentiments.

The governments in the West quickly responded 
to the crisis of confidence. At a summit of North 
American political leaders in Canada, the heads of 
governments of Canada, the United States, and 
Mexico decided to crack down on unsafe goods, par-
ticularly those designed for children. Using the Mattel 
recalls case, EU Consumer Commissioner Meglena 
Kuneva, initiated an extensive review of the strengths 
and weaknesses of the consumer product safety 
mechanisms in Europe. The review had involved 
extensive work with national surveillance authori-
ties, the Chinese authorities, the U.S. authorities, the 
European toy industry, retailers, as well as consulta-
tions with the European Parliament. The government 
of Brazil decided to halt the import of toys by Mattel 
until the lead issue was resolved.

The U.S. Senate as well as the House of Commons 
held hearings on the safety of imported products and 
Bob Eckert was summoned to testify in both the 
hearings. In those hearings, Eckert asserted:4 “a few 
vendors, either deliberately or out of carelessness, cir-
cumvented our long-established safety standards and 
procedures.”  

The recalls catapulted consumer product safety 
to the center of debate. Questions were raised about 
whether the CPSC had enough resources to ensure 

3 http://www.signonsandiego.com/news/nation/20070919-0400-usa-foodsafety-poll.html
4 Testimony of Robert Eckert, CEO, Mattel, to the Sub-committee on Commerce, Trade, and Consumer Protection of the Committee 
on Energy and Commerce. September 19, 2007.
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product safety. Consumer advocates and some politi-
cians pointed to the steady budget and staffing cuts the 
CPSC faced; with 420 employees in 2007, the CPSC 
was half its size of the 1980s. Many wondered if that 
number was adequate to monitor 15,000 consumer 
products in a market valued at US$614 billion. It 
was pointed out that CPSC had only one employee 
devoted to testing the safety of toys. Also, only 15 
CPSC inspectors were available to check all the U.S. 
ports where import shipments were received.5 

Given the limited resources of the CPSC, it was 
easy for unscrupulous companies to “play truant.” 
And, the CPSC “lacked the teeth” to check it. For 
example, the maximum penalty the CPSC could 
impose on companies for violations was $1.8 mil-
lion. Imposing penalties was never easy because the 
burden of proof rested with the CPSC. Additionally, 
the CPSC could not even make public its concerns or 
investigations about companies. It was required by law 
to take prior approval of the companies whose names 
were being divulged.6

The role of Mattel in ensuring product safety 
was also under scrutiny. Some observers pointed 
that Mattel had not informed the CPSC within the 
stipulated time. In the past, Mattel was fined twice by 
the CPSC for not informing the latter about product 
hazards in a timely manner. If the alleged delay by 
managers was indeed true, then it was possible that 
shareholders might sue the directors and senior execu-
tives of the company for the delays and exposing the 
company to risk.

In an interview with the Wall Street Journal, Eckert 
felt that the CPSC requirement of immediately report-
ing the incidents was unreasonable and that Mattel had 
the freedom to investigate the incidents before provid-
ing the information to the CPSC. When asked by the 
media about the time Mattel took to recall, Eckert said 
that the company asked the CPSC to initiate a fast-
track recall and they acted as fast as they could. Some 
observers criticized Mattel for being unapologetic 
about the recalls. Efforts by several reporters to reach 
Mattel after August 14 were in vain.

Mattel’s customers were livid about the recalls and 
wondered if the company had any control and moni-
toring systems at all because they were recalling toys 
sold over the previous three years. Some wondered if 
Mattel had any quality systems to test the manufac-
tured toys for safety. As the recalls were announced, 
parents found it difficult to empty the toy baskets of 
their children without “breaking their hearts.” Some 
families filed class-action lawsuits, asking Mattel to pay 
for tests to determine if children were exposed to lead. 
More lawsuits were expected to follow. 

The recalls made the licensors of brands to Mattel, 
such as Disney and Sesame Workshop, very nervous. 
They feared the erosion of their brand value because 
of the lead paint issue. Disney announced independent 
testing of the toys it made with Disney brand names. 
One of the largest toy retailers, Toys ‘R’ Us also began 
to conduct its own lead testing of toys on its shelves.7 

The continued attention to the issue of recall and 
particularly Mattel’s role began to affect the image of 
all toys sold in the United States. The toys made by 
every company were being scrutinized and consum-
ers were looking more carefully at the toys to find 
out where they were made. Many consumers rushed 
in search of toys made in the United States or other 
developed countries, but they were hard to find. Not 
to be discouraged, some enthusiasts set up websites 
to inform shoppers about where to buy American 
toys (www.howtobuyamerican.com) and others set 
up businesses that sold toys not made in China, aptly 
named NMC Toys (Not Made in China Toys www.
nmctoys.com). A few companies, such as Little Tykes, 
which manufactured some of their toys in the United 
States began to prominently display Made in USA 
labels on their toys.

Some analysts argued that the suppliers in China 
and elsewhere were compromising on safety to meet 
the ever increasing pressure of the Western toy com-
panies to supply toys and other products at a cheaper 
cost, even in the face of increasing raw material and 
wage costs. This resulted in a double-squeeze for 
the toy suppliers. Some consumer advocates asserted 

5 Stephen Labaton. Bigger budget? No, responds safety agency. New York Times, Oct. 30, 2007.
6 Felcher M. 2001. It’s No Accident: How Corporations Sell Dangerous Baby Products. Common Courage Press: Monroe, ME
7 http://www.reuters.com/article/domesticNews/idUSN1040588720070910
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8 Delios A, Beamish P, Zhao X. 2008. The evolution of Japanese investment in China: From toys to textiles to business process outsourcing. 
Asia Pacific Business Review (forthcoming).
9 Ibid.
10 Ibid.
11 http://www.ckgsb.edu.cn:8080/article/600/3051.aspx

i n t e g r a t i v e  c a s e  3     Mattel and the Toy Recalls (B)

Wage rates are going up in southern China, and 
it’s harder for us to find employees in southern 
China. You know, next to a toy factory 20 years 
ago, there was empty land. Today next to every 
toy factory, I think you can look to your left and 
see a cell phone plant or some sort of electronics 
plant. You might be able to look to your right 
and see an auto manufacturer.

The effect of recalls began to take a toll on the 
already besieged toy suppliers in China. On August 
11, 2007, Cheung Shu-hung, who directly managed 
the operations of Lee Der, committed suicide. He 
was 48, single, and lived in a 250 square foot room 
in one of Lee Der’s offices. He was considered to be 
kind to the factory workers and was credited with 
the better working conditions that prevailed in the 
three factories of Lee Der. Shop floor salaries for a 
10-hour, six-day week in Lee Der factories ranged 
between US$120 and 180 a month, higher than 
the local average of $130 a month for seven-day 
week schedules that often ran 14-hours a day. Also, 
employees received overtime pay when the shift 
exceeded 10 hours. One of the last things Cheng 
Shu-hung did was to sell his factories and pay wages 
to his employees.11

Following the recalls, Chinese employees in Lee 
Der and other factories became jobless. The condi-
tions of workers became an issue of discussion. Some 
observers wondered what the effect of lead was on 
the employees who painted lead on the toys, and thus 
ingested it, every day of the week. 

The recalls began to severely erode “Brand China” 
and the Chinese government quickly set up a taskforce 
under the leadership of Chinese Vice Premier Wu Yi 
to ensure product safety. This taskforce intensified 
the inspection of Chinese plants and suspended or 
revoked the export licenses of hundreds of companies. 
Some suppliers named in the recalls were jailed. 

that companies like Mattel which brought the toys 
into the United States had the primary responsibility 
for ensuring the safety of products — that no matter 
where in the global supply chain, the problem might 
have occurred.

The suppliers in China faced pressures from large 
toy companies, who in turn faced pressures from 
large retailers, to cut down costs. Additionally, the 
economic growth enjoyed by China resulted in rising 
wages, and a general increase in the cost of doing 
business. Within China, toy-making is clustered in 
Guangdong province. The Nominal Wage Rate 
Index (NWRI) in Guangdong increased to 545 in 
2003 from a base of 100 in 1991. The increase was 
much higher than the national average of 450 in 
2003, and was fifth largest within China. The average 
Consumer Price Index (CPI) in China rose from 100 
in 1992 to 202 in 2004. The rise in CPI was less stark 
for Guangdong province, reaching 189.8 

The suppliers in China faced another problem: the 
rising value of the yuan when compared to other Asian 
currencies. For example, since 1997 the Chinese yuan 
has appreciated nearly four fold against the Indonesian 
rupiah, doubled in value against the Philippine peso, 
and increased in value by at least 1.5 times against 
the South Korean won, the Malaysian ringgit and the 
Thai baht. As a result, these destinations were becom-
ing increasingly attractive for manufacturing and the 
advantage of operating in China was eroding.9

As a result of the increased wages, cost of living 
and the value of the yuan, the pattern of economic 
activity in China underwent a rapid change. Industrial 
activity had shifted to higher-value industries which 
could absorb the rising costs. Exhibit 3 presents the 
changes in industry concentration by region in China. 
From being dominant in only one region in 1990, 
electronic equipment was the most dominant indus-
trial activity in four regions in 2006.10 The shift in 
industrial activity was best captured in the words of 
the Mattel CEO:
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Faced with intense pressure from all quarters, 
the Chinese authorities asserted that the majority of 
products made in China were safe and that Western 
companies were unduly blaming China. Several sup-
pliers who worked with big companies and were 
forced to close factories or lay off workers asserted 
that Mattel and other large companies were making 
them scapegoats.

In what appeared to be a counter-offensive, China 
rejected North American imports such as frozen pig 
kidneys imported from the United States and frozen 
pork spareribs from Canada. These products were 
found to contain residues of ractopamine, forbidden 
for use as veterinary medicine in China.12 Also, China 
rejected shipments of U.S.-made orange pulp and 
dried apricots containing high levels of bacteria and 
preservatives.13

In an effort aimed at enhancing product safety, the 
CPSC and its Chinese-counterpart AQSIQ met in 
Washington on September 11-12, 2007. This meet-
ing culminated in agreement to ban the use of lead in 
toys made in China. At the meeting, in his address, 
the AQSIQ chief asserted that the West was blaming 
China for the problems created by its toy companies. 
In support of his assertion, he mentioned a recent 
Canadian study which found that the majority of toy 
recalls in the U.S. were due to design flaws. 

According to a report in the New York Times on 
September 12, 2007, two Canadian business school 
researchers, after analyzing the toy recalls in the United 
States over the previous 20 years, found that 76 per cent 

of the recalls were due to design flaws such as sharp 
edges, easily detachable small parts, and long strings. In 
contrast, only 10 per cent were due to manufacturing 
flaws such as using poor material, incorrect assembly, 
and use of unacceptable material like lead paint. The 
researchers argued that China should not be blamed 
for most of the recalls, when a vast majority of the 
problems were because of the designs made in the 
corporate headquarters of toy companies.

Mattel had considerable interests in China. Five 
of its factories were located in China and a very 
large number of factories made toys for Mattel, 
directly or indirectly. The Chinese news agencies 
began to report that Chinese suppliers were being 
made a scapegoat by Mattel, despite the fact that 
90 per cent of the toys recalled on August 14 were 
due to magnets detaching, which was a design prob-
lem for which Mattel was responsible. The loss of 
reputation for China as a result of the recalls was 
huge and Mattel seemed like the floodgate that had 
opened it.

Case Discussion Questions
 1. What went wrong with Mattel’s recall strategy?

 2. Who are Mattel’s stakeholders? Who did Mattel 
cater to in the recall?

 3. What values did Mattel exhibit during the recall? 
How did they affect Mattel?

 4. What should Mattel do right now and in the future?

12 http://www.cbc.ca/consumer/story/2007/09/17/china-trade.html
13 http://www.cbc.ca/consumer/story/2007/06/26/china-trade.html
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EXHIBIT 1

CPSC RECALL NOTICES

FOR IMMEDIATE RELEASE Firm’s Recall Hotline: (888) 597-6597
August 14, 2007  CPSC Recall Hotline: (800) 638-2772
Release #07-273  CPSC Media Contact: (301) 504-7908

Additional Reports of Magnets Detaching from Polly Pocket Play Sets Prompts Expanded Recall by Mattel
WASHINGTON, D.C. - The U.S. Consumer Product Safety Commission, in cooperation with the firm named below, today 
announced a voluntary recall of the following consumer product. Consumers should stop using recalled products immediately 
unless otherwise instructed. 
Name of Products: Various Polly Pocket dolls and accessories with magnets
Units: About 7.3 million play sets (about 2.4 million play sets were recalled on November 21, 2006)
Importer: Mattel Inc., of El Segundo, Calif.
Hazard: Small magnets inside the dolls and accessories can come loose. The magnets can be found by young children and swal-
lowed or aspirated. If more than one magnet is swallowed, the magnets can attract each other and cause intestinal perforation 
or blockage, which can be fatal. 
Incidents/Injuries: Since the previous recall announcement, Mattel has received more than 400 additional reports of magnets 
coming loose. CPSC was aware in the first recall announcement of 170 reports of the magnets coming out of the recalled toys. 
There had been three reports of serious injuries to children who swallowed more than one magnet. All three suffered intestinal 
perforations that required surgery. 
Description: The recalled Polly Pocket play sets contain plastic dolls and accessories that have small magnets. The magnets 
measure 1/8 inch in diameter and are embedded in the hands and feet of some dolls, and in the plastic clothing, hairpieces and 
other accessories to help the pieces attach to the doll or to the doll’s house. The model number is printed on the bottom of the 
largest pieces on some of the play sets. Products manufactured after November 1, 2006 and are currently on store shelves are not 
included in this recall. Contact Mattel if you cannot find a model number on your product to determine if it is part of the recall. 
Sold at: Toy stores and various other retailers from May 2003 through November 2006 for between $15 and $30.
Manufactured in: China
Remedy: Consumers should immediately take these recalled toys away from children and contact Mattel to receive a voucher for 
a replacement toy of the customer’s choice, up to the value of the returned product.
~~~~~~~~~~~~~~
Mattel Recalls Doggie Day Care™ Magnetic Toys Due to Magnets Coming Loose
Name of Product: Doggie Day Care™ play sets
Units: About 1 million
Importer: Mattel Inc., of El Segundo, Calif.
Hazard: Small magnets inside the toys can fall out. Magnets found by young children can be swallowed or aspirated. If more than 
one magnet is swallowed, the magnets can attract each other and cause intestinal perforation or blockage, which can be fatal.
Incidents/Injuries: The firm has received two reports of magnets coming loose. No injuries have been reported.
Description: The recalled Doggie Day Care play sets have various figures and accessories that contain small magnets.
Sold at: Toy stores and various other retailers nationwide from July 2004 to August 2007 for between $4 and $20. 
Manufactured in: China
Remedy: Consumers should immediately take the recalled toys away from children and contact Mattel to receive a free replace-
ment toy.
~~~~~~~~~~~~~~~~~~~~~ 
Mattel Recalls Barbie and Tanner™ Magnetic Toys Due to Magnets Coming Loose
Name of Product: Barbie and Tanner™ play sets 
Units: About 683,000
Importer: Mattel Inc., of El Segundo, Calif.
Hazard: A small magnet inside the “scooper” accessory can come loose. Magnets found by young children can be swallowed or 
aspirated. If more than one magnet is swallowed, the magnets can attract each other and cause intestinal perforation or block-
age, which can be fatal.
Incidents/Injuries: The firm has received three reports of magnets coming loose. No injuries have been reported.
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EXHIBIT 1 (continued)

Description: The recall involves Barbie and Tanner™ play sets -- model numbers J9472 and J9560. The toys include a “scooper” 
accessory with a magnetic end. Recalled scoopers have a visible, silver-colored, disc-shaped magnet on the end of the scooper. 
Scoopers with a white material covering the magnet and products manufactured after January 31, 2007 are not recalled.
Sold at: Toy stores and various other retailers nationwide May 2006 to August 2007 for about $16.
Manufactured in: China
Remedy: Consumers should immediately take the recalled toys away from children and contact Mattel to receive a free replace-
ment toy. 
~~~~~~~~~~~~~~~~~~~~~ 
Mattel Recalls “Sarge” Die Cast Toy Cars Due To Violation of Lead Safety Standard 
Name of Product: “Sarge” die cast toy cars
Units: About 253,000
Importer: Mattel Inc., of El Segundo, Calif.
Hazard: Surface paints on the toys could contain lead levels in excess of federal standards. Lead is toxic if ingested by young 
children and can cause adverse health effects.
Incidents/Injuries: None reported.
Description: The recall involves die cast “Sarge” 2 ½ inch toy cars. The toy looks like a military jeep and measures about 2 ½ 
inches long by 1 inch high by 1 inch wide. The recalled toy has the markings “7EA” and “China” on the bottom. The “Sarge” toy 
car is sold alone or in a package of two, and may have the product number M1253 (for single cars) and K5925 (for cars sold as 
a set) printed on the packaging. The cars marked “Thailand” are not included in this recall.
Sold at: Retail stores nationwide from May 2007 through August 2007 for between $7 and $20 (depending on whether they 
were sold individually or in sets). 
Manufactured in: China
Remedy: Consumers should immediately take the recalled toys away from children and contact Mattel. Consumers will need to 
return the product to receive a replacement toy.
~~~~~~~~~~~~~~~~~~~~~~
Mattel Recalls Batman™ and One Piece™ Magnetic Action Figure Sets Due To Magnets Coming Loose
Name of Product: Batman™ and One Piece™ magnetic action figure sets 
Units: About 345,000
Importer: Mattel Inc., of El Segundo, Calif.
Hazard: Small, powerful magnets inside the accessories of the toy figures can fall out and be swallowed or aspirated by young 
children. If more than one magnet is swallowed, they can attract inside the body and cause intestinal perforation, infection or 
blockage which can be fatal.
Incidents/Injuries: The firm is aware of 21 incidents where a magnet fell out of the toy figure, including a case of a 3-year-old 
boy who was found with a magnet in his mouth. The boy did not swallow the magnet and no injuries have been reported to 
Mattel and CPSC. 
Description: The recalled Batman™ toys include: 

• The Batman™ Magna Battle Armor™ Batman™ figure with model number J1944, 

• The Batman™ Magna Fight Wing™ Batman™ figure with model number J1946, 

• The Batman™ Secret ID™ figure with model number J5114, and 

•  The Batman™ Flying Fox™ figure with model number J5115. The seven inch tall action figures include the Batman logo on the 
front and include magnetic accessories. The model number is located on the lower right corner of the tag which is sewn to 
the figure. 

The recalled One Piece™ toy is: 

•  One Piece™ Triple Slash Zolo Roronoa™ figure with model number J4142. The 5 ½ inch tall action figure has green hair, 
black pants, and has magnets in his hands which connect to magnets on various swords that the figure can hold. The model 
number is printed on the back of the action figure’s left leg.

Sold at: Discount department stores and toy stores nationwide from June 2006 through June 2007 for about $11.
Manufactured in: China
Remedy: Consumers should immediately stop using the toy and contact Mattel for instructions on how to return it to receive a 
free replacement toy.
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EXHIBIT 2

MATTEL PRESS RELEASE - MATTEL ANNOUNCES EXPANDED RECALL OF TOYS

One product recalled for impermissible levels of lead
November 2006 magnet recall expanded

EL SEGUNDO, Calif., August 14, 2007 – Mattel, Inc. announced today that the company has voluntarily recalled one toy from 
the “CARS” die-cast vehicle line (“Sarge” character), manufactured between May 2007 and July 2007, containing impermissible 
levels of lead. The recalled vehicles include 436,000 total toys, including 253,000 in the U.S. and 183,000 outside of the U.S.

The recall of the Sarge toy results from Mattel’s increased investigation and ongoing testing procedures following the recall of 
select Fisher-Price toys on August 1, 2007. The toy was produced by Early Light Industrial Co., Ltd (Early Light), one of Mattel’s 
contract manufacturing facilities in China, which subcontracted the painting of parts of the toy to another vendor, Hong Li Da 
(HLD), also in China. While the painting subcontractor, HLD, was required to utilize paint supplied directly from Early Light, it 
instead violated Mattel’s standards and utilized paint from a non-authorized third-party supplier. 

“We have immediately implemented a strengthened three-point check system: First, we’re requiring that only paint from certified 
suppliers be used and requiring every single batch of paint at every single vendor to be tested. If it doesn’t pass, it doesn’t get 
used. Second, we are tightening controls throughout the production process at vendor facilities and increasing unannounced 
random inspections. Third, we’re testing every production run of finished toys to ensure compliance before they reach our 
customers. We’ve met with vendors to ensure they understand our tightened procedures and our absolute requirement of strict 
adherence to them,” said Jim Walter, senior vice president of Worldwide Quality Assurance, Mattel. 

Additionally, Mattel announced the voluntary recall of magnetic toys manufactured between January 2002 and January 31, 2007, 
including certain dolls, figures, play sets and accessories that may release small, powerful magnets. The recall expands upon 
Mattel’s voluntary recall of eight toys in November 2006 and is based on a thorough internal review of all Mattel’s brands. 
Mattel is recalling 18.2 million magnetic toys globally (9.5 million in the U.S.); however, the majority of the toys are no longer 
at retail. Beginning in January 2007, Mattel implemented enhanced magnet retention systems in its toys across all brands. 

“Since our November 2006 magnet-related recall, we have implemented more robust magnet retention systems and more rigor-
ous testing. We are exercising caution and have expanded the list of recalled magnetic toys due to potential safety risks associ-
ated with toys that might have loose magnets,” said Walter. 

“The safety of children is our primary concern, and we are deeply apologetic to everyone affected,” said Robert A. Eckert, chair-
man and chief executive officer, Mattel. “Mattel has rigorous procedures, and we will continue to be vigilant and unforgiving in 
enforcing quality and safety. We don’t want to have recalls, but we don’t hesitate to take quick and effective action to correct 
issues as soon as we’ve identified them to ensure the safety of our products and the safety of children.”

Issues Safety Alert to Consumers
Mattel is working in cooperation with the U.S. Consumer Product Safety Commission and other regulatory agencies worldwide. 
Mattel is also working with retailers worldwide to identify and remove affected products from retail shelves.

Details of the recall are as follows
Mattel voluntarily recalled 63 magnetic toys sold at retail prior to January 2007. Magnetic toys recalled within the U.S. include 
44 Polly Pocket™ toys, 11 Doggie Day Care® toys, 4 Batman™ toys, 1 One Piece™ toy, and the accessory part of 2 Barbie® toys. 
For additional information regarding the magnetic toy recall, contact Mattel at (888) 597-6597, or visit the company’s Web site 
at www.service.mattel.com.

The Sarge toy from the “CARS” die-cast vehicle line was manufactured between May 2007 and August 2007. For additional 
information regarding the Sarge toy recall, contact Mattel at (800) 916-4997, or visit the company’s Web site at www.service.
mattel.com.

A full list of products is published on the company’s Web site at www.mattel.com, as well as by the Consumer Products Safety 
Commission. Consumers should immediately take these products away from children and contact Mattel to arrange return and 
to receive a voucher for a replacement toy of the consumer’s choice, up to the value of the returned product.

Source: Mattel Website
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EXHIBIT 3 Industry Concentration by Region in China (1990–2006)

REGION INDUSTRY (1990) CONC. INDUSTRY (2000) CONC. INDUSTRY (2006) CONC.
North Industrial  16% Industrial 17% Electronic 17%
 Machinery  Machinery  Equipment 

Northeast Apparel 20% Industrial  17% Electronic  19%
   Machinery  Equipment 

East Apparel 27% Apparel 16% Electronic  19%
     Equipment 

Mid-South Electronic  26% Electronic  28% Electronic  30%
 Equipment  Equipment  Equipment 

Southwest Food Products 50% Transportation  49% Transportation  47%
   Equipment  Equipment 

Northwest Food Products 25% Industrial  41% Industrial  32%
   Machinery  Machinery

Note:  North = Beijing, Tianjin, Hebei, Shanxi, Inner Mongolia
 Northeast = Liaoning, Jilin, Heilongjiang
 East = Shanghai, Jiangsu, Zhejiang, Anhui, Fujian, Jiangxi, Shandong
 Mid-South = Henan, Hubei, Hunan, Guangdong, Guangxi, Hainan
 Southwest = Chongqing, Sichuan, Guizhou, Yunnan, Tibet
 Northwest = Shaanxi, Gansu, Qinghai, Ningxia, Xinjiang

Source: Delios A, Beamish P, Zhao X. 2008. The evolution of Japanese investment in China: From toys to textiles to business process outsourcing. 
Asia Pacific Business Review (forthcoming).
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1 This case was written by Hao Chen (University of Texas at Dallas) under the supervision of Professor Mike Peng. It was based on 
published sources. The views expressed are those of the author and not necessarily those of the individuals and organizations mentioned. 
© Hao Chen. Reprinted with permission.

INTEGRATIVE CASE 4
Not a Toy Problem: How Chinese Toymakers 

Respond to Recalls1

Hao Chen
University of Texas at Dallas 

Facing a sudden onslaught of product recalls, Chinese toymakers responded differently.

According to China Central Television, in 2008, 75% 
of the toys in the world were made in China, 70% of 
which were made in Guangdong Province. In total, 
approximately 10,000 factories in China export toys. 
Although Chinese toymakers dominate the world 
market, they are still vulnerable because they do not 
“call the shots.” Instead, they depend on their part-
ners, especially leading Western toy companies such as 
Mattel, for survival. In fact, most Chinese toymakers 
are original equipment manufacturers (OEM), which 
do not have their own brands and mainly produce toys 
or toy parts for their buyers such as Mattel. 

In 2007, Chinese toymakers caught everyone’s 
eyes with the large-scale toy recalls released by the 
Consumer Product Safety Commission (CPSC), a 
US government agency, in collaboration with Mattel. 
According to the CPSC database, the first toy recall 
in the United States was issued in 1974 by a US 
manufacturer. It was not until 1988 that the first recall 
announcement on toys made in China was issued. 
As the number of Made-in-China toys has increased, 
the number of recall announcements has grown over 
the years (Exhibit 1). While toy recalls have been 
made before, the scale and scope of such recalls during 
2007 were unprecedented. Exhibit 2 shows the results 
of online searches using keywords “toy recall in the 
US + year” in Google (English) and “wan ju zhao hui 
(“toy recall” in Chinese) + year” in Baidu (China’s 
most popular search engine). Clearly, media scrutiny, 
from both Chinese and foreign sources, dramatically 
intensified during 2007.

Under such pressures, how have Chinese toymak-
ers responded? While much of the Western media has 
focused on the behavior of Western toy companies 
such as Mattel, and treated suppliers of Mattel’s toys as 
one monolithic bloc of “Chinese toymakers,” in real-
ity, tremendous diversity exists among various Chinese 
toymakers, and so each will respond differently. 

We can broadly classify Chinese toymakers into 
three categories. (1) The first type adopts a passive 
strategy. They pay little attention to the formal and 
informal requirements at home and abroad governing 
the necessity of paying attention to product quality, 
and tend to act after recalls. Thus, they are most likely 
to be eliminated by the market. (2) The second group 
of toymakers is defensive: they accept responsibility 
but do the least required. (3) The third kind of firms 
adopts a proactive strategy and seeks to act before 
recalls. Each of these types can be illustrated by the 
following case studies based on three different firms in 
Guangdong Province.

Lee Der Toy Company
Lee Der was founded in 1993 in Foshan, Guangdong. 
The company is a joint venture by Fenjiang Industrial 
Company from Chancheng District, Foshan, and Lee 
Der Industrial Company, Ltd., from Hong Kong. Both 
parent companies owned 50% of the stakes of Lee Der. 
For more than ten years, Lee Der had been produc-
ing toys and toy parts for Mattel’s leading toys such as 
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EXHIBIT 1 Number of Toy Recall Announcements in the United States (1988–2007)
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EXHIBIT 2 Recall Related News in Both Chinese and English Media (2002–2007)
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Barbie and Fisher-Price toys. Before the recalls, Lee Der 
was the second largest toy manufacturer in Foshan. 

On August 2, 2007, Fisher-Price, a subsidiary of 
Mattel, reported the recall of 967,000 pieces of plastic 
preschool toys made by Lee Der to CPSC. These toys 
were reported to contain an excessive amount of lead 
in the paint. Due to pressures from the public, Fisher-
Price revealed the name of Lee Der, its Chinese con-
tract manufacturer, to the press. It was the first time a 
US company involved in a recall released its Chinese 
supplier’s information directly to the press.

The reason Lee Der’s toys contained an exces-
sive amount of lead was that Lee Der’s paint supplier, 
Dongxing New Energy Limited (Dongxing), supplied 
Lee Der with “fake paint.” Mattel had been requesting 
that its Chinese suppliers use paint from its contract 
paint suppliers or test each batch of paint purchased 
from a non-certified supplier. Lee Der apparently 
violated these contractual requirements. Dongxing 
was not on Mattel’s contract paint supplier list, and 
the paint from Dongxing was not tested by Lee Der. 
In fact, the boss of Dongxing is a friend of Shu-hung 
Cheung, vice chairman of the board of Lee Der. 
According to company records, Cheung owned one-
fourth of Lee Der. He was also the primary strategic 
decision maker in the company. 

After the recall, Lee Der found itself in a dif-
ficult position, facing criticism from both the US 
and Chinese sides. While the US government and 
consumers were understandably upset, the Chinese 
government was also upset because the irresponsible 
behavior of Lee Der (and other toymakers) under-
mined the quality image of potentially all goods made 
in China. After the recall, Chinese officials temporar-
ily banned Lee Der from exporting products. In total, 
the recall cost Lee Der US$30 million. Lee Der tried 
to make some amendments after the recall. For exam-
ple, it produced new toys, which it claimed had passed 
quality tests and met US standards. However, all was 
in vain. Two weeks later, Cheung committed suicide 
in his factory warehouse due to the pressure, bringing 
a tragic end to Lee Der. 

In this case, Lee Der represented a firm that chose 
a passive strategy to deal with institutional pressures. It 
denied its responsibility as a supplier and contract manu-
facturer and violated the rules of the game. It also acted 
reluctantly after recalls, which made it more passive under 

increasing institutional pressures. Once a firm ignores 
the existing problems or mistakes it makes, it overlooks 
the possible negative outcome from those mistakes. 
When institutional pressures intensify, such as announced 
recalls, it may not have time to respond strategically, nor 
have the resources to pool to help it through. 

Le Qu Toys
Le Qu Toys was a family-owned company established 
in 1987 in Dongguan, Guangdong. Gam-gwan Dang, 
owner of the company, built Le Qu from scratch. By 
producing toys for foreign companies and develop-
ing its own brands, Le Qu became the third largest 
toy manufacturer in Dongguan. Different from Lee 
Der, Le Qu had its own design team and was able to 
produce its own brands, such as Di Qu intellectual 
toys. However, most of its profit came from its for-
eign importers. Also different from Lee Der, Le Qu 
had been carefully following domestic requirements 
for manufacturing quality. Le Qu exported toys to 
the United States, Europe, and Africa, and enjoyed 
a good reputation among partners and competitors 
since the beginning of its establishment. 

Dang was overwhelmed by the success of Le Qu. 
As a successful entrepreneur, he became a billionaire. 
But he failed to anticipate the serious consequences that 
the recalls could bring to him and to Le Qu. In fact, he 
did not do much to prevent recalls from happening. In 
2007, Le Qu also received recalls from Mattel. Le Qu 
was so vulnerable that it did not survive the recall due to 
a lack of experience, preparation, and sufficient work-
ing capital. In early 2008, Le Qu filed for bankruptcy 
and afterwards Dang sold all his Le Qu properties. 

Like many other toymakers in China, Le Qu failed 
to pay attention to the rules of the game overseas. 
Although it had a long history of relationships with 
companies from around the world, it did not learn 
much from them. Only after the recall arrived did Le 
Qu realize the importance of complying with foreign 
regulations. Unfortunately, Le Qu’s late response 
led to fatal consequences. Companies that adopt a 
defensive strategy such as Le Qu face the possibility of 
losing legitimacy in the eyes of their stakeholders (such 
as foreign importers), consumers, and governments. 
They may also become vulnerable after foreign insti-
tutional pressures begin asserting their influence.

i n t e g r a t i v e  c a s e  4     Not a Toy Problem: How Chinese Toymakers Respond to Recalls
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Early Light Industrial Co., Ltd. (ELI)
ELI is a private company owned by Francis Choi, an 
entrepreneur in Hong Kong. Choi started the com-
pany in 1972. In 1983, he became one of the earliest 
entrepreneurs to establish factories in mainland China. 
After two decades of development, ELI became one 
of the largest toy manufacturers in the world, produc-
ing leading toy products such as those associated with 
Snoopy.

ELI faced the same problem of excessive lead 
levels in their paint that Lee Der experienced. Also 
in 2007, ELI received a recall from Mattel to with-
draw 436,000 pieces of “Sarge” toy cars from the US 
market. However, this did not become a disaster for 
ELI. In fact, the toys involved in this recall were not 
manufactured in ELI’s factories. Instead, they were 
made by ELI’s subcontractors.

Before the recall was announced, ELI had already 
found that problems might arise due to the unstable 
quality of its paint suppliers. Different from Lee Der 
and Le Qu, ELI did not tolerate this problem. It made 
several moves to avoid future issues. First, it built new 
factories to integrate each process of its toy manufac-
turing in 2005, far earlier than the 2007 recall. Then, 
it signed contracts with several subcontractors to deal 
with the increasing demand in the market to support its 
expansion. Only those that had good quality and high 
productivity were considered. In addition, ELI built its 
own inspection team to test any hazardous elements of 
its products and control the quality of its toys. 

Nevertheless, ELI could not control certain prob-
lems, given its limited resources—for instance, its 
subcontractors made mistakes, too. This was the main 
reason ELI received recalls in 2007. After the recalls, 
ELI realized it needed to make itself less dependent on 
subcontractors in the future. As for its next move, ELI 
plans to reduce the percentage of product made by its 
subcontractors to 10% in 2008 and aims to soon use 
no subcontractors.

Companies such as ELI, which take their responsi-
bility seriously and continuously improve themselves, 

often proactively act before recalls happen and so 
avoid possible losses. As a result, these companies have 
a higher chance of maintaining their legitimacy under 
institutional pressures. 

The Road Ahead
Of course, this is not just a toy problem. The strategic 
choices a company makes when facing institutional 
pressures from home and abroad are crucial. Chinese 
regulations for manufacturing exist, but they are 
not vigorously enforced until an outcry erupts from 
overseas recalls. To simply gamble, as many Chinese 
toymakers have done—hoping they can “get by” 
without devoting serious effort to meeting quality 
standards—is no longer viable in today’s global mar-
ketplace. For Chinese toy exporters that have survived 
this crisis but more generally for concerned companies 
around the globe, the lesson is that a more proactive 
strategy is the best safeguard against possible negative 
consequences down the road. 

Sources: Based on (1) H. Bapuji & P. W. Beamish, 2008, Mattel and 
the Toy Recalls (A) and (B), Ivey Case Study, University of Western 
Ontario; (2) China Central Television (CCTV) reports; (3) CNN 
reports online; (4) M. W. Peng & H. Chen, 2008, Strategic responses 
to global institutional pressures in the Chinese toy industry, Working 
paper, University of Texas at Dallas; (5) Southern Metropolis Daily; 
(6) www.lequ.com; (7) www.cpsc.gov.

Case Discussion Questions
 1. What are the pros and cons of each of these strate-

gic choices?

 2. If you were a toy company executive and you 
were aware that the problem behind the recall was 
due to design flaws and not manufacturing flaws, 
what would be your reaction?

 3. If your company’s products were cited as unsafe, 
what strategy would you choose to deal with the 
crisis?
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1  This case was written by Aneel Karnani (University of Michigan) and originally published as “Doing Well by Doing Good—Case Study: 
“ ‘Fair and Lovely’ Whitening Cream” in Strategic Management Journal, 28 (2007): 1351–1357. © 2007 John Wiley & Sons, Ltd. Reprinted 
with permission. Case discussion questions are added by Mike W. Peng.

INTEGRATIVE CASE 5
Unilever’s “Fair & Lovely” Whitening Cream: 

Doing Well But Not Doing Good1

Aneel Karnani

University of Michigan

Unilever is aggressively marketing “Fair & Lovely,”—a skin whitening cream in many countries in 
Asia and Africa—and in particular, India. It is doing well fi nancially. However, it is not necessarily 
doing good, and its actions may have negative implications on the public welfare. 

The idea that companies can do well by doing good 
has caught the attention of executives, academics, 
and public officials. The annual report of virtually 
every large company claims that its mission is to 
serve some larger social purpose besides making 
profits. The theme of the Academy of Management 
conference in 2006 asserts that “there is more to 
corporate success than the financial bottom line,” 
and goes on to argue that companies can accom-
plish some positive social goals without suffering 
financially. Leading international institutions, such 
as the United Nations (UN), also accept this logic 
and seek to create partnerships between the private 
sector, governments, and civil society. For example, 
the UN Global Compact promotes good corporate 
citizenship by asking companies to assume responsi-
bilities in the areas of human rights, labor standards, 
environment, and anti-corruption.  

The popular “bottom of the pyramid” (BOP) 
proposition argues that large private firms can make 
significant profits by selling to the poor, and in the 
process help eradicate poverty (Prahalad, 2004). The 
World Resources Institute, a leading think tank, has 
based its “development through enterprise” program 
on the notion of “eradicating poverty through profit: 
making business work for the poor.” C. K. Prahalad 
further argues that “it is absolutely possible to do well 
while doing good” (Time, 2005).

According to the “doing well by doing good” 
(DWDG) proposition, firms have a corporate social 

responsibility to achieve some larger social goals, and 
can do so without a financial sacrifice. This appealing 
proposition that you can have your cake and eat it too 
has convinced many people.  

But, is the DWDG proposition empirically valid? 
To help answer this question, this paper examines 
in depth the case of “Fair & Lovely,” a skin whit-
ening cream marketed by Unilever in many coun-
tries in Asia and Africa, and, in particular, India by 
Hindustan Lever Limited (HLL), the Indian subsidiary 
of Unilever. I chose this particular case study because 
Fair & Lovely is mentioned as a positive example of 
doing good by Hammond and Prahalad (2004), two of 
the most visible proponents of the BOP proposition. 
Both Unilever and HLL are frequently mentioned in 
the BOP literature as examples of companies doing 
good (for example, Prahalad, 2004; Balu, 2001; Hart, 
2005). HLL explicitly states on its website that its cor-
porate social responsibility is rooted in its Corporate 
Purpose—the belief that “to succeed requires the 
highest standards of corporate behaviour towards our 
employees, consumers and the societies and world 
in which we live.” Niall Fitzgerald (2003), then 
Chairman of Unilever, said in a speech that “CSR 
is inherent in everything we do.” The choice of this 
case study is also appropriate because both Unilever 
and HLL are doing well; Unilever is one of the most 
successful multinational firms in the fast-moving con-
sumer goods business, while HLL is the dominant firm 
in its markets in India.  
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This paper shows that Fair & Lovely is indeed 
doing well; it is one of the more profitable and faster 
growing brands in Unilever and HLL’s portfolios. 
It is, however, not doing good, and I demonstrate 
Fair & Lovely’s negative impact on the public wel-
fare. One counterfactual example does not invalidate 
the DWDG proposition, nor its subset, the BOP 
proposition. However, the empirical support for 
these propositions is largely anecdotal (for example, 
Prahalad, 2004). It is, therefore, reasonable to use the 
case study approach to discuss the validity and limita-
tions of these propositions. Moreover, the choice of 
the case—one that a priori would be expected to sup-
port the DWDG proposition—strengthens the counter 
argument. I conclude with thoughts on alternative 
mechanisms to reconcile the divergence between pri-
vate profits and public welfare.

Doing Well
Fair & Lovely, the largest selling skin whitening cream 
in the world, is clearly doing well. First launched in 
India in 1975, Fair & Lovely held a commanding 50%–
70% share of the skin whitening market in India in 
2006, a market that is valued at over $200 million and 
growing at 10%–15% per annum (Marketing Practice, 
2006). Fair & Lovely was the second-fastest growing 
brand in HLL’s portfolio of 63 brands, with a growth 
rate of 21.5% per year (HLL, 2002). Its two closest 
rival competitors, both produced by local Indian firms, 
CavinKare’s brand Fairever and Godrej’s FairGlow, 
have a combined market share of only 16%. Claiming 
to possess a customer base of 27 million Indian custom-
ers who use its product regularly, Fair & Lovely has 
successfully launched new product formulations, from 
lotions to gels and soaps. Fair & Lovely is marketed 
by Unilever in 40 countries in Asia, Africa, and the 
Middle East, with India being the largest single market. 
Fair & Lovely is certainly doing well financially.

Created by HLL’s research laboratories, Fair & 
Lovely claims to offer dramatic whitening results in 
just six weeks. A package sold in Egypt displays one 
face six times, in an ever-whitening progression, and 
includes “before” and “after” photos of a woman 
who presumably used the product. On its website 
the company calls its product “the miracle worker,” 

which is “proven to deliver one to three shades of 
change” (Leistokow, 2003). HLL claims that its spe-
cial patented formulation safely and gently controls 
the dispersion of melanin in the skin without the use 
of harmful chemicals frequently found in other skin 
lightening products. (Higher concentrations of mela-
nin lead to darker skin.)

Doing Good
Not surprisingly, HLL claims Fair & Lovely is doing 
good by fulfilling a social need. They argue that 
90 percent of Indian women want to use whiteners 
because it is “aspirational . . . . A fair skin is like educa-
tion, regarded as a social and economic step up” (Luce 
and Merchant, 2003). More importantly, independent 
researchers have applauded Fair & Lovely for doing 
good. Hammond and Prahalad (2004) cite the com-
ments of a young female street sweeper who expressed 
pride in using a fashion product that will prevent the 
hot sun from taking as great a toll on her skin as it did 
on her parents’. According to Hammond and Prahalad, 
she now “has a choice and feels empowered because 
of an affordable consumer product formulated for her 
needs.” Further, they assert that by providing a choice 
to the poor, HLL is allowing the poor to exercise a 
basic right that improves the quality of their lives. HLL 
is making the poor better off by providing “real value 
in dignity and choice.” It seems to be doing well by 
doing good.

Not Doing Good
Since Fair & Lovely is not categorized as a pharma-
ceutical product, Unilever has not been required to 
prove efficacy. However, many dermatologists do dis-
pute its efficacy and claim that fairness creams cannot 
be effective without the use of skin bleaching agents 
such as hydroquinone, steroids, mercury salts, and 
other harmful chemicals, which Fair & Lovely does 
not contain (Islam et al., 2006). “Whitening creams 
sell like hot cakes, although there is no documented 
benefit,” says Preya Kullavanijaya (2000), director 
of the Institute of Dermatology, Thailand. Dr. R. K. 
Pandhi, head of the Department of Dermatology 
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at All India Institute of Medical Sciences in Delhi, 
says that he “has never come across a medical study 
that substantiated such claims [of whitening]. No 
externally applied cream can change your skin color” 
(Sinha, 2000). Professor A. B. M. Faroque, Chair of 
the Department of Pharmaceutical Technology, the 
University of Dhaka, Bangladesh, also questions the 
efficacy of fairness products, and Fair & Lovely in 
particular (Islam et al., 2006).  

Faroque adds that, ironically, despite the obsession 
with fair skin, dark skin is actually healthier and less 
vulnerable to skin diseases than lighter skin. Dark skin 
contains more melanin, which protects it from the 
sun and hence, reduces the incidences of skin disease. 
Whitening creams pose a special risk in developing 
countries where dermatologists and general medical 
practitioners are typically not the first to be consulted 
on the treatment of skin diseases (Kullavanijaya, 2000). 
Patients often seek the advice of beauticians, family, 
friends, and pharmacists before going to a licensed 
medical professional. This risk is aggravated by the 
fact that potent topical medicines are widely available 
without a prescription. 

Controversial Advertisements
One TV commercial aired in India (often referred to 
as the Air Hostess advertisement) “showed a young, 
dark-skinned girl’s father lamenting he had no son to 
provide for him, as his daughter’s salary was not high 
enough—the suggestion being that she could not get 
a better job or get married because of her dark skin. 
The girl then uses the cream [Fair & Lovely], becomes 
fairer, and gets a better-paid job as an air hostess—and 
makes her father happy” (BBC News, 2003). In a 
Fair & Lovely advertisement aired in Malaysia, a train 
attendant fails to catch the attention of her love inter-
est, a businessman who buys a ticket from her every 
day, until she appears one day with fairer skin as a 
result of using Fair & Lovely (Prystay, 2002). 

Unilever has followed a similar advertising strategy 
for Fair & Lovely in all the countries where it is sold. 
Advertising is a major element of its marketing mix, 
although the exact amount spent on advertising is a 
proprietary secret. It is reported that Unilever spent $7 
million on advertising Fair & Lovely in Bangladesh, a 

much smaller market than India (Islam et al., 2006). In 
India, it was among the most advertised brands during 
the World Cup in 2002 (Chandran, 2003). 

Fair & Lovely’s heavily aired television com-
mercials typically contain the message of a depressed 
woman with few prospects that gains a brighter future 
by either attaining a boyfriend/husband or a job after 
becoming markedly fairer, which is emphasized in 
the advertisements with a silhouette of her face lined 
up dark to light. It is interesting to note that in the 
print and TV advertisements, as the woman becomes 
“whiter” she also becomes noticeably happier! (Some 
recent Fair & Lovely TV ads can be seen on the website 
YouTube.) Such commercials have attracted much 
public criticism, especially from women’s groups, in 
many countries, from India to Malaysia to Egypt.

Brinda Karat, General Secretary of the All India 
Democratic Women’s Congress (AIDWC), calls the 
Fair & Lovely advertising campaign “highly racist” 
(BBC News, 2003). The Air Hostess “advertisement 
is demeaning to women and it should be off the air.” 
Karat calls the advertisement “discriminatory on the 
basis of the color of skin,” and “an affront to a wom-
an’s dignity” (Leistikow, 2003). 

The AIDWC campaign culminated in the Indian 
government banning two Fair & Lovely advertisements, 
including the notorious Air Hostess advertisement, in 
2003. Ravi Shankar Prasad, India’s Information and 
Broadcasting Minister, said “I will not allow repel-
lent advertisements such as this to be aired” (Luce and 
Merchant, 2003). “Fair & Lovely cannot be supported 
because the advertising is demeaning to women and 
the women’s movement,” the minister said (Doctor 
and Narayanswamy, 2003). The ban solely applied 
to two specific commercials in India. However, Fair 
& Lovely continues to run other advertisements with 
similar messages in India with little apparent change.

“We want stricter controls over these kinds of ads,” 
says Senator Jaya Partiban, President of the national 
women’s wing of the Malaysian Indian Congress 
(Prystay, 2002). “Those [Unilever] ads are incred-
ible,” says Malaysian social activist Cynthia Gabriel. 
“Whitening creams are capitalizing on a market that’s 
quite racist and biased toward people who are lighter” 
(Prystay, 2002). Unilever insists it never meant to 
convey a message that could be interpreted to have 
racial undertones.
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Unilever’s Response
Unilever has countered the criticism it has received 
for its Fair & Lovely advertisements by saying that 
complexion is one of the Asian standards of beauty and 
that it is a dimension of personal grooming: “A well-
groomed person usually has an advantage in life” (Islam 
et al., 2006). Arun Adhikari, executive director for 
personal products at HLL, suggests that the company 
has not done anything wrong, “. . . historically Fair & 
Lovely’s thoroughly researched advertising depicted 
a ‘before and after’ effect. The current commercials 
show a negative and positive situation. We are not glo-
rifying the negative but we show how the product can 
lead to a transformation, with romance and a husband 
the pay-off” (Luce and Merchant, 2003).

HLL went a step further in defending its advertis-
ing strategy. After the Indian government banned two 
Fair & Lovely commercials in 2003, the company was 
unrepentant and argued that its Fair & Lovely com-
mercials were about “choice and economic empow-
erment for women” (Luce and Merchant, 2003). 
Hammond and Prahalad (2004) clearly buy this argu-
ment, and use exactly the same words when they say 
that the poor sweeper woman who uses Fair & Lovely 
“has a choice and feels empowered.”2

As discussed earlier, various women’s movements 
obviously do not buy this argument. They say it is not 
empowerment. At best, it is a mirage, and at worst, 
it serves to entrench a woman’s disempowerment. 
The way to truly empower a woman is to make her 
less poor, financially more independent, and better 
educated. Social and cultural changes also must occur 
that eliminate the prejudices that are the cause of such 
deprivations. If the woman was truly empowered, say 
the women’s groups, she would likely refuse to buy a 
skin whitener in the first place.

Target Market
The target market for Fair & Lovely is predomi-
nantly young women aged 18–35 (Srisha, 2001). 
Disturbingly, “there is repeated evidence that school-
girls in the 12–14 years category widely use fairness 

creams” (Ninan, 2003). The poor also are a significant 
target market for Fair & Lovely. HLL marketed the 
product in “affordable” small size pouches to facilitate 
purchase by the poor. As mentioned, Hammond and 
Prahalad (2004) cite Fair & Lovely as an example of a 
product targeted at the poor or those at the “bottom 
of the pyramid.” Sam Balsara, president of the 
Advertising Agencies Association of India, said, “Fair 
& Lovely did not become a problem today. It’s been 
making inroads into poor people’s budgets for a long 
time. I remember being told back in 1994 by mothers 
in a Hyderabad slum that all their daughters regularly 
used Fair & Lovely” (Ninan, 2003). 

Constraints on Free Markets
Fair & Lovely is clearly doing well; it is a profitable and 
high-growth brand for Unilever in many countries, 
especially in India. The company is not breaking any 
laws; millions of women voluntarily buy the product 
and seem to be loyal customers. However, it is unlikely 
Unilever is fulfilling some “positive social goal” and 
might even be working to the detriment of a larger 
social objective. This paper does not mean to demonize 
Unilever, but there is no reason to canonize it either. 

Should women have the right to buy Fair & Lovely? 
Absolutely, yes. None of the women’s groups wants to 
ban the product. Should Unilever have the right to 
make profits by selling these products? Yes, it is a free 
market. Unilever, after all, did not create the sexist and 
racist prejudices that, at least, partially feed the demand 
for this product. Unfortunately, it is likely that the 
company has helped sustain these prejudices, however 
unwittingly—and that is the critical point here. 

In a classic free market argument, HLL says, “the 
protests of women’s activist groups bear no relation-
ship to the popularity of Fair & Lovely, the best selling 
brand [in India’s skin whitener market]” (Luce and 
Merchant, 2003). There is an evident contradiction 
between this argument and HLL’s explicit espousal 
of corporate social responsibility. An even bigger 
problem might be that the market for Fair & Lovely is 
subject to market failure, and the free market ideology 
cannot be applied wholesale.

2 C. K. Prahalad is a member of the board of directors of HLL.
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One reason for possible market failure is the lack 
of information, especially about the efficacy of the 
Fair & Lovely product. A second reason is the vulner-
ability of the consumers, who are victims of racist and 
sexist prejudices; the poor are further disadvantaged 
by being ill informed, not well-educated, and perhaps 
even illiterate. This concern becomes greater when it 
affects children, who also are using the product.

Even if there is no market failure, countries might 
choose to constrain free markets for a larger social 
purpose. Many developing countries in Asia, Africa, 
and the Middle East suffer from deep and pervasive 
sexist and racist prejudices. To help reduce these 
prejudices, it might be sensible to constrain advertise-
ments that perpetuate these prejudices. For example, 
it is more difficult to launch and sustain a movement 
to empower women in the pervasive presence of sexist 
advertisements. These advertisements drown out the 
efforts and voices of women’s organizations that are 
working to promote equality and social justice for 
women in their countries. 

When the profit-maximizing behavior of firms 
results in negative consequences to the public welfare, 
constraints must be imposed on the behavior of said 
firms. Constraints can be achieved via four mecha-
nisms: corporate social responsibility, self-regulation 
by industry, activism by civil society, and government 
regulation. The firm could constrain its own behavior 
because it exercises corporate social responsibility, 
even though this may involve some financial penalty. 
A second possibility is for firms in an industry (or 
industries) to self-regulate their conduct, perhaps to 
reduce free-rider problems and to preempt govern-
ment regulation. The third possibility is for civil soci-
ety to pressure companies to act in the public interest. 
Finally, the government could regulate firm conduct 
to improve the public welfare. 

These four mechanisms are, of course, not mutually 
exclusive; they can reinforce each other. For example, 
civil activism might lead to government regulation, as 
in the case of Fair & Lovely. Or, the threat of gov-
ernment regulation might make self-regulation more 
effective. The four mechanisms, broadly defined, do 
exhaust the possibilities in practice. Whistle blowing 
by employees and media exposure can be considered 
as forms of civil activism and might reinforce another 
mechanism.

The preceding discussion supports the position 
that profit-maximizing behavior by Fair & Lovely is 
not in the public interest. In the following, I examine 
four possible ways to constrain Unilever’s behavior, 
and show that none of these approaches is particularly 
effective in the case of Fair & Lovely.

Corporate Social Responsibility
As stated earlier, HLL explicitly states on its website 
that its corporate social responsibility is rooted in 
its Corporate Purpose—the belief that “to succeed 
requires the highest standards of corporate behavior 
towards our employees, consumers, and the societies 
and world in which we live.” However, it seems that 
Unilever (and HLL) are not living up to these pro-
fessed “highest standards,” at least, in the case of Fair 
& Lovely. But, to be fair to Unilever, it is far from 
alone in this hypocritical behavior. Crook (2005) in a 
survey on corporate social responsibility (CSR) con-
cludes that for most large public companies, “CSR is 
little more than a cosmetic treatment.” 

It is possible that HLL top management genu-
inely believes its own rhetoric that Fair & Lovely 
“empowers” women. There is a wide gap between 
this belief and the position of civil activists that Fair & 
Lovely advertising is demeaning to women. One pos-
sible cause of this gap might be the fact that the top 
management (as mentioned in the annual report) and 
board of directors of HLL is exclusively male. Maybe 
HLL needs to more actively listen to its customers and 
civil society. 

Self-regulation
The ideal solution to socially objectionable advertising 
is self-regulation by advertisers, advertising agencies, 
and the media. It is “ideal” in the sense that it involves 
the least amount of intervention into free markets. 
Industry in most countries, including India, attempts 
to implement self-regulation of advertising.

The Advertising Standards Council of India 
(ASCI), a self-regulatory body, was formed in 1985 
by advertisers and advertising agencies. It acts as an 
intermediary between the advertising industry and 
the Indian government in order to prevent undue 
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government intervention and censorship of advertise-
ments. The organization claims an 80% compliance 
record, which they believe shows that self-regulation 
is working. The evidence, however, does not sup-
port such a conclusion. The ASCI does not screen all 
advertisements run in India. Rather, it only reviews 
commercials that have received complaints and has 
only recently begun developing more comprehensive 
guidelines and standards after pressuring from the 
Indian government. 

“[O]ut of the top 250 advertisers not even 100 are 
members of the ASCI,” says Gualbert Pereira, sec-
retary general of ASCI (Doctor and Narayanswamy, 
2003). If an advertiser is not a member of the ASCI, 
there is little the organization can do to police the 
behavior of the advertiser. Some members drop out 
allegedly because of unfavorable rulings on their ads. 
Moreover, compliance by its members is voluntary 
and there is no legal penalty for noncompliance. 

ASCI operates with very limited resources. The 
annual membership fees range from $55 to $1100. 
The ASCI financial statements for the year 2001–2002 
showed less than $200,000 in fees collected. ASCI 
operates out of “ramshackle” offices with a staff of 
five people (Doctor and Narayanswamy, 2003). By 
contrast, the Advertising Standards Association in 
the UK employs 150 people in a five-story building 
and expects members to contribute a fraction of their 
advertising budget. 

Advertisers often take advantage of the time 
it takes ASCI to render its verdicts to run the 
full course of their advertising campaigns. Overall, 
ASCI’s “diktats are honored more in name than in 
spirit . . . It is clearly a case of good intentions but 
very little action to back them up” (Doctor and 
Narayanswamy, 2003).

Civil Society Activism
Another source of constraints on free markets to 
increase public welfare and achieve some positive social 
goals is activism by civil society (organizations such as 
consumer movements, NGOs, and charitable founda-
tions). Activism by civil society has succeeded even 
when there are no governmental regulations. Witness, 
for example, the recent pressure on McDonald’s to 
introduce healthier menu options. 

The Indian government banned two Fair & Lovely 
advertisements after a year-long campaign led by the 
All India Democratic Women’s Congress. Even after 
this arduous battle, it was a hollow victory. There has 
been no significant change in the marketing of Fair & 
Lovely. 

Government Regulation
When the pursuit of private profits by firms leads to 
a reduction in public welfare, the ultimate solution, 
of course, is government regulation. Advocates of the 
free market correctly see this solution as a last resort. 
Just as there are examples of market failure, examples 
abound of government failure. Regulation often ends 
up making the situation worse and reducing public 
welfare. For example, the overzealous regulation of 
advertising might end up stifling creativity and free 
speech, which hurts legitimate and economically 
desirable businesses. 

In the case of Fair & Lovely, governments in India 
and other countries have done virtually nothing to con-
strain the behavior of Unilever. The Indian Association 
of Dermatologists, Venereologists, and Leprologists 
(IADVL) says that the current situation is unacceptable, 
and condemns the lack of a law to regulate the sale of 
skin whitening products. “Actually, these are drugs,” 
says Anil Gangoo, president of IADVL, “that are sold 
as cosmetics, to avoid legal control.” His association 
has tried to draw the government’s attention to this 
issue many times. The authorities promise to look into 
it, but never act. “The cosmetics lobbies are very pow-
erful,” explains Gangoo (Dussault, 2006).

Conclusion
“Doing well by doing good” is a seductive proposi-
tion that has understandably captured the attention 
and imagination of many executives, academics, and 
public officials. Problems arise when there is a diver-
gence between private profits and public welfare. 
In such cases, there is a need to constrain markets, 
which is particularly difficult in developing countries. 
Governments in developing countries often lack the 
political will, resources, and competence to successfully 
restrain powerful firms. Corruption makes the situation 
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even worse. These countries also often lack the insti-
tutional maturity and public support needed for effec-
tive action by civil society and for self-regulation by 
the industry. As these countries develop economically, 
politically, and socially, such shortcomings will be 
remedied. Meanwhile, CSR is their best hope.
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Case Discussion Questions

 1. The author argues that Unilever’s “Fair & Lovely” 
is doing well but not doing good. Do you agree?

 2. Milton Friedman argued that “the business of 
business is business.” How can this argument help 
Unilever defend its case if you were a Unilever 
executive?

 3. If you were an Indian government official or social 
activist, what would be your proposed solution?
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1 This case was written by Qingjiu (Tom) Tao (Lehigh University). © Qingjiu (Tom) Tao. Reprinted with permission.

INTEGRATIVE CASE 6
Competition in the Chinese Automobile Industry1

Qingjiu (Tom) Tao
Lehigh University

How do various foreign and domestic automakers compete in the fastest growing automobile 
market in the world? 

For automakers seeking relief from a global price war 
caused by overcapacity and recession, China is the 
only game in town. With just ten vehicles per 1,000 
residents in China as of 2006 (as opposed to 940 in 
the United States and 584 in Western Europe), there 
seems to be plenty of growth opportunities. Not sur-
prisingly, nearly every major auto company has jumped 
into China, quickly turning the country into a new 
battleground for dominance in this global industry. In 
addition, China has become a major auto parts supplier. 
Of the world’s top 100 auto parts suppliers, 70% have 
a presence in China. 

China vaulted past Japan in 2006 to become the 
world’s number-two vehicle market (after the United 
States). In 2006, car sales in China were up 37%, 
and sales of all vehicles including trucks and buses 
(7.2 million in total) were up 25%. Reports of record 
sales, new production, and new venture formations 
were plenty. After China’s accession to the World 
Trade Organization (WTO) in 2001, the industry has 
been advancing by leaps and bounds. At the global 
level, China has moved to the third position in pro-
duction behind the United States and Japan, and is 
slated to produce 8.5 to 9 million vehicles in 2007. 
Around 50% of the world’s activity in terms of capacity 
expansion is seen in China (see Exhibit 1).

Because the Chinese government does not approve 
wholly owned subsidiaries for foreign carmakers (even 
after the WTO accession), foreign firms interested in 
final-assembly operations have to set up joint ventures 
(JVs) or licensing deals with domestic players. By the 
mid-1990s, most major global auto firms had managed 
to enter the country through these means (Exhibit 2). 

Among the European companies, Volkswagen (VW), 
one of the first entrants (see the following), has domi-
nated the passenger car market. In addition, Fiat-Iveco 
and Citroen are expanding.

Japanese and Korean automakers are relatively late 
entrants. In 2003, Toyota finally committed $1.3 billion 
to a 50/50 JV. Guangzhou Honda, Honda’s JV, quad-
rupled its capacity by 2004. Formed in 2003, Nissan’s 
new JV with Dongfeng, which is the same partner for 
the Citroen JV, is positioned to allow Nissan to make 
a full-fledged entry. Meanwhile, Korean auto players 
are also keen to participate in the China race, with 
Hyundai and Kia having commenced JV production 
recently.

American auto companies have also made signifi-
cant inroads into China. General Motors (GM) has an 
important JV in Shanghai, whose cumulative invest-
ment by 2006 would be $5 billion. Although Ford 
does not have a high-profile JV as GM, it nevertheless 
established crucial strategic linkages with several of 
China’s second-tier automakers. DaimlerChrysler’s 
Beijing Jeep venture, established since the early 1980s, 
has continued to maintain its presence.

The Evolution of Foreign Direct Investment 
(FDI) in the Automobile Industry
In the late 1970s, when Chinese leaders started to 
transform the planned economy to a market economy, 
they realized that China’s roads were largely populated 
by inefficient, unattractive, and often unreliable vehi-
cles that needed to be replaced. However, importing 
large quantities of vehicles would be a major drain on 
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the limited hard currency reserves. China thus saw the 
need to modernize its automobile industry. Attracting 
FDI through JVs with foreign companies seemed to be 
ideal. However, unlike the new China at the dawn of 
the 21st century, which attracted automakers of every 
stripe, China in the late 1970s and early 1980s was not 
regarded as attractive by many global automakers. In 
the early 1980s, Toyota, for example, refused to estab-
lish JVs with Chinese firms even when invited by the 
Chinese authorities (Toyota chose to invest in a more 

promising market, the United States, in the 1980s). 
In the first wave, three JVs were established during 
1983–1984 by VW, American Motors,2 and Peugeot, 
in Shanghai, Beijing, and Guangzhou, respectively. 
These three JVs thus started the two decades of FDI 
in China’s automobile industry. 

FDI activities occurred in two distinctive phases in 
China’s automobile industry. The first phase was from 
the early 1980s to the early 1990s, as exemplified by the 
three early JVs mentioned previously. The second phase 
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EXHIBIT 1 Automobile Production Volume and Growth Rate in China (1996–2006)

YEAR  1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

VOLUME 
(IN MILLIONS) 1.475 1.585 1.629 1.832 2.068 2.347 3.251 4.443 5.070 5.718 7.280

GROWTH RATE 1.5% 7.5% 2.8% 12.5% 12.9% 13.2% 38.5% 37.7% 14.1% 12.8% 27.3%

Source: Yearbook of China’s Automobile Industry (1996–2006).

EXHIBIT 2 Timing and Initial Investment of Major Car Producers

  INITIAL INVESTMENT FOREIGN  FOREIGN

 FORMATION (IN MILLIONS OF US$) EQUITY CHINESE PARTNER PARTNER

Beijing Jeep 1983 223.93 42.4% Beijing Auto Works Chrysler

Shanghai Volkswagen 1985 263.41 50% SAIC Volkswagen

Guangzhou Peugeot 1985 131.4 22% Guangzhou Auto Group Peugeot

FAW VW 1990 901.84 40% First Auto Works Volkswagen

Wuhan Shenlong Citroen 1992 505.22 30% Second Auto Works Citroen

Shanghai GM 1997 604.94 50% SAIC GM

Guangzhou Honda 1998 887.22 50% Guangzhou Auto Group Honda

Changan Ford 2001 100.00 50% Changan Auto motors Ford

Beijing Hyundai 2002 338.55 50% Beijing Auto Group Hyundai

Tianjin Toyota 2003 1300.00 50% First Auto Works Toyota

2 American Motors was later acquired by Chrysler, which, in turn, was acquired by Daimler to form DaimlerChrysler. More recently 
(in 2007), DaimlerChrysler divested the Chrysler part. Between 1983 and 2005, the JV in China maintained its name as “Beijing Jeep 
Corporation” while experiencing ownership changes. In 2005, its name was changed to “Beijing Benz-DaimlerChrysler Automotive Co., 
Ltd.”  At the time of this writing (late 2007), it is not clear how the JV’s name may change further to reflect the divestiture of Chrysler.  
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was from the mid-1990s to the present. Because of the 
reluctance of foreign car companies, only approximately 
20 JVs were established by the end of 1989. FDI flows 
into this industry started to accelerate sharply from 1992. 
The accumulated number of foreign-invested enter-
prises was 120 in 1993, a number that skyrocketed to 
604 in 1998, with the cumulated investment reaching 
$20.9 billion. 

The boom of the auto market, especially during the 
early 1990s, brought significant profits to early entrants 
such as Shanghai VW and Beijing Jeep. The bright 
prospect attracted more multinationals to invest. This 
new wave of investment then resulted in an overca-
pacity. Combined with the changing customer base 
from primarily selling fleets to government agencies, 

state-owned enterprises, and taxi companies to sell-
ing individual cars to private buyers, the auto market 
has turned into a truly competitive arena. The WTO 
entry in 2001 has further intensified the competition 
as government regulations weaken. Given the govern-
ment mandate for JV entries and the limited number 
of worthy local firms as partners, multinationals have to 
fight their way in to secure the last few available local 
partners. By the end of 2002, almost all major Chinese 
motor vehicle assemblers set up JVs with foreign firms. 
For the numerous foreign automakers that entered 
China, the road to the Great Wall has been a bumpy 
and crowded one. Some firms lead, some struggle, and 
some have had to drop out. The leading players are 
profiled in Exhibit 3.

EXHIBIT 3 Evolution of Relative Market Share among Major Auto Manufacturers in China
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Volkswagen
After long and difficult negotiations that began in 
1978, VW in 1984 entered a 50/50 JV with the 
Shanghai Automotive Industrial Corporation (SAIC) 
to produce the Santana model using completely 
knocked down (CKD) kits. The Santana went on 
to distinguish itself as China’s first mass-produced 
modern passenger car. As a result, VW managed to 
establish a solid market position. Four years later, 
VW built on its first-mover advantage and secured a 
second opening in the China market when the central 
authorities decided to establish two additional passen-
ger car JVs. After competing successfully against GM, 
Ford, Nissan, Renault, Peugeot, and Citroen, VW 
was selected to set up a second JV with the First Auto 
Works (FAW) in Changchun in northeast China in 
1988 for CKD assembly of the Audi 100 and the con-
struction of a state-of-the-art auto plant to produce 
the VW Jetta in 1990. 

Entering the China market in the early 1980s, VW 
took a proactive approach in spite of great potential 
risks. The German multinational not only commit-
ted enormous financial resources but also practiced 
a rather bold approach in its dealings in China. This 
involved a great deal of high-level political interaction 
with China’s central and local government authorities 
for which the German government frequently lent its 
official support. Moreover, VW was willing to avail 
the Chinese partners of a broad array of technical and 
financial resources from its worldwide operations. For 
example, in 1990 VW allowed FAW a 60% stake in its 
JV while furnishing most of the manufacturing tech-
nology and equipment for its new FAW-Volkswagen 
Jetta plant in Changchun. Moreover, VW has endeav-
ored to raise the quality of locally produced compo-
nents and parts. Undoubtedly, for the remainder of the 
1980s and most of the 1990s, VW enjoyed significant 
first-mover advantages. With a market share (Shanghai 
VW and FAW VW combined) of more than 70% 
for passenger cars over a decade, VW, together with 
its Chinese partners, benefited considerably from the 
scarcity of high-quality passenger cars and the persis-
tence of a seller’s market. 

However, by the late 1990s, the market became 
a more competitive buyer’s market. As the leading 
incumbent, VW has been facing vigorous challenges 

brought by its global rivals, which by the late 1990s 
had made serious commitments to compete in China. 
Consequently, VW’s passenger car market share in 
China dropped from over 70% in 1999 to 39% in 
2004. In 2005, GM took the number-one position in 
China from FAW VW. How to defend VW’s market 
position thus is of paramount importance.

General Motors
In 1995, GM and SAIC, which was also VW’s part-
ner, signed a 50/50, $1.57 billion JV agreement—
GM’s first JV in China—to construct a greenfield 
plant in Shanghai. The new plant was designed to 
produce 100,000 sedans per year, and it was decided 
to produce two Buick models modified for China. 
The plant was equipped with the latest automotive 
machinery and robotics and was furnished with 
process technology transferred from GM’s world-
wide operations. Initially, GM Shanghai attracted 
a barrage of criticisms about the huge size of its 
investment and the significant commitments to 
transfer technology and design capabilities to China. 
These criticisms notwithstanding, GM management 
reiterated on numerous occasions that China was 
expected to become the biggest automotive market 
in the world within two decades and that China 
represented the single most important emerging 
market for GM. 

Since launching Buick in China in 1998, GM 
literally started from scratch. Unlike its burdens at 
home, GM is not saddled with billions in pensions and 
health care costs. Its costs are competitive with rivals, 
its reputation does not suffer, and it does not need to 
shell out $4,000 per vehicle in incentives to lure new 
buyers—even moribund brands such as Buick are held 
in high esteem in China. Consequently, profits are 
attractive: The $437 million profits GM made in 2003 
in China, selling just 386,000 cars, compares favorably 
with $811 million profits it made in North America 
on sales of 5.6 million autos. In 2004, GM had about 
10,000 employees in China and operated six JVs and 
two wholly owned foreign enterprises (which were 
allowed to be set up more recently in non-final assem-
bly operations). Boasting a combined manufacturing 
capacity of 530,000 vehicles sold under the Buick, 
Chevrolet, and Wuling nameplates, GM offers the 
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widest portfolio of products among JV manufactur-
ers in China. Seeing China sales rise 32% to nearly 
880,000 vehicles, GM recently announced plans to 
build hybrids in China.

Peugeot 
Together with VW and American Motors (the 
original partner for the Beijing Jeep JV), Peugeot 
was one of the first three entrants in the Chinese 
automobile industry. It started to search for JV part-
ners in 1980 and in 1985 set up a JV, Guangzhou 
Peugeot, in south China. The JV mainly pro-
duced the Peugeot 504 and 505, both out-of-date 
models of the 1970s. While many domestic users 
complained about the high fuel consumption, 
difficult maintenance, and expensive parts, the 
French car manufacturer netted huge short-term 
profits at approximately $480 million by selling a 
large amount of CKD kits and parts. Among its 
numerous problems, the JV also reportedly repa-
triated most of its profits and made relatively few 
changes to its 1970s-era products, whereas VW in 
Shanghai reinvested profits and refined its produc-
tion, introducing a new “Santana 2000” model in 
the mid-1990s. Around 1991, Guangzhou Peugeot 
accounted for a nearly 16% share of the domestic 
passenger car market. But it began to go into the 
red in 1994, with its losses amounting to $349 
million by 1997, forcing Peugeot to retreat from 
China. It sold its interest in the JV to Honda in 
1998 (see later in this case). 

While the sour memories of the disappointing per-
formance of its previous JV were still there, Peugeot 
(now part of PSA Peugeot Citroen) decided to return 
to the battlefield in 2003. This time, the Paris-based 
carmaker seemed loaded with ambitious expectations 
to grab a slice of the country’s increasingly appealing 
auto market sparked by the post-WTO boom. One of 
its latest moves is an agreement in 2003 under which 
PSA Peugeot Citroen would further its partnership 
with Hubei-based Dongfeng Motor, one of China’s 
top three automakers that originally signed up as a JV 
partner with Citroen, to produce Peugeot vehicles in 
China. According to the new deal, a Peugeot produc-
tion platform would be installed at the Wuhan plant 
of the JV, Dongfeng Citroen. Starting from 2004, the 

new facility has turned out car models tailored for 
domestic consumers, including the Peugeot 307, one 
of the most popular models in Europe since 2003. 

Honda
Peugeot’s 1998 pullout created a vacuum for foreign 
manufacturers that missed the first wave of FDI into 
this industry. These late entrants included Daimler-
Benz, GM, Opel (a German subsidiary of GM), 
and Hyundai. Against these rivals, Honda entered 
and won the fierce bidding war for the takeover 
of an existing auto plant in Guangzhou of the now 
defunct Guangzhou Peugeot JV. The partner selec-
tion process followed a familiar pattern: Beijing was 
pitting several bidders against each other to extract 
a maximum of capital, technology, and manufactur-
ing capabilities, as well as the motor vehicle types 
deemed appropriate for China. Honda pledged to 
invest $887 million and committed the American 
version of the Honda Accord, whose production 
started in 1999. Two years later, Guangzhou Honda 
added the popular Odyssey minivan to its product 
mix. In less than two years, Honda had turned 
around the loss-making Peugeot facility into one of 
China’s most profitable passenger car JVs.

It is important to note that well before its JV with 
the Guangzhou Auto Group, Honda had captured a 
significant market share with exports of the popular 
Honda Accord and a most effective network of deal-
erships and service and repair facilities all over China. 
These measures helped Honda not only attain an 
excellent reputation and brand recognition, but also 
strengthened Honda’s bargaining power with Chinese 
negotiators.

Emerging Domestic Players
The original thinking behind the Open Door 
policy of China’s auto market forming JVs with 
multinationals was to access capital and technol-
ogy and develop Chinese domestic partners into 
self-sustaining independent players. However, this 
market-for-technology strategy failed to achieve its 
original goal. Cooperation with foreign car com-
panies did bring in capital and technology, but also 
led to an overdependence on foreign technology 
and an inadequate capacity (or even incentive) for 
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independent innovations. By forming JVs with all 
the major domestic manufacturers and controlling 
brands, designs, and key technologies, multinational 
companies effectively eliminated domestic competi-
tion for most of the last two decades. Only in the 
last few years have Chinese manufacturers started to 
design, produce, and market independent brands. 
In 2006, domestic companies controlled some 
27% of the domestic market (mostly in entry- to 
mid-level segments). They have become masters at 
controlling costs and keeping prices down, with a 
typical Chinese auto worker earning $1.95 an hour 
compared to his German counterpart who makes 
$49.50 an hour. 

Ironically, the breakthrough came from newly 
established manufacturers without foreign partners. 
Government-owned Chery (Qirui) Automobile, 
which started with $25 million using secondhand 
Ford production equipment, produced only 2,000 
vehicles six year ago.3 In 2006, it sold 305,236 cars, 
a surge of 118% over 2005, with plans to double 
that again by 2008. Privately owned Geely Group 
obtained its license only six years ago and began 
with crudely built copycat hatchbacks powered by 
Toyota-designed engines. With an initial output of 
5,000 cars in 2001, Geely today produces 180,000 a 
year, with various models of sedans and sports cars, 
including those equipped with self-engineered six-
cylinder engines.

Beyond the domestic market, Chery now 
exports cars to 29 countries. In 2006, the company 
produced 305,000 cars and exported 50,000. Chery 
cars are expected to hit the European market later 
in 2007. It signed a deal with DaimlerChrysler 
to produce Dodge brand vehicles for the US and 
Western Europe markets in the near future. Geely 
Group plans to buy a stake in the UK taxi-maker 
Manganese Bronze Holdings and start producing 
London’s black taxis in Shanghai. It also aims to 
sell its affordable small vehicles in the US within 
several years.

In an effort to get closer to overseas markets, the 
Chinese players are starting to open overseas facto-
ries, too. Chery has assembly operations in Russia, 
Indonesia, Iran, and Egypt. The company now 
is planning to extend its reach in South America 
by opening an assembly plant to produce its Tigo 
brand sport-utility vehicle in Uruguay. Brilliance 
produces vehicles in three overseas factories in 
North Korea, Egypt, and Vietnam, and Geely has a 
factory in Russia.

The Road Ahead
Looking ahead, the tariff and non-tariff barriers will 
gradually be removed in post-WTO China. Increasing 
vehicle imports after trade liberalization will put pres-
sure on the existing JVs that assemble cars in China 
and force them to improve their global competitive-
ness. Otherwise, locally produced vehicles, even by 
JVs with multinational automakers, with no advantage 
in regards to models, prices, sales networks, compo-
nent supplies, and client services, will have a hard time 
surviving. 

Despite China’s low per capita income overall, 
a large wealthy entrepreneurial class has risen with 
significant purchasing power thanks to two decades 
of economic development. The average price 
of passenger cars sold in China in 2008 is about 
$20,000, whereas the average car price in countries 
such as Brazil, India, and Indonesia is $6,000–$8,000. 
China, for example, is BMW’s biggest market for 
the most expensive imported 7-Series sedan, outstrip-
ping even the United States—even though Chinese 
buyers pay double what Americans pay and often 
in cash. 

However, vehicle imports will not exceed 8% 
of the market in the foreseeable future. China’s 
automobile industry, which has almost exclusively 
focused on the domestic market, still has much 
room for future development and will maintain an 
annual growth rate of 20% for the next few years. In 

3 In May 2005, GM sued Chery in a Chinese court for counterfeiting the design of a vehicle developed by GM’s South Korean subsidiary 
Daewoo. While this case created some media sensation, in November 2005, the parties, encouraged by the Chinese government, reached 
“an undisclosed settlement.” The settlement terms were not revealed. It was not known whether Chery had to pay for its alleged infringement 
or whether it was barred from using the purportedly infringing design (http://iplaw.blogs.com/content/2005/11/gm_piracy_case_.html).

i n t e g r a t i v e  c a s e  6     Competition in the Chinese Automobile Industry

Openmirrors.com

http://iplaw.blogs.com/content/2005/11/gm_piracy_case_.html


425

the long run, as domestic growth inevitably slows, 
market competition and industry consolidation will 
become fiercer. The entry barrier will be higher and 
resource development will become more crucial to 
the sustainability of competitive advantage. In order 
to survive and maintain healthy and stable growth, 
China’s JV and indigenous automobile companies, 
having established a solid presence domestically, 
must be able to offer their own products in a com-
petitive manner in the global market.

No doubt, the road to success in China’s auto-
mobile industry is fraught with potholes. As latecom-
ers, Hyundai, Toyota, Honda, and Nissan had fewer 
options in the hunt for appropriate JV partners and 
market positioning than did first-mover VW in the 
1980s. All through the early 1990s, foreign auto com-
panies were solicited to enter China and encountered 
little domestic competition or challenge. This situa-
tion has changed significantly. Today, the industry is 
crowded with the world’s top players vying for a share 
of this dynamic market. Success in China may also sig-
nificantly help contribute to the corporate bottom line 
for multinationals that often struggle elsewhere. For 
example, China, having surpassed the United States, is 
now Volkswagen’s largest market outside of Germany. 
One-quarter of Volkswagen’s corporate profits now 
come from China.

Two competing scenarios now confront executives 
contemplating a move into China or expansion within 
China: (1) At the current rate of rapid foreign and 
domestic investment, the Chinese industry will rapidly 
develop overcapacity. Given the inevitable cooling of 
the economy’s overall growth, a bloodbath propelled 
by self-inflicted wounds, such as massive incentives, 
looms on the horizon. (2) Given the low penetration 
of cars among the vast Chinese population whose 
income is steadily on the rise, such a rising tide will 
be able to lift all boats—or wheels—for a long while 
to come.

Sources: Based on (1) W. Arnold, 2003, The Japanese automobile 
industry in China, JPRI Working Paper No. 95; (2) The Economist, 
2003, Cars in China: The great leap forward, February 1: 53–54; 
(3) G. Edmondson, 2004, Volkswagen slips into reverse, BusinessWeek, 
August 9: 40; (4) H. Huang, 1999, Policy reforms and foreign direct 
investment: The case of the Chinese automotive industry, Fourin, 9 (1): 
3–66; (5) M. W. Peng, 2000, Controlling the foreign agent: How gov-
ernments deal with multinationals in a transition economy, Management 

International Review, 40 (2): 141–166; (6) Q. Tao, 2004, The Road to 
Success: A Resource-Base View of Joint Venture Evolution in China’s 
Auto Industry, Ph.D. dissertation, University of Pittsburgh; (7) D. Welch, 
2004: GM: Gunning it in China, BusinessWeek, June 21: 112–115; 
(8) G. Zeng & W. Peng, 2003, China’s automobile industry boom, 
Business Briefing: Global Automobile Manufacturing & Technology 2003, 
20–22. (9) E. Thun, 2006. Changing lanes in China. (10) D. Roberts, 2007, 
China’s auto industry takes on the world, BusinessWeek, March 28.

Case Discussion Questions
 1. Why do all multinational automakers choose to use 

FDI to enter this industry? What are the drawbacks 
of using other entry modes such as exporting and 
licensing?

 2. Some early entrants (such as Volkswagen) succeeded, 
while some early entrants (such as Peugeot) failed. 
Similarly, some late entrants (such as Honda) did well 
and some late entrants (such as Ford) continue to 
struggle. From a resource-based standpoint, what role 
does entry timing play in determining performance?

 3. From an institution-based view, explain the initial 
reluctance of most multinational automakers to 
enter China in the 1980s. What happened that 
made them change their minds more recently?

 4. You are a board member at one of the major multi-
national companies and have just heard two presen-
tations at a board meeting outlining two contrasting 
scenarios regarding the outlook of the Chinese 
automobile industry in the last paragraph of the case. 
Would you vote “Yes” or “No” for a $2 billion 
proposal to fund a major FDI project in China? 

i n t e g r a t i v e  c a s e  6     Competition in the Chinese Automobile Industry
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1 This case was written by Guillermo Estrada, Liz Bogard, Jeremy DeLaCruz, Cathy Partin, and Robert Satterfield (University of Texas 
at Dallas, EMBA 2008) under the supervision of Professor Mike Peng. The purpose of the case is to serve as a basis for class discussion 
rather than to illustrate the effective or ineffective handling of an administrative situation. The views expressed are those of the authors (in 
their private capacity as EMBA students) and do not necessarily reflect those of the individuals and organizations mentioned. © Guillermo 
Estrada. Reprinted with permission. 
2 Company Information.

INTEGRATIVE CASE 7
Pizza Patrón Eyes Mexico1

Guillermo Estrada, Liz Bogard, Jeremy DeLaCruz, Cathy Partin, and 

Robert Satterfi eld
University of Texas at Dallas

Should the Dallas-based Pizza Patrón pursue its international expansion into Mexico by offering 
a master franchise, by acquiring an existing company, or by building a successful corporate store?

In January of 2007, Antonio Swad, president and 
founder of Pizza Patrón, Inc., sat back in his office 
after his interview with BBC London and thought 
about the “Pizza por Pesos” initiative (accepting 
Mexican pesos in US-based pizza stores). Pizza 
Patrón had just launched this initiative and revolu-
tionized not only the pizza industry in the United 
States but also made headlines in several countries 
around the world, including Mexico. After three 
years of franchising, Pizza Patrón became distin-
guished in the restaurant segment primarily due to its 
laser-sharp focus on serving the Hispanic community 
in the United States, and secondly because it started 
accepting pesos at all its locations. Swad was in a 
unique position and wanted to seize this opportunity 
and gain recognition as the premiere international 
Hispanic pizza chain.

Growing the company through franchising was 
an ongoing project, but what about expanding his 
business model of serving the community while 
delivering value to customers? Mexico is a logical 
arena for Pizza Patrón’s expansion, considering that 
60% of its customer base is Hispanic.2 The only 
question was how to accomplish this goal. Should 
Pizza Patrón pursue its international expansion into 
Mexico by offering a master franchise, by acquir-
ing an existing company, or by building a successful 
corporate store? 

Company History
Pizza Patrón, a privately owned company, was estab-
lished by Swad on April 16, 1986, in Dallas, Texas. 
His first store was located in the Pleasant Grove area 
of Dallas under the name of Pizza Pizza. As operations 
began, Swad put all his experience into practice to 
ensure success. He focused on three important areas: 
product quality, service, and cleanliness. Pizza Patrón’s 
customer base appreciates its high standards and most of 
all its commitment to consumer value. Swad was serv-
ing the community with an incredible value in its $4.99 
price point for a large pizza. He always believed in keep-
ing prices low in order to broaden his customer base.

©
 M

ap
 R

es
ou

rc
es



428

A high percentage of the clientele was Hispanic, 
creating a communication barrier when taking orders 
and closing sales. So to improve service, Swad hired 
predominately Hispanic staff living in the store area. 
This step improved the relationship with customers. 
As a result, sales began to grow. 

Another contributor to Pizza Patrón’s success was 
Swad’s ability to motivate and nurture his employees. 
They referred to him as “El Patrón.” Doing a little 
research, he discovered Patrón meant “the benevolent 
leader of the community.” Here was an opportunity 
to connect with the community not only by deliver-
ing outstanding value and service but by also appealing 
to customers through name and experience. It was 
in late 1986 when the name was changed to Pizza 
Patrón. The definition of his strategy also became 
clearer. Swad was now chiefly pursuing the Hispanic 
community. Two years later, he opened his second 
store in South Dallas’ Oak Cliff area, followed by the 
third and fourth openings in the same area.

By 1990, Pizza Patrón was a Hispanic-friendly 
pizza chain with four locations operated primarily by 
Hispanic employees. Local area marketing was used 
heavily to connect with the community. Improvement 
in the operation was always under the assumption of 
increasing quality, service, and cleanliness. 

The WingStop
With Pizza Patrón was running smoothly, Swad began 
to explore a different endeavor: the chicken wing con-
cept. Back in the 1990s, chicken wings were only 
sold in a few locations, but primarily in Hooters res-
taurants. Swad saw this as an opportunity and created 
a concept called WingStop. He began franchising in 
1997. It took him six years to grow the chain from 1 
to 100 stores in more than 12 states. WingStop now 
features chicken wings as a main entrée, combining 
the concept with planes and aeronautics as décor. 
During this time, Swad served as principal owner of 
the chain, and it was in 2003 that he decided to sell the 
company with one objective in mind—to make Pizza 
Patrón the premiere Hispanic pizza chain.

Returning to Roots in Pizza
It took Pizza Patrón a few months to develop a solid 
concept suitable for franchising, and several factors 
needed fixing before selling the idea. Improvements 
in menu, operations, lighting, and music were among 
the features reevaluated. Thus, Pizza Patrón, Inc., 
Licensed Company, was incorporated in August 2002 
and began offering franchises in November 2002. The 
first franchise was sold in April 2003.

As of August 2007, 65 stores thrived in five states: 
60 franchises and five owned by Swad. Pizza Patrón 
establishments offer pizza in two sizes with a variety 
of toppings. They also sell beer at the Odessa, Texas, 
location. Although stores offer traditional pizza prod-
ucts, Pizza Patrón caters almost exclusively to Hispanic 
customers in middle-class neighborhoods. In 2005, 
Pizza Patrón developed its first dine-in location. By 
2006, the first drive-thru window store was opened at 
its Grand Prairie, Texas, location.

In addition, during 2007, 14 stores were under 
construction, while another 31 stores were in the 
site selection process. Pizza Patrón was confident that 
there would be 72 stores in various markets by the end 
of 2007, eventually surpassing the 100-store industry 
benchmark by the end of 2008 (see Exhibit 1 and 
Exhibit 2 regarding the growth of the firm).

The Restaurant Industry 
in the United States
According to the National Restaurant Association, 
the restaurant industry in the United States has a 2007 
projected value of $537 billion in retail sales. More 
than 935,000 locations serve more than 70 billion meals 
and snacks annually. This industry employs 12.8 million
people and is the largest employer other than the federal 
government. “The overall economic impact of the 
restaurant industry is expected to exceed $1.3 trillion 
in 2007.”3 

The pizza segment is considered the most com-
petitive segment in the restaurant industry, where the 
barriers to entry and exit of competitors are very low. 

3 National Restaurant Association (www.restaurant.org).
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EXHIBIT 1 Pizza Patrón Store Development FY2007–FY2008

 OPEN CONSTRUCTION  SITE SELECTION TOTAL

California 2 3 4 9

Nevada 2 3 1 6

Colorado 3 0 0 3

Texas 50 6 7 63

Florida 0 1 0 1

Arizona  8 1 19 28

 Total 65 14 31 110

EXHIBIT 2 Pizza Patrón Sales

 2003 2004 2005 2006 2007

Sales in US$ 2,141,470 6,956,562 14,380,944 19,666,115 27,000,000
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Pizza is a high-margin product that is easy to manage, 
so it attracts new entrants every year. According to 
the Pizza Marketing Quarterly magazine,4 retail sales 
in 2005 exceeded $31.2 billion. This represents more 
than 6.5% of the overall restaurant industry. The top 

25 national chains own 35.2% of US pizzerias and 
control more than 50.53% of sales.5 There were 
69,386 pizzerias at the end of 2005, representing over 
7% of the total restaurants in the United States. At 
the store level, the annual average sales in 2005 were 

4 Pizza Power Report 2006 (www.pmq.com).
5 InfoUSA (www.usinfo.state.gov/usa/infousa/).

www.pmq.com
www.usinfo.state.gov/usa/infousa/
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almost $450,000, which was an increase of 1.7% over 
2004.6

Today, the pizza segment has three important trends: 
(1) People are becoming more health conscious about 
their eating habits, so gluten-free dough is taking the 
lead, increasing sales by over 10%. (2) Hispanic flavors 
are becoming core items in the topping selection, so 
some chains are adding corn, plantains, chili peppers, 
and tropical fruits to their topping lists. (3) Organic 
ingredients, fat content, cholesterol, and sodium matter 
in customers’ purchasing decisions.7 These trends have 
led chains to suggest different menu options to the cus-
tomer. Overall, the pizza segment will adapt promptly 
to survive and will maintain its importance and growth 
in the restaurant industry as a whole (see Exhibit 3).

Competitors in the United States
Other branded pizzerias are the direct competitors of 
Pizza Patrón (Exhibit 4). Pizza Hut remains at the top 
of the list with 17% of total industry sales and 7,566 
stores, which represent 10.9% of all pizzerias in the 
United States. Domino’s occupies the second place 
with a 10.6% market share and more than 5,000 stores. 
In third place is Papa John’s with 2,601 stores and a 
5% market share.8 Little Caesars is the fourth-ranked 
national chain and is coming back after several years 
of poor performance that pushed it to close stores 
in several US markets. Pizza Patrón considers Little 
Caesars its direct competitor since both companies dif-
ferentiate from the rest of the industry by offering only 

EXHIBIT 3 Restaurant Industry Sales in the United States
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 1970 1987 1997 2007

Sales in Billions 42.8 199.7 322.5 536.9

6 Pizza Power Report 2006 (www.pmq.com).
7 National Restaurant Association (www.restaurant.org).
8 Pizza Power Report 2006 (www.pmq.com)
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EXHIBIT 4  Competitors’ Market Share in the 
United States

COMPANY MARKET SHARE

Independent pizza stores 49%

Pizza Hut 17%

Domino’s 11%

Papa John’s 5%

Little Caesars 3%

All other top 25 14%

 Total  100%

carry-out service and a lower price point to customers. 
Other important national chains include Pizza Inn, 
Papa Gino, Mr. Gatti’s, Rosati, CiCi’s, Jets, and Villa 
Pizza. It is important to point out here that no other 
companies currently target the Hispanic community 
besides Pizza Patrón.

Products
Pizza Patrón features several products on its menu, 
especially its large-size 15-inch pizza, which is not 
offered by any other pizza chain in the industry 
(Exhibit 5). Other pizzerias mainly offer large sizes 
measuring between 13 and 14 inches, depending on 
the brand. The company also offers a “Half Pizza,” 
which is 11 inches in size. The pizza is a traditional 
American-style one with a variety of toppings such as 
pepperoni, sausage, bell peppers, olives, ground beef, 
chorizo, and jalapeno. The Hispanic touch is found 
in the specialty pizzas, such as the Patrona, Mexicana, 
and Hawaiana. These offerings bring a combination of 
flavors that appeal to their core consumers. Other sig-
nature products are the three flavors of “Fiesta Wings”: 
buffalo, lime and pepper, and garlic con queso.

To connect with its core customers, Pizza Patrón 
launched an initiative to accept Mexican pesos at 
all its locations in January 2007. This allowed the 

company to differentiate more from its competitors 
and to really prove that it is focusing on serving the
Hispanic community. According to company research, 
52% of its customer base is Mexican. 

An extension to the Pizza Patrón brand is the 
Patrón Calling card, launched in August 2007. This 
calling card allows the user to call unlimited to Mexico 
either for 2, 7, or 30 days. Paying for minutes is in 
the past. Now, Pizza Patrón customers call Mexico 
for days.

Overall, Pizza Patrón’s unique value proposition 
is defined by its products and services including pizza, 
Fiesta Wings, Mexican soft drinks, the acceptance of 
pesos, and its phone cards. Pizza Patrón’s products and 
services are also its key differentiators in this competi-
tive industry.

Future Growth
Currently, Pizza Patrón estimates its potential in the 
United States to be 1,000 stores and growing, accord-
ing to the Hispanic population.9 The attractiveness of 
this brand goes beyond growing within the United 
States. It also aspires to expand into Latin America, 
beginning with Mexico. It is important to consider that 
more than 40 million Hispanics reside in the United 
States, with a high percentage of them maintaining 
their heritage. The connection between US residents 
and families in Latin America is important because 
Pizza Patrón endeavors to become a tie between the 
Hispanic populations in the United States and Latin 
America. Hispanics can feel at home, receive good ser-
vice, speak their own language, and also identify with 
the Pizza Patrón experience. Having succeeded in the 
United States, Pizza Patrón now wants to reproduce 
this experience abroad. Targeting the same under-
targeted low-income working-class families in Latin 
America is its key strategy. Making a connection with 
the target market and bringing value to the consumer 
are paramount in executing their plan. The million 
dollar question is: How should Pizza Patrón do it? 

In 2007, a team of Pizza Patrón executives did 
extensive research on the Mexican market. The fol-
lowing sections highlight their findings. 

9 Company Information.
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Competition in the Pizza Industry 
in Mexico
Competition for Pizza Patrón in Mexico is intense 
(Exhibit 6). International competitors include 
Domino’s Pizza and Pizza Hut. Benedettis, La Fabula, 
Pizzeta, OK, Josephinos, CIAO, Pizza del Ray, 
In-OUT, and Mr. Pizza comprise the major local 
competitors. Having been in Mexico for 15 years, 
Domino’s is well established and holds the largest 
market share, with over 660 stores. Pizza Hut is in 
second place with 178 stores. Benedettis leads the local 
competitors with 105 stores.10 Thus, Pizza Patrón will 
have to differentiate itself in order to succeed in the 
highly competitive pizza market in Mexico.

Pizza Patrón’s differentiation in the United States 
translates to a competitive advantage in quality prod-
ucts at low prices and exceptional customer service. 
Pizza Patrón achieves and maintains its exceptional 
service by focusing on a very specific market and 
through its human resource management. Maintaining 
its quality products at low prices will depend heavily 
on its ability to develop strong relationships with sup-
pliers and distributors in Mexico. 

Mexico has few high-quality suppliers and dis-
tributors (Exhibit 7). The limited number of suppliers 
and distributors, as compared to the large number of 
buyers, increases the bargaining power of the suppliers 
and distributors. Additionally, one of the distribution 
suppliers, Dia, is owned by Domino’s Pizza, a leading 

10 www.dominos.com; www.pizzahut.com; www.benedettis.com
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EXHIBIT 5 Pizza Patrón’s Menu of Products and Services
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EXHIBIT 6 Competitors in Mexico

  CORPORATE  FRANCHISE  INVESTMENT   CORPORATE

 COMPANY STORES STORES TOTAL US$ PER STORE ROYALTIES OFFICE

Domino’s 0 670 670 215,000 6% Ann Arbor, MI

Pizza Hut 128 50 178 250,000 6% Addison, TX

Benedettis 36 69 105 160,000 5% Mexico City

La Fabulla 39 23 62 NA 4% Hermosillo, SON

Pizzeta 50 5 55 50,000 5% Culiacan, SIN

OK Pizza 35 0 35 NA 5% Mexico City

Mr. Pizza 32 0 32 130,000 NA Guadalupe, NL

Josephinos 23 2 25 180,000 5% Monterrey, NL

Ciao Pizza 1 19 20 NA NA Guanajuato, GTO

Pizza del Rey 15 4 19 100,000 NA Chihuahua, CH

Papa John’s 0 11 11 250,000 5% Louisville, KY

In-Out Pizza 7 1 8 323,000 NA Tula, HGO

competitor. Pizza Patrón will have to develop a strat-
egy for establishing and managing its supply chain in 
Mexico. This is probably the most challenging aspect 
of Pizza Patrón’s expansion into Mexico.

Another important consideration for Pizza Patrón 
as it expands to Mexico is marketing and brand-
building. One advantage it has with respect to brand 
recognition is the press it received when announc-
ing the “Pizza por Pesos” campaign in the United 
States. As mentioned previously, this news reached 
several countries beyond the United States, including 
Mexico. Accepting pesos for payment, in spite of the 
controversy it caused in the United States (some crit-
ics accused it of promoting “illegal immigration”), 
sent the message that Pizza Patrón is dedicated to 
providing the best service possible for its customers. 
This event enhanced brand recognition and linked 
the Pizza Patrón name to its dedication to customer 
service—at essentially no cost because all the media 
hype was free. 

A final industry consideration in Pizza Patrón’s expan-
sion into Mexico is substitute products and services. 
Here again, Pizza Patrón’s defense relies on its ability 
to continuously innovate and differentiate itself. It has 
been successful in doing this in the United States by 
offering a variety of products such as Fiesta Wings, 
accepting pesos for payment, and hiring employees 
from the store’s area. Pizza Patrón will have to con-
tinue innovating to distinguish itself in the highly 
competitive pizza market in Mexico.

Resources and Capabilities
From an internal standpoint, Pizza Patrón has an excel-
lent opportunity to leverage its resources and core 
competencies for its expansion into Mexico. In this 
section, the tangible and intangible resources and capa-
bilities will be analyzed with respect to this expansion. 
The VRIO framework11 will also be utilized as a means 
to describe the potential for Pizza Patrón’s success.

i n t e g r a t i v e  c a s e  7     Pizza Patrón Eyes Mexico
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Given the available tangible resources alone, Pizza 
Patrón has created a significant foundation for future 
growth. Financially, it has experienced an average 
annual sales growth of 50% since 2004 (Exhibit 2). 
The company has also established an effective organi-
zation with resources deliberately hired for catering to 
the Hispanic population. These employees continue 
their devotion to Swad because he has consistently 
maintained his focus on their community. Additional 
tangible assets include the menu offerings, along with 
the availability of raw materials in Mexico.

An endless number of intangible resources is avail-
able to Pizza Patrón given that it has devoted much 
effort to establishing the company’s brand. The brand 
is directly tied to those hard-earned attributes, like 
customer loyalty, product quality, social awareness, 
and Pizza Patrón’s reputation for quality and pride in 
customer service. 

Aspects of value, rarity, imitability, and organiza-
tion from the VRIO framework assist in identifying 
the level of potential success Pizza Patrón may realize 
when opening stores in Mexico. The combination 
of all of the tangible and intangible resources creates 
very high value. Competitors of Pizza Patrón have 
not created an entire enterprise around this customer 
segment, giving the company a unique competitive 
edge. The aspect of Pizza Patrón operating with rare 
resources may provide a challenge when entering 
the Mexican market since employees with different 
experiences and social outlooks may not bring the 
same level of loyalty as US-based employees. From 
the aspect of competitors imitating Pizza Patrón in 
Mexico, it is likely customers would easily recognize 
the efforts of the company that has built its business 
and brand around their needs. This customer point 
of view would begin with the company’s name 
recognition, its experience in the sales process, 
the high quality of its products, and its excellent 
customer service. Another competitive challenge 
would be imitating Pizza Patrón’s pricing strategy. 
Finally, the organization would embed the same 
resource components, making the potential for suc-
cess highly likely.

Institutional Frameworks
The institutional framework consists of formal and 
informal institutions that impact individual and firm 
behavior. Three “pillars” support these two institu-
tions.12 The regulatory pillar entails the coercive power 
of the government and supports the formal institution. 
The formal institutions consider laws, regulations, and 
rules. Pizza Patrón will definitely encounter formal 
institutions in its expansion into Mexico. Since the 
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EXHIBIT 7  Potential Suppliers and Distributors 
in Mexico

ITEM SUPPLIER/COMPANY

Toppings Derileq

 Enrique Ingredientes

 Alimentec

 Tyson

 Pilgrims

 Bachoco

 Fud

 Tangamanga

 Sous-Chef

Distribution Pacific Star

 DIA Distribution

Box Smurfitt

 NOVA

Flour Griffit

Tomato sauce Del Monte

 Proveedora de Restaurantes

Equipment Micro Herros de Occidente

 Proesa Tecnogas

 Superior

Vegetables  Locally

Cleaning supplies Locally

12 Peng, 2006, Global Strategy (p. 109).

Openmirrors.com



435

NAFTA agreement, foreign companies may wholly 
own businesses in Mexico. This would allow Pizza 
Patrón to either acquire an existing chain or invest in 
a greenfield operation. Mexico does have other laws 
that impact foreign direct investment. These laws are 
relatively easy to contend with if a company is will-
ing to participate. The company may also need to 
better understand the “efficient grease” hypothesis, 
which asserts that “corruption can improve economic 
efficiency and that fighting bribery would be counter-
productive.”13

Informal institutions refer to norms, cultures, and 
ethics and are supported by two pillars: normative 
and cognitive. The normative pillar considers the 
norms, values, and beliefs of individuals and firms. 
Pizza Patrón has been successful in the United States 
by embracing the Hispanic community’s heritage. It 
has not only offered ethnic flavors to an American 
product, but also employed members of the commu-
nity from the neighborhoods (or barrios) in which its 
stores are located. This strategy resonates with Pizza 
Patrón’s target consumer. Employing this same strat-
egy in Mexico will more than likely produce a similar 
success. As far as the cognitive pillar is concerned, 
given Pizza Patrón’s adoration of the Hispanic culture, 
it seems unlikely that it will upset the beliefs, norms, 
or values of the Mexican community in Mexico. On 
the contrary, the Mexican community will enjoy the 
Pizza Patrón experience.

With regard to culture, the Hispanic culture has 
a high degree of collectivism, which means Hispanics 
tend to band together. With Pizza Patrón offering 
jobs in barrios where stores are located and focus-
ing on low-price quality products and services, it 
seems reasonable that the Mexican community will 
favor Pizza Patrón. With regard to ethics, there 
could be considerable debate in the United States 
surrounding Pizza Patrón possibly having to follow 
the prescription of the “efficient grease” hypothesis 
in order to navigate through the Mexican landscape. 
However, this informal “way of doing business” is 
an acceptable practice in Mexico. It is not considered 
unethical or wrong.

Decision
Pizza Patrón’s decision to expand into Latin America 
is a logical choice based on the core customer base it 
currently serves. The decision to first enter Mexico is 
viable due to the following factors: (1) the proxim-
ity to the United States; (2) the highest percentage 
of US Hispanic immigrants are from Mexico; (3) the 
current US Pizza Patrón core customer base is over 
60% Hispanic; (4) 90% of its employees were born 
in Mexico; (5) the corporate knowledge base of the 
Mexican market; (6) awareness of the Pizza Patrón 
brand in Mexico prior to its entry; (7) Mexico offers 
an established infrastructure, more so than other Latin 
American countries; and (8) trade laws are more favor-
able in Mexico with NAFTA. Pizza Patrón plans to 
move into Mexico by the end of 2008. The timing 
is right for this expansion since the “Pizza por Pesos” 
campaign recently hit the international media. This 
exposure has increased its brand awareness. Since the 
International Franchise Fair held in Mexico on January 
8, 2007, Pizza Patrón has received weekly inquiries 
from business owners, indicating rising brand recogni-
tion in the country. On the verge of Pizza Patrón’s 
first expansion out of its home country, Swad and his 
executive team face three options for its expansion 
into Mexico: (1) offer a master franchise, (2) acquire 
an existing enterprise, or (3) build a successful green-
field operation. Which strategy should it pursue?

Sources: (1) Benedettis Pizza (www.benedettis.com); (2) Boston Pizza 
(www.bostonpizza.com); (3) Camara Nacional de la Industria de Restau-
rantes y Alimentos Condimentados (www.caniracnacional.com.mx); 
(4) Domino’s Pizza (www.dominos.com); (5) Info USA (www.usinfo.
state.gov/usa/infousa/); (6) D. Kaufmann & S.-J. Wei, 1999, Does 
“grease money” speed up the wheels of commerce?, World Bank 
working paper; (7) Little Caesars (www.littleceasars.com); (8) National 
Restaurant Association (www.restaurant.org); (9) NPD Food World 
(www.npd.com); (10) Papa John’s (www.papajohns.com); (11) M. W. 
Peng, 2006, Global Strategy, Cincinnati: South-Western Thomson; 
(12) Pizza del Rey (www.pizzadelrey.com.mx); (13) Pizza Hut (www.
pizzahut.com); (14) Pizza Patrón (www.pizzaPatrón.com); (15) Pizza 
Patrón Executive Interview; (16) Pizza Patrón Uniform Franchise 
Offering Circular 2007; (17) Pizza Power Report 2006 (www.pmq.com); 
(18) Pizzeta Pizza (www.pizzeta.com.mx); (19) Que comer guia de 

13 “Does ‘Grease Money’ Speed Up the Wheels of Commerce?” by Daniel Kaufmann (World Bank Institute Governance, Regulation, and 
Finance) and Shang-Jin Wei (World Bank Development Research Group), April 1999.
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www.benedettis.com
www.bostonpizza.com
www.caniracnacional.com.mx
www.dominos.com
www.usinfo.state.gov/usa/infousa/
www.usinfo.state.gov/usa/infousa/
www.littleceasars.com
www.restaurant.org
www.papajohns.com
www.pizzadelrey.com.mx
www.pizzahut.com
www.pizzahut.com
www.pizzaPatr�n.com
www.pmq.com
www.pizzeta.com.mx
www.npd.com
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restaurantes (www.quecomer.com); (20) US Department of Commerce 
(www.buyusa.gov/mexico).

Case Discussion Questions
 1. How would you characterize the intensity of com-

petition in this industry in both the United States 
and Mexico?

 2. Can Pizza Patrón’s market-winning capabilities be 
transferred to a new environment?

 3. What are the differences associated with the insti-
tutional environment in the United States and 
Mexico?

 4. Which entry mode should Pizza Patrón adopt for 
its entry into Mexico? Discuss its pros and cons.

i n t e g r a t i v e  c a s e  7     Pizza Patrón Eyes Mexico
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1 This case was written by Yuan Lu (Chinese University of Hong Kong). It is intended to be used for class discussions rather than to illustrate 
either effective or ineffective handling of an administrative situation. The author would like to thank Mr. Tong Zhicheng for his kindness 
of offering opportunities of interviews and visits to the company. © Yuan Lu. Reprinted with permission.

INTEGRATIVE CASE 8
Pearl River Piano Group’s International Strategy1

Yuan Lu
Chinese University of Hong Kong

The CEO of China’s (and the world’s) largest pianomaker seeks advice on how to enter interna-
tional markets. 

In March 2000, Tong Zhicheng, CEO of China’s 
Pearl River Piano Group (PRPG) Corporation, 
received a group of professors from business schools in 
Hong Kong and the United States. He enthusiastically 
showed them around the company’s product presen-
tation hall and workshops. “Do you think American 
customers would like my products?” he asked an
American professor. “Yeah, why not?” the professor
replied, “They are good pianos with low prices. 
However, the American piano market has matured; 
therefore, it is not easy to survive there.” 

So, how to enter the American market? This 
was the major strategic challenge confronting Tong 
for some time. Over the preceding few years, the 
company had begun exporting to Asian and European 
markets, but Tong believed it was the right time to 
think about the US market. 

Company Background
PRPG started as a state-owned enterprise (SOE). The 
group corporation was developed from a piano factory 
established in 1956 in the southern city of Guangzhou. 
When it was founded, the factory had less than 100 
employees and produced only 13 pianos a year (one of 
which was exported to Hong Kong). As most production 
procedures involved manual skills, the factory’s capacity 
was limited, less than 1,000 units a year. The factory 
branded its products “Pearl River Piano” since it was 
located next to the Pearl River. Throughout the 1960s 
and the 1970s, Pearl River pianos were not well known 
in China since the better-known brands were the Star 

Sea made by the Beijing Piano Factory and the Ni Er 
(named after a famous musician) made by the Shanghai 
Piano Factory. 

A strategic turnaround occurred in the early 1980s 
after the Chinese government decided to embark 
on economic reforms. One of China’s early reform 
programs was to delegate decision autonomy to 
enterprise levels. In the mid-1980s, the factory was 
granted autonomy for imports and exports, which 
encouraged it to search for partners and markets abroad. 
It became the first piano builder in China to import 
foreign technologies and expatriate experts. In 1987, 
the factory was expanded to become Pearl River Piano 
Industrial Corporation, and in 1996, after merging 
with a few smaller musical instrument companies, it 
formed Pearl River Piano Group Corporation. 

Pianos originated in Europe, where the first stringed 
instrument was the harp in ancient times. The modern 
piano took a long time to develop. For instance, the 
keyed monochords were developed approximately in 
the 12th century. In 1709, Bartolomeo Cristofori, an 
Italian harpsichord maker, made an instrument that was 
later regarded as the first piano. He called it the gravice-
mbalo col piano e forte, or “harpsichord that plays soft and 
loud.” In the late 18th century, pianomaking flourished 
in Vienna. The piano at that time had a wood frame, 
two strings per note, and leather-covered hammers. 
Mozart, for example, composed his concertos and 
sonatas on such a piano. The 18th and 19th centuries 
were the most exciting time for piano builders because 
the Industrial Revolution brought innovations to piano 
production, such as high-quality steel for making strings. 
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In terms of basic technology, today’s piano is almost 
the same as that of the late 19th century.

A piano is made up of more than 8,000 components, 
requiring more than 200 labor hours to produce and 
employing more than 300 production procedures. 
Normally, piano builders introduced production 
assembly lines in order to improve efficiency, but it 
was commonly believed that a high-quality piano 
could only be made by craftsmen using their skills and 
experiences to make and tune each product. 

1992 to 1999: Tong’s Strategy
Tong joined the piano factory when he was 16 and 
started his career as a piano builder by first working as 
a junior craftsman. He recalled his career development 
as the following:

“PRPG was a small-scale company at that time 
[when I joined it], so I was able to try a variety of 
jobs. I worked as a repairman, and then I became 
the head of the repair department. Afterwards, I was 
promoted to be the head of three other departments: 
overseas sales, domestic sales, and supplies. After that, 
I was sent to Macau [a former Portuguese colony 
south of Guangzhou that was returned to Chinese 
sovereignty in 1999] and set up a new factory. In 1991, 
I was sent back to the headquarters and in 1992, I was 
appointed CEO.”2

After Tong assumed the CEO position, he 
introduced two strategic pillars: innovation and 
quality. Innovation included the importation of new 
technology in production and quality measurement 
and product innovation by developing a wide range 
of pianos to meet the upper-, medium-, and low-end 
markets. PRPG invested approximately $60 million 
to upgrade production lines. The company established 
an expert team consisting of more than 40 technicians 
and computerized product design, tuning, and product 
quality analysis. It further developed more than 70 
different styles and eight families of pianos. 

The second strategic pillar was to enhance quality. 
The company introduced Total Quality of Manage-
ment in 1988. In 1996, it introduced ISO 9000 and 

was certified in 1998. The company also established a 
joint venture with Yamaha in 1995. The joint venture
licensed Yamaha technology to make key compo-
nents (such as framework) and then became a key 
supplier to Yamaha in China. Through this partner-
ship, PRPG learned how to make a world-class, 
high-quality product. 

As CEO, Tong did not like to stay in his office 
but maintained his tradition of walking around in 
production lines and chatting with workers. He once 
said to visitors, “Every piano is my son.” He told 
employees: 

“By striving to compete with other manufacturers that 
have a much longer history of building pianos, Pearl 
River has put its employees and management on notice 
that we will accept nothing short of perfection.”3

Tong realized that innovation and quality 
improvement were perhaps not enough to make 
his products competitive with Western-built pianos. 
Since a piano was traditionally a European musical 
instrument, it was imperative that a Chinese piano 
builder, such as PRPG, identify a distinctive position 
in the marketplace in order to win the competition. 

Chinese Pianos with Western 
Cultural Properties
Piano builders can be categorized as those targeting 
upper-, medium-, and low-end markets. A company 
targeting the upper market typically developed 
competitive advantages based on a long history of 
reputation, sophisticated procedures, luxury materials, 
beautiful styles and painting, and high-quality piano 
performance. Usually, European pianos targeted the 
upper market. Customers in this market segment 
included professionals for world-class concerts, upper-
class households, and collectors. However, although 
European piano makers enjoyed their long history of 
developing pianos, the United States became an impor-
tant piano building base as well as a large market. For 
example, Steinway pianos were usually regarded as the 
best in the world. The company, which is now based 
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2  Hang Lung Center for Organizational Research Newsletter. Fall 2000. Globalization ambition and management philosophy: An interview 
with Mr. Tong Zhicheng, CEO of Pearl River Piano Group.
3  Pearl River Piano Group homepage: http://www.pearlriverpiano.com/eprp/aboutus.html#Origins.
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in the United States, was created in 1853 by German 
immigrant Henry Engelhard Steinway. For 150 years, 
Steinway has been dedicated to the ideal of making 
the finest pianos in the world. Due to sophisticated 
production procedures, as well as characteristics of the 
small market niche, companies in this market segment 
usually had a small production volume. For instance, 
Steinway only produced about 2,000 pianos a year. 
To compete with this strategy, handcraft skills, his-
tory, reputation, and preferences of well-known piano 
players became the key factors to success. 

Many piano builders, particularly late entrants from 
Asia to this industry, targeted the medium- and low-
end markets. The strategy adopted by these companies 
focused on efficiency, which was achieved through 
large-scale production. For example, Yamaha was the 
largest piano builder in the world. Its production capa-
bility could reach over 150,000 sets a year. Companies 
positioning themselves to target the medium- and 
low-end markets competed primarily on price. 

PRPG adopted the second strategy and focused 
on the mass customer market as its dominant niche. 
However, Tong’s ambition was to produce the best 
pianos in the world like Steinway. He clearly knew 
that it was difficult to replicate Steinway’s success. 
His strategic ambition therefore was to propel Pearl 
River Piano to become an upper-class brand while 
improving both its product quality and reputation. 
Tong believed that he could make the best product, 
next only to Steinway. To achieve this goal, he had 
to make his pianos better than the products of most 
overseas piano builders, particularly those produced by 
Asian competitors. 

How to do that? Tong believed that the piano is 
a distinctive piece of work that integrates both tech-
nology and culture, and that he must make his pianos 
sound like European products and project an image 
of “European culture.” He said that although PRPG 
might need a few years to catch up to the world-class 
piano builders by importing technologies and expert 
knowledge for quality enhancement, it would take 
a much longer time to understand and master the 
piano culture. 

To make employees and managers understand not 
only technology but also the Western culture associated 
with pianos, Tong invited seven foreign expatriates
from Germany and the United States as consultants and 

advisors who came every six months to work with PRPG 
technicians and workers. Moreover, Tong stressed the 
necessity to maintain manual work in key production 
procedures, although the company installed two compu-
terized laboratories to test products. “Do you know the 
difference between products made by machine and made 
by hand?” Tong once said to his employees. “A piano 
made by machine sounds like a machine. A piano made 
by hands sounds like a human being. The best piano 
should be made by heart not by machine.” To make 
handcrafted pianos, Tong trained 100 highly skilled tech-
nicians who tested and adjusted every product manually. 
He also encouraged managers to learn to play piano, and 
he himself was an excellent pianist. 

Building Sales Networks 
and Brand
Tong had rich experience in sales and marketing 
both domestically and internationally. PRPG was the 
first piano builder in China to establish a nationwide 
distribution network. Tong created strategic alliances 
with distributors, musical schools, and colleges, and 
numerous famous pianists who were invited to be 
advisors to promote Pearl River pianos. By 2000, 
PRPG had more than 130 strategic alliances through-
out the country, in addition to 208 sales units. 

Tong’s ambition was to make Pearl River Piano 
a world-class brand. In fact, when he began to 
introduce innovation and quality strategies, he noted 
the importance of brand. Since 1996, he consciously 
promoted Pearl River Piano as a national brand. His 
strategy was to make his brand known in domestic and 
international markets by allying famous pianists. Tong 
sponsored various types of piano concerts and compe-
titions, such as the Chinese Works Piano Competition 
2000 in Hong Kong. Tong also established close 
personal relationships with many world-renowned 
piano players (such as Lazar Erman) and recommended 
that they play Pearl River pianos in their concerts. 

The Internationalization Challenge
By the end of 2000, PRPG was the largest piano 
builder in China, the second largest in the world (next 
to Yamaha), with an annual production capacity of 
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over 100,000 pianos. The company had more than 
4,000 employees with a total asset value of approxi-
mately $130 million. While it also diversified into 
other musical instruments, its center of gravity was 
definitely piano, with more than 50% of the piano 
market in China. However, Tong did not seem satis-
fied with this progress. Although there was room to 
grow in China, competition became tougher than a 
few years ago. Hundreds of private companies began 
entering the market and competed through their low-
quality and low-price products. 

Tong thus turned his eyes on international mar-
kets, specifically the US market. When asked “What 
would PRPG’s prospects be without globalization?” 
he answered: 

“The company could still survive [by staying in 
China] under some constraints. However, it is impos-
sible for an entrepreneur to stay at the same position 
permanently. In fact, an entrepreneur is an aggressor 
in the business world. . . . We are still developing. 
We have made some progress, but not yet a great 
success. . . . PRPG has laid the foundations for global-
ization, but we cannot claim that our global outreach 
is well established yet. I guess it will take another 
three years to build a more solid foundation.”4

When compared with other Chinese piano builders, 
PRPG had gained some experience in exporting. 
Tong believed that although the piano market in the 
United States was mature, his products could carve 
out a market niche. Because of the expensive labor 
costs in the United States and the necessity to rely on 
manual skills when building pianos, Pearl River pianos 
could take advantage of cheap labor costs in China 
combined with high product quality to eventually win 
American customers. 

The company actually started making efforts to 
enter the US market a few years ago. While relying 
upon traditional direct exports, Tong also tried to 
seek a US piano builder as a partner to penetrate the 
market but this attempt did not succeed. He realized 
that most Americans still viewed Chinese products as 
cheap and low quality. In addition, it was difficult to 

get a strategic alliance partner because an American 
piano builder would perceive him as a competitor 
instead of a partner. To build a strategic alliance with 
an American company, PRPG might also have to 
introduce the American partner to the Chinese market, 
as an exchange for its entry to the US market. This 
would add a new rival in China’s increasingly crowded 
domestic market. Therefore, Tong needed to calculate 
carefully what he could offer to the partner and what 
he wanted from the partnership. 

Searching for various alternatives to enter the US 
market did not stop Tong’s pace. In 1999, he set up 
a sales subsidiary in the United States as the platform 
upon which to further expand. However, he believed 
that although direct exports might be effective in the 
short run, the company should do something else in the 
long term. He viewed the company’s mission to enter 
the US market as a crucial stage toward building the 
Pearl River Piano brand name internationally. “What 
should I do next?” he frequently asked his managers and 
consultants. And it was on that morning back in March 
of 2000 that he asked the same question to the Hong 
Kong and American professors who visited him.

Case Discussion Questions

 1. Drawing on industry-, resource-, and institution-
based views, explain how PRPG, from its humble 
roots, managed to become China’s largest and the 
world’s second largest piano producer.

 2. Why did Tong believe that PRPG must engage in 
significant internationalization (instead of the cur-
rent direct export strategy) at this point? 

 3. If you were one of the professors who visited 
Tong in March of 2000, how would you have 
briefed him about the pros and cons of various 
foreign market entry options?

 4. Again, if you were one of those professors, what 
method would you have suggested as a way to 
tackle the US market?

4 See Hang Lung Center for Organizational Research Newsletter. Fall 2000. Globalization ambition and management philosophy: An 
interview with Mr. Tong Zhicheng, CEO of Pearl River Piano Group.
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1  This case was written by Mike W. Peng (University of Texas at Dallas) and supported by a National Science Foundation CAREER grant 
(SES 0552089) for educational purposes. This case was entirely based on media publications. The views expressed are those of the author 
and not those of the NSF. The author thanks Erin Pleggenkuhle-Miles for her excellent research assistance. © Mike W. Peng. Reprinted 
with permission. 

INTEGRATIVE CASE 9
Is a Diamond (Cartel) Forever?1

Mike W. Peng
University of Texas at Dallas

South Africa’s De Beers successfully managed the global diamond cartel throughout the 20th century. 
However, it is encountering major challenges in the 21st century. 

The longest running and probably the most success-
ful cartel in the modern world is the international 
diamond cartel headed by De Beers of South Africa. 
The cartel system underpinning the $64 billion a year 
industry is, according to The Economist, “curious and 
anomalous—no other market exists, nor would any-
thing similar be tolerated in a serious industry.” While 
De Beers successfully managed this cartel throughout 
the 20th century, it is now confronting major chal-
lenges in the 21st century. How did the cartel start? 
What are its driving forces? What are its current chal-
lenges? This case addresses these questions. 

The Cartel
Although historically diamonds were rare, the dis-
covery of South African diamond mines by the end 
of the 19th century brought an avalanche of stones to 
the global market. A key reason diamond prices were 
so expensive was because of the deeply ingrained 
perception of scarcity. Consequently, if there was an 
oversupply, prices could plummet. Cecil Rhodes, an 
English tycoon who founded the De Beers Mines 
in South Africa in 1875, sought to solve this prob-
lem by focusing on two areas. First, Rhodes realized 
that supply from South Africa, the only significant 
producer in the world at that time, should be lim-
ited. Second, because producers (diggers) had little 
control over the quality and quantity of their output, 
they preferred to deal with an indiscriminate buyer 
willing to purchase both spectacular and mediocre 

stones. Since most output would be mediocre stones, 
producers preferred to remove any uncertainty and to 
be able to sell all of their output. On the other hand, 
buyers (merchants) needed to secure a steady supply of 
stones (both high and low ends) in order to generate 
sufficient volume to polish and then retail. Rhodes’s 
solution was to create an ongoing agreement between 
a single producer and a single buyer in which supply 
was kept low and prices high.

Putting his idea in action, Rhodes bought out 
all the major South African mines in the 1890s and 
formed a diamond merchants’ association in the 
country, called the “Diamond Syndicate,” to which 
he would sell his output. In such “single-channel 
marketing,” all members of the syndicate pledged to 
buy diamonds from Rhodes and sell them in specific 
quantities and prices. With such an explicit scheme 
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of quantity- and price-fixing, the diamond cartel was 
born. After Rhodes’s death in 1902, the De Beers’s 
empire was strengthened by Ernest Oppenheimer, a 
German diamond merchant who had founded his own 
company, Anglo-American, in South Africa. Through 
cross-shareholdings, members of the Oppenheimer 
family still control both De Beers’s and Anglo-American 
to this day. 

Industry Attributes
Most cartels collapse due to organizational and incen-
tive problems. The longevity of the De Beers cartel, 
now running for more than 100 years, thus is an 
amazing case study of how to effectively run a cartel. 
At least three industry attributes contribute to the 
cartel’s longevity. First, the industry has an extraordi-
narily high concentration. In Rhodes’s day, De Beers 
not only controlled all of South African (and hence 
virtually worldwide) production, but also controlled 
all sales through its wholly owned subsidiary, Central 
Selling Organization (CSO), in London. 

Second, De Beers is the undisputed price leader. 
Sales of rough diamonds (called “sights”) are managed 
by the CSO to an exclusive group of “cherry picked” 
merchants (known as “sightholders”) from cities such 
as Antwerp, Johannesburg, Mumbai, New York, and 
Tel Aviv. Sightholders would inform the CSO of 
their preferences for quantity and quality. The CSO 
then matched them with inventory. During each 
sight, the CSO offered each sightholder a preselected 
parcel. The buyer either took it or left it—no bargain-
ing was permitted. Buyers usually took the parcel. If 
buyers did not like the system, they would not be 
invited again. This tactic allowed De Beers to control, 
down to the carat, exactly what and how many stones 
entered the market and at what price. To maintain 
the exclusivity of the sightholders, their number was 
reduced from approximately 350 in the 1970s to less 
than 100 sightholders in the 2000s. 

Third, the friendly social relationships among par-
ticipants of the cartel—for the most part—facilitate 
its long-term viability. “It’s a personal business, face 
to face,” said De Beers’s current chairman Nicky 
Oppenheimer (Ernest’s grandson), “In uranium, every-
body brings their lawyers. In diamonds, there are no 
lawyers sitting around. It’s a handshake business.” 
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Firm Capabilities
At least three firm-specific attributes are also behind the 
longevity of De Beer’s cartel. First, De Beers has a very 
clear strategy: Expand demand, limit supply, and maxi-
mize long-term profit. In the postwar decades, thanks to 
De Beers advertising (which amounted to $180 million 
in 2003, in addition to $270 million spent by its clients), 
diamond engagement rings have become almost com-
pulsory in North America, Western Europe, and Japan. 
Increasingly anniversary rings are made of diamonds 
as well. The purpose of the recent “diamonds are for-
ever” campaign is simply to prevent the emergence 
of a market for secondhand diamonds, which would 
significantly increased supply. Consequently, De Beers 
historically has been able to take advantage of very 
inelastic demand to set prices, largely constrained only 
by the number of engagements, and to a lesser extent 
major anniversaries, in any given year. 

Second, De Beers exhibits a high level of flexibility
to adapt to new challenges. By the 1950s, South 
Africa was no longer the leading producer. Today, 
only 12% of the worldwide production is from South 
Africa, while Botswana and Russia outperform South 
Africa in rough diamond production by a wide margin 
(Exhibit 1). Out of necessity, De Beers had to reach 
out to other producers. It offered its capital and exper-
tise to African producers in Botswana, Angola, and 
Namibia. As a result, De Beers still controls approxi-
mately 40% of the worldwide production—it is still 
the biggest diamond miner but no longer that domi-
nant. If producers declined offers for joint produc-
tion, De Beers would urge them to sell to De Beers. 
Appreciating the benefits of cooperation and the 
hazards of oversupply, many producers agreed. Even 
during the heyday of the former Soviet Union, which 
for political reasons did not acknowledge any business 
dealings with the then Apartheid-era South Africa, the 
Soviet government entered secret agreements with De 
Beers to participate in such collusion. The producers 
typically agreed to sell rough diamonds only to De 
Beers, which dictated prices. De Beers promised to 
purchase all of the output, rain or shine (prices might 
fluctuate due to changing demand), resulting in its 
huge stockpiles of diamonds. In exchange, the pro-
ducers reaped the traditional benefits of a cartel: stable 
prices, guaranteed purchases, and little competition. 

Openmirrors.com



443

EXHIBIT 2 De Beers Diamond Production and Sales

PERCENTAGE OF WORLD TOTAL 1990 2007
De Beers production of rough diamonds 45% 40%

De Beers sales of rough diamonds 80% 50%

Source: Based on text in The Economist, 2007, Changing facets (p. 75), February 24: 75–76.
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At present, De Beers still controls approximately 50% 
of the rough diamond sales worldwide (Exhibit 2).

Perhaps most strikingly, De Beers possesses both 
the unique will and capability to enforce cartel 
arrangements. As in all cartels, the incentives to cheat 
are tremendous: Both producers and buyers are inter-
ested in cutting De Beers out of the process. As a price 
leader with a significant capacity to punish, De Beers’s 
reactions are typically swift and powerful. In 1981, 
President Mobutu Seko of Zaire (now known as the 
Democratic Republic of Congo) announced that his 
country, the world’s leading producer of industrial 
diamonds, had broken away from De Beers by directly 
marketing its diamonds. Although only 3% of De 
Beers’s sales were lost, its “world order” would be at 
stake if such actions went unpunished. Consequently, 
De Beers drew on its stockpiles to flood the market, 
driving the price of Zairian industrial diamonds from 

$3 per carat to $1.80 and wiping out any financial 
gains the Zairians had hoped to grab. While incurring 
disproportional losses, De Beers had made its point. In 
1983, Zaire crawled back on its knees and De Beers 
agreed, but only at terms much less favorable than 
those offered before. 

In another example, many sightholders in Tel Aviv, 
a major diamond cutting and trading center, began to 
hoard diamonds purchased from the CSO in the late 
1970s, hoping to combat Israel’s rampant inflation. 
The disappearance of a substantial amount of diamonds 
from global circulation tightened supply, leading to
skyrocketing prices and encouraging merchants else-
where to also hoard and profit. While De Beers actu-
ally benefited from such higher prices in the short run, 
it realized that in the long run such an uncontrolled 
speculative bubble would burst. In response, in 1978, 
De Beers purged one third of CSO sightholders and

EXHIBIT 1 Rough Diamond Production by Value

COUNTRY ROUGH DIAMOND PRODUCTION

Botswana 26.0%

Russia 17.8%

South Africa 11.8%

Canada 11.4%

Angola 8.1%

Democratic Republic of Congo 8.0%

Australia 4.5%

Namibia 5.7%

Others 6.7%

 Total Value $12.7 billion

Source: Based on figure in The Economist, 2007, Changing facets (p. 76), February 24: 75–76. 
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kicked out the most aggressive Israeli speculators and 
some non-Israeli merchants who had done business 
with the Israelis. Cut off from their CSO supplies, 
speculative merchants were forced to draw down their 
stockpiles, thus restoring prices to normal levels and 
leading to a “soft landing” from the speculative fever. 

Institutional Constraints 
and Maneuvers
De Beers is also a skillful player in understanding and 
manipulating the rules of the game. In South Africa, 
half of the stock market is composed of the stocks of 
De Beers, Anglo-American, and their vast empire of 
related firms in the conglomerate. They control the 
pillar of South Africa’s economy, namely, strategic 
minerals. For obvious reasons, the South African 
government—both during and after Apartheid—is 
on friendly terms with De Beers, whose cartel has no 
fear of being prosecuted. Likewise, De Beers main-
tains friendly relationships with most governments of 
diamond-producing countries. Its secret deals with 
the former Soviet government were indicative of its 
superb persuasive power, driving home the point that 
economics was more important than ideology (even 
during the heyday of the Cold War).

While De Beers historically has entered a number 
of joint production arrangements with host country 
governments in Botswana, Angola, and the Democratic 
Republic of Congo, it would ship all its rough dia-
mond output mined from Africa to London, where 
the diamonds would be sorted and then sold (by the 
CSO noted earlier). However, the rules of the game are 
now changing. African governments are increasingly 
interested in cutting and polishing diamonds mined 
from their countries, which would add about 50% to 
the value of rough diamonds. This process is known as 
“beneficiation”—locating diamond processing activities 
in countries where the stones are extracted. “I am not 
going to say that beneficiation is something everyone in 
the [De Beers] business desires,” acknowledged Gareth 
Penny, De Beers’s managing director in a 2007 inter-
view, “but in the end, diamond resources are national 
resources. . . Beneficiation is not about altruism but 
about good business; it creates much closer relationships 
with our partners.” 

In 2004, when the licenses for De Beers’s two most 
profitable mines in Botswana came up for renewal, 
the Botswana government negotiated a beneficiation 
agreement with De Beers. In case De Beers disagreed, 
Botswana threatened to impose an export levy on 
rough diamond exports. In the end, De Beers agreed 
to sort in Botswana all the diamonds from its numer-
ous sources around the world in a new $83 million 
facility entirely funded by De Beers. Botswana further 
demanded that De Beers’s sightholders also cut the 
diamonds in Botswana. Since Botswana is the current 
leader, producing 26% of rough diamonds in the world, 
De Beers and its sightholders had little choice but to 
agree. These operations in Botswana will commence in 
2009. Not surprisingly, governments in Angola and the 
Democratic Republic of Congo are also salivating for a 
piece of the action beyond mere diamond mining. 

Finally, De Beers faces one major institutional 
headache: The US government argued that De Beers 
and its cartel are in clear violation of US antitrust laws, 
and unsuccessfully tried to prosecute it in 1945, 1974, 
and 1994. De Beers managed to stay beyond the extra-
territorial reach of US laws until recently, since it had 
no legal presence and no (direct) sales in the US. All 
its diamonds are sold in London, and then sightholders 
can export them to the US, which is legal. Technically, 
the imported diamonds are no longer De Beers’s—they 
belong to independent sightholders. However, with 
50% of the retail diamond buyers in the United States, 
these legal actions have prevented De Beers executives 
from being able to visit their buyers and retailers in 
the United States for fear of being arrested. Clearly, a 
solution is necessary. 

Current Challenges
Overall, the De Beers group, which is now widely 
diversified despite its center of gravity in diamonds, has 
been highly successful. In over 100 years of history, it 
only lost money in 1915, 1932, and 2007. At present, De
Beers employs approximately 23,000 people in more 
than 25 countries, including 20 mines currently in pro-
duction in Africa and joint ventures and partnerships in 
Canada, Russia, and Australia. In 2007, De Beers posted
an annual loss of $521 million despite strong sales of 
$6.84 billion due to a nearly $1 billion impairment 
charge on its Canadian operations. Although 2007 was 
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a difficult year given the general weakness of the global 
economy, higher fuel costs, and cost overruns at its new 
Canadian mines, rough diamond prices rose an average 
of 7.5% in the second half of 2007, which encouraged 
De Beers to continue to invest heavily in exploration 
for new diamonds. 

Looking ahead, De Beers’ three main challenges 
lie in (1) adapting to the changing industry structure, 
(2) dealing with pressures for corporate social respon-
sibility, and (3) overcoming formal institutional barri-
ers preventing it from directly operating in its largest 
market, the United States.

First, in terms of industry structure, De Beers is 
no longer a monopolist. It is a leading player in an 
oligopoly that increasingly has to accommodate new 
players. Today, the cartel is less of a cartel than what 
it used to be. The rise of the then Soviet and now 
Russian mines in Siberia, which now produce 18% 
of the global output, poses sufficient market power 
to threaten De Beers’s standing. The leading Russian 
producer, Alrossa, has collaborated with Lev Leviev 
Group, a leading Israeli diamond merchant headed by 
a Russian-speaking Uzbeki-born Israeli citizen. They 
have reduced sales of rough diamonds to De Beers, 
polished more diamonds in Russia, and marketed 
them directly. Outraged, De Beers, which invited 
Lev Leviev to become a sightholder in 1987, removed 
its privileges of a sightholder in 1995. But the tide is 
difficult for De Beers to turn back. However, on the 
bright side, with the increasingly difficult-to-control 
cartel, De Beers no longer needs to focus exclusively 
on defending the cartel and the industry at large. 
Instead, it has more freedom to make decisions to 
maximize its own profits, such as buying fewer stones 
at uneconomical prices. 

Second, De Beers has been facing mounting pres-
sures for corporate social responsibility (CSR) on at 
least three fronts. The first was the $1.2 billion worth 
of “conflict diamonds” that floated to the global 
market as a result of the civil war in Angola and Sierra 
Leone in the 1990s. In its traditional role of a buyer of 
the last resort, De Beers felt compelled to purchase the 
new supply; otherwise, it risked losing its tight grip on 
global supply. However, with “blood on its hands,” 
De Beers encountered a public relations disaster, 
especially after the UN imposed sanctions on “conflict 
diamonds.” Eventually, under tremendous pressure of 

consumer boycotts and activist campaigns, De Beers in 
2000 initiated a “Kimberly Process” which, together 
with almost 70 governments and all the big industry 
players, committed the industry to a strict certification 
process for the legitimate origin of diamonds. The 
“Kimberly Process” has been in effect since 2003 and 
has reduced the number of conflict diamonds to 0.2% 
of global production. In 2006–2007, the Hollywood 
movie Blood Diamond again renewed public interest 
in conflict diamonds, yet De Beers reported that the 
movie did not dent diamond sales. 

A second CSR area is the HIV/AIDS disaster, 
reportedly affecting 25% of the adult population in 
southern Africa. In 2003, De Beers became the first 
mining company to extend health insurance free of 
charge to HIV-positive employees and their spouses 
and partners in South Africa, Botswana, and Namibia. 
This insurance coverage would remain in effect for 
employees after retirement or retrenchment.

A third CSR area is environmental protection. 
Diamond mining, if not properly managed, can easily 
cause environmental problems. De Beers thus has to 
pay careful attention to the environment footprint 
of its operations. All its major operations have been 
ISO14001 certified.

Finally, facing rising competition, De Beers has 
sought to flex its muscle by developing a De Beers 
brand of diamonds and other luxury goods. In 2000, 
it formed a joint venture with a leading luxury goods 
firm, LVMH, and opened a De Beers LV store in 
London and three stores-within-stores in Tokyo. 
However, its plan to open a flagship store in New 
York was frustrated because of the US government 
ban on its business due to its alleged antitrust vio-
lations. Nicky Oppenheimer, De Beers’s current 
chairman, openly wrote in his “chairman’s state-
ment” in the 2003 Annual Report that De Beers’s 
core strategy was “to bend all our efforts to increas-
ing worldwide demand for our product and ensure 
that diamond jewelry would henceforth outperform 
the rest of the luxury goods market”—in other 
words, increase demand, limit supply, and jack up 
price, exactly the “criminal” acts as charged by the 
US government. Essentially acknowledging “guilty 
as charged,” Oppenheimer’s 1999 speech to alumni 
of the Harvard Business School contained the fol-
lowing statements:
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• “We set out, as a matter of policy, to break the 
commandments of Mr. Sherman [principal law-
maker for the Sherman Act of 1890]. We make 
no pretence that we are not seeking to manage 
the diamond market, to control supply, to 
manage prices, and to act collusively with our 
partners in the business.”

• “This form of single channel marketing has exer-
cised an extraordinary beneficial influence upon 
the whole of the diamond industry and particu-
larly to many of the economies of Africa.” 

• “It is no accident that diamond prices have been 
more stable when compared with other com-
modities. The positive trend in rough diamond 
prices is due to De Beers’s marketing efforts. 
And this is an effort which is in the interest of 
both the producer and the consumer, a strange 
and illogical coming together of opposites.”

• “I believe that the attitude of the [US] Justice 
Department is at odds with American foreign 
policy, which seeks to support the recon-
struction and development of Africa. . . . It is 
always hard to argue that you are the exception 
to the rule, but in the case of De Beers and 
the ultimate luxury—diamonds—I believe a 
review of US antitrust laws should form part of 
a new framework for engagement with Africa. 
Indeed, it would be in line with the spirit of 
the African Growth and Opportunity Act.”

Is the Cartel Forever?
Before the first edition of Global Strategy went to press, 
in July 2004, De Beers agreed to pay a $10 million fine 
to the US government, thus ending a 60-year-long 
impasse—it was first charged by the US government 
in 1945 and this recently settled case was initiated in
1994. Before the second edition went to press, in 
January 2008, media reported that De Beers agreed to 
settle the charges with a total payment of $295 million 
in the United States. The following is the entire 
excerpt from www.debeersgroup.com under “Ethics: 
Resolution of Actions in the United States” (accessed 
February 14, 2008):

In July 2004, De Beers entered a plea agreement with 
the US Department of Justice to resolve criminal 
charges against the company for an alleged conspiracy 
to fix the price of industrial diamonds. On the basis 
of payment of a US$10 million fine, the United 
States agreed it would not bring further criminal 
charges against De Beers, related companies, or any 
current or former directors, officers, employees, and 
agents for any act related to those price-fixing allega-
tions as set out in the indictment. This marked the 
first important step in resolving US litigation issues 
outstanding against the company.

In November 2005, De Beers announced that 
an agreement had been reached, and a preliminary 
approval order issued, to settle the majority of civil class 
action suits filed against the company in the United 
States. Since then, in March 2006, the three remaining 
civil class action suits were added to the November 
settlement agreement, resulting in an overriding global 
settlement agreement totaling US$295 million, which 
has received preliminary court approval. 

This settlement does not involve any admission 
of liability on the part of De Beers but will bring an 
end to all outstanding class actions. This represents 
an important step to improving our reputation in 
the largest diamond consumer market in the world 
and stands as clear evidence of our commitment to 
competition law compliance. De Beers continues 
to cooperate with the Court of the District of New 
Jersey to seek resolution of this litigation.

As part of the class action settlement, De Beers 
agreed to offer injunctive relief, which includes a gen-
eral commitment to comply with antitrust laws of the 
United States, and specific prohibited conduct with 
third-party producers and sightholders. Injunctive 
relief is a typical component of class action settlements 
in the United States. The injunctive relief further 
demonstrates our clear commitment to operating in 
accordance with competition laws around the world. 

The $295 million De Beers agreed to pay would be 
divided roughly in half between diamond merchants 
and consumers. Anyone who bought retail diamonds 
in the United States between 1994 and 2006 could 
potentially get a refund, regardless of whether these 
diamonds came from De Beers or not, because dia-
monds prices were allegedly fixed and controlled by 
De Beers. The exact amount each consumer would get 
depends on the number of eligible buyers who claimed 
a refund. At a maximum of 32% of a purchase price, 
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a consumer could get up to $640 back on a $2,000 
ring. However, here is a catch: if everyone claimed a 
refund, only $2 would come back on a $2,000 ring. 
The upshot? “Definitely don’t show this story to your 
friends,” said a Chicago Tribune article published on 
January 21, 2008.2

As captured by the title of the Chicago Tribune arti-
cle, “Diamond refunds are a consumer’s best friend,” 
consumers who unexpectedly receive refunds will nat-
urally be happy. De Beers’s executives are also pleased 
because they can now travel to the United States 
without fear of arrest and the firm can now operate 
a flagship De Beers jewelry shop on Fifth Avenue in 
New York. However, a question looming large on 
the horizon for De Beers executives and antitrust offi-
cials is: Has the longest-running cartel really come to 
an end? This truly is a billion dollar question.

Sources: Based on (1) J. Burns & D. Spa, 2000, Forever: De Beers and U.S. 

Antitrust Law, Harvard Business School case study 9-700-082; (2) Chicago 

Tribune, 2008, Diamond refunds are a consumer’s best friend, January 21 
(www.chicagotribune.com); (3) A. Cockburn, 2002, Diamonds: The 
real story, National Geographic, March: 2–35; (4) The Economist, 2004, 
Rumors are forever, February 28: 62; (5) The Economist, 2004, The cartel 
isn’t forever, July 17: 60–62; (6) The Economist, 2005, Rough and tumble, 
October 29: 66; (7) The Economist, 2007, Changing facets, February 24: 
75–76; (8) Financial Times, 2007, De Beers cedes diamond grip to African 
states, November 29 (www.ft.com); (9) Financial Times, 2008, De Beers 
hit by $1bn charge, February 8 (www.ft.com); (10) Forbes, 2003, The 
billionaire who cracked De Beers, September 15: 108–115; (11) Reuters, 
2008, De Beers sees “challenging” 2008 for diamond sector, February 11 
(www.reuters.com); (12) D. Spa, 1994, The Cooperative Edge: The Internal 

Politics of International Cartels, Ithaca, NY: Cornell University Press; 
(13) www.debeersgroup.com; (14) www.diamondclassaction.com.

Case Discussion Questions:

 1. Most cartels fail within a short period of time due 
to organizational and incentive problems. Why is 
the diamond cartel so long lasting (spanning the 
entire 20th century and still going, despite some 
recent loss of power)?

 2. Drawing on industry-, resource-, and institution-
based views, explain why De Beers has been phe-
nomenally successful.

 3. Given the multidimensional current challenges, what 
are opportunities for De Beers? What are threats? 
What kinds of strengths and weaknesses does De 
Beers have when dealing with these challenges?

 4. Discuss the future of the rivalry between De Beers 
and Leviev, especially in the new arena of retail 
competition with branded jewelry. What does the 
future hold for both firms? 

2  If you are reading this case after May 19, 2008, forget about the refund, which ends after this date. See www.diamondclassaction.com.
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1  This case was written by Aldas Pranas Kriauciunas (Purdue University). It is based on interviews with the founder of Sunflower Company. 
The name of the company has been changed to ensure confidentiality. © Aldas Pranas Kriauciunas. Reprinted with permission.

INTEGRATIVE CASE 10
Sunflower Company: Adapting to Changing 

Market Conditions1

Aldas Pranas Kriauciunas 
Purdue University

An entrepreneurial Lithuanian company endeavors to survive and prosper by adapting to changing 
market conditions in a transition economy. 

Business survival in a transition economy encompasses 
many challenges. Founded in the then newly inde-
pendent country of Lithuania, Sunflower has not only 
survived, but has grown for over 15 years under diffi-
cult conditions. Through planning and luck, it has met 
challenges head-on, but one of its greatest challenges—
international expansion—is still ahead. To understand 
the firm, its history is presented in five periods: start of 
the firm (1992 to 1994); expansion of the firm (1995 to 
1998); crisis period (1999 to 2000); recovery (2001 to 
2004); and EU membership (2005 to present).

Start (1992 to 1994)
Sunflower was founded in 1992 in Vilnius, the capital 
of Lithuania. Lithuania is located on the eastern coast 
of the Baltic Sea and is somewhat smaller than the 
US state of Indiana. The country has a population 
of 3.5 million and had one of the fastest growing 
economies in Europe from 2001 onward. Lithuania’s 
economy is based on a broad industrial base (chemi-
cals, metal processing, construction materials, food 
processing, and light industry), as well as solid trans-
portation and service sectors. See Exhibit 1 for addi-
tional information.

The Sunflower Company was started with $30,000 
initial capital. As indicated in Exhibit 2, the firm started 
with three employees: the director (founder), an 
accountant, and a sales agent. In the early 1990s, many
opportunities existed in the new economy. It was easy 
to register a new company, demand for new products 
was high, and competition was still low. However, 

annual inflation exceeded 500%, the country did not 
have its own currency, and organized crime robbed firms 
or required protection money to leave firms alone.

In the early 1990s, it was very difficult to get a loan 
from a bank. Domestic banks were primarily inter-
ested in large companies and had little interest in new 
or start-up companies. The country had no foreign 
banks and the laws forbade companies from borrow-
ing money from private individuals. To get around 
these restrictions, many companies had two sets of 
books. One set was presented to tax authorities, while 
another set reflected the actual financial situation of 
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the company, including loans from individuals. 
However, by 1994 banks started giving short-term 
loans to new firms.

One challenge for the firm was deciding what 
work to focus on. As Exhibit 3 shows, the firm sold 
metal and many other products in its first years. It even 
tried selling sandwiches and snacks during the visit of 
Pope John Paul II to Lithuania in 1993. Each product 
was introduced with the intent of meeting some niche 
demand. Since there were almost no management 
books or journals written in Lithuanian, small com-
panies relied on a hit-or-miss approach in deciding 
what to sell.
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Expansion (1995 to 1998)
As the firm grew, the set of problems and opportuni-
ties changed. Finding qualified employees continued 
to be a problem. This problem became even more 
acute from 1997 to 1998 when the prime minister 
significantly raised salaries for government workers. 
Since these government workers made up one-third 
of all employed people in the country, this put upward 
pressure on all wages. The increasing number of foreign 
companies in Lithuania also paid premium wages. 
Therefore, it became harder for small companies to hire 
good employees. To keep turnover low, Sunflower 

EXHIBIT 1 Lithuania: Macro-Economic Data

  GDP  CUMULATIVE AVERAGE MONTHLY UNEMPLOYMENT INTEREST

 YEAR CHANGE INFLATION FDI (€) WAGE (US$) RATE RATE

 1992 -15.0% 1150%  --- $18 3.0% 88%

 1993 -10.0% 180%  --- $50 4.0% 30%

 1994 -5.0% 40% 0.42 billion  $100 5.0% 24%

 1995 3.8% 12% 0.55 billion  $150 5.5% 24%

 1996 4.5% 7% 0.8 billion  $175 6.8% 16%

 1997 7.0% 3% 1.2 billion  $225 7.5% 12%

 1998 5.0% 0% 1.9 billion  $300 8.5% 13%

 1999 -4.0% 0% 2.4 billion  $285 10.1% 13%

 2000 3.0% 1% 2.7 billion  $270 11.5% 11%

 2001 7.9% 0.6% 3.1 billion  $273 12.5% 8%

 2002 6.8% -1.0% 3.8 billion  $348 ($288a) 11.3% 6%

 2003 9.0% -1.3% 4.0 billion  $441 ($304a) 10.3% 5%

 2004 7.0% 2.9% 4.7 billion  $402 8.7% 5.7%

 2005 7.5% 3.0% 7.0 billion  $452 6.9% 4.7%

 2006 7.5% 4.5% 8.4 billion  $641 4.7% 5.4%

 2007 8.0% 8.1% 10.0 billionb $855 4.3% 8.6%

a On February 2, 2002, Lithuania changed its exchange rate system to peg its currency to the euro, rather than the US dollar. Average monthly wages 
for 2002 and 2003 are reported based on the floating exchange rate. Figures in parentheses are dollar amounts based on the previous fixed 
exchange rate.
b Figure is through the third quarter of 2007.
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made sure salaries were paid on time, lent money to 
employees for personal needs, and let employees use 
company vehicles over the weekend. This increased 
employee loyalty to the firm. During this period, 
working with banks became easier. In late 1994, the 
company received its first loan—for six months at an
annual rate of 40%. Western suppliers noticed the 
success of the company and began to sell equipment 
through a credit line. In this stage of growth, the 
product lines of the company changed significantly. 
The firm shifted its attention to two new areas: tire 
repair and store display systems.

Development of the Tire Repair Division 
In 1994, competition in the current product lines 
increased, while simultaneously the demand for new 
products also increased. At that time, only two com-
panies in Lithuania were selling tire repair equipment. 
Both demand and competition were growing, which 
provided an opportunity for Sunflower to enter into 
this new market. The director’s education background 
was in transportation, so he was interested in expand-
ing into this area. He saw that the number of cars was 
growing in Lithuania, indicating an increased demand 
for tire and car repair services. Additionally, he looked 

EXHIBIT 2 Annual Company Data

    REVENUE   PRE-TAX PROFITS 
 YEAR # OF EMPLOYEES (US$)  (US$)
 1992  3 $15,000 N/A

 1993 10 $150,000 -$7,000

 1994 11 $185,000 $10,000

 1995 17 $366,000 $20,000

 1996 12 $455,000 $14,000

 1997 23 $1,375,000 $149,000

 1998 28 $1,576,250 $30,000

 1999 36 $1,375,000 $18,000

 2000 48 $1,650,000 $12,000

 2001 45 $2,100,000 $23,000

 2002 54 $2,700,000 $24,000

 2003 52 $3,500,000 $22,000

 2004 69 $3,700,000 -$70,000

 2005 58 $3,228,000 $183,000

 2006 26 $4,110,000 $129,000

 2007 32 (+1 in Latvia) $6,010,000 $166,000

 2008 35 (+3 in Latvia) $7,850,000 $214,000

All information based on December 31 of the calendar year.
2008 figures are based on March 2008 projections.
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EXHIBIT 3 Product Lines by Year

PRODUCT 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08

Washing + +               
machines

Tea + + +              

Ferrous + + +              
metals

Soup  + +              

Spices  + +              

Matches  + +              

Chocolate  + +              
cream

Shoes  + +              

Coffee  + +              

Detergent  + +              

Candy  + +              

Cookies  + +              

Bras  + +              

Calculators   +              

Lightbulbs   + +             

Store display   + + + + + + + + + + + +   
systems

Service station   + + + + + + + + + + + + + + +
equipment

Tire repair   + + + + + + + + + + + + + + +
materials

Tires    + + + + + +        

Car windshields    + +            

Service station        + + + + + + + + + +
tools

Auto diagnostic        + + + + + + + + + +
equipment

Kitchen cabinets         + + + + + +   

Office furniture           + + + +   

Hotel furniture           + + + +   

i n t e g r a t i v e  c a s e  1 0     Sunflower Company: Adapting to Changing Market Conditions
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at trends in Poland, which was approximately three 
years ahead of Lithuania in regards to the tire repair 
market. In Poland, car repair shops were already 
buying new equipment.

To receive training, the firm’s technicians traveled 
to Poland to visit tire repair equipment vendors. These 
vendors became Sunflower’s initial partners and were 
very helpful as the company entered the tire repair 
market in Lithuania. The Polish partners provided 
training on the products and market analysis. In late 
1995, Sunflower began to bypass the Polish middlemen 
and buy directly from Western suppliers. Buying direct 
helped reduce the purchase costs of the equipment.

The competition in this market increased annu-
ally. The company decided to deal with competition 
by specializing in a key segment. Sunflower chose tire 
repair as the area of specialty and was able to provide 
everything associated with that line of work: equip-
ment, materials, and consultations. Entry was achieved 
in three stages: (1) establishing a network of sales agents 
throughout the country; (2) starting an advertising 
campaign; and (3) helping companies prepare business 
plans so they could get financing to buy the firm’s 
equipment. At one time, the company had a 50% 
market share of its niche market, largely by attracting 
clients that no one had targeted before.

Development of the Store Display Division
In the mid-1990s, there was an increase in the number 
of small stores in Lithuania as well as the remodeling of 
existing stores. These stores needed new shelves, display 
cases, layout design, and related products. Since one of 
Sunflower’s employees was an architect, this seemed 
like an area of high potential for the company. To 
learn about designing in-store displays, the company’s 
staff took trips to Poland to learn about the market and 
materials used and began to import store display cases 
and shelving materials.

The market for store displays, cases, and shelves 
can be split into two parts: food stores and non-food 
stores. Sunflower targeted both parts of the market, but 
did not do well in either segment. Food stores needed 
refrigeration systems, but the company did not have 
sufficient technical experience for that line of work. 
Attention to the food stores took time and energy 
away from focusing on the non-food stores where 
the company could have done well. Additionally, 

two changes occurred in the market in a short period 
of time. The first change was that the competition 
moved from Polish suppliers to Italian suppliers for 
higher-quality materials. The second change was that 
competitors began to produce display cases and shelves 
from raw materials rather than purchasing completed 
units. These two changes allowed the competition to 
increase quality and cut prices. The sales in this area 
for Sunflower fell in 1998 and 1999.

Crisis (1999 to 2000)
In August 1998, Russia devalued its currency, the 
ruble. The effect hit Lithuania in late 1999 and the 
economy contracted. Although retail sales fell 15%, 
capital investments fell 50%. This significantly affected 
Sunflower since both its product lines were investment-
type goods and fewer retail stores and tire repair shops 
were opening up.

Tire Repair Equipment 
It became more difficult for companies to finance 
purchases and investments. Banks reduced lending, 
making it difficult for smaller companies to get loans. 
One solution initiated by Sunflower’s director was to 
broker agreements between Lithuanian service stations 
and foreign companies such as Shell, Mobil, and BP. 
The agreement provided exclusive distributorships for 
motor oil through Lithuanian service stations. The 
foreign company also financed tire repair materials 
and equipment, which Sunflower would supply. The 
second solution was for Sunflower to become involved 
in the leasing process. Since Lithuanian collateral laws 
were not fully developed, many leasing companies 
sprung up. Sunflower learned how to prepare docu-
ments for leasing companies, so that leasing companies 
only had to process the paperwork. In this way, the 
leasing company financed the equipment, Sunflower 
kept sales going, and the service stations received the 
equipment they needed.

Store Display
Sunflower was being pushed out of the store display 
market. The management decided to enter store 
furniture production and predicted that the Russian 
crisis would end in the fall of 1999. The strategy 
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was to start up production when the market would 
be in the recovery stage and market entry would be 
easier. However, the economic crisis grew worse 
and production began during the worst phase of the 
recession. The company director was ready to initiate 
layoffs. However, a large unexpected contract with a 
new store in Uzbekistan (Central Asia) to install all its 
shelving and display cases allowed the division to keep 
working even when local demand was low.

Kitchen Cabinet Production
Production of store displays began in November 1999 
and kitchen furniture production began in December 
1999. The kitchen cabinet market had a lot of com-
petition. To compete, Sunflower purchased multitask 
equipment with short set-up times. This allowed 
them to undertake special orders at half the price of 
the competition. Additionally, the competition was 
laying off production workers and managers due to 
the impact of the Russian economic crisis. Sunflower 
hired these employees and quickly built a strong pro-
duction division. Through these steps, in March 2000, 
Sunflower won one of the top awards in Lithuania’s 
largest annual furniture exhibition for its kitchen fur-
niture, even though the competition was much larger 
with annual revenues of $15 million to $20 million, 
employing from 500 to 800 workers. 

Recovery (2001 to 2004)
As Lithuania’s economy began to recover, the com-
pany prepared to take advantage of predicted demand 
increase. The firm standardized production processes 
to improve quality and delivery times, established ties 
with strategic partners and suppliers, increased the 
length of loans to three years, and invested $150,000 
to purchase and renovate much larger production 
facilities.

The tire repair market faced a different set of chal-
lenges. The number of small, independent service sta-
tions was falling and the importance of large, domestic 
service station chains was increasing. The surviving 
independent chains were forming their own networks 
to give themselves better bargaining power, but they 
only made up 15% percent of the market. Foreign 
companies were trying to lock-in local companies 

in long-term contracts and also establishing contracts 
with service stations in smaller cities.

On May 1, 2004, Lithuania became a member of 
the European Union. Overnight, the country became 
part of a market with over 350 million inhabitants. 
Sunflower’s revenues had increased 20% percent 
over the past year due to increased foreign interest 
in furniture. Exports westward were rising but the 
quality, price, and delivery requirements were stricter 
than what the company had faced previously. The 
company had already paid fines due to late delivery. 
Foreign companies expanding in Lithuania were plac-
ing orders for Sunflower’s furniture and store display 
systems. However, the orders were based on low labor 
costs, which were likely to increase in the future. 
Being part of the EU meant the firm could focus even 
more than before, but it was not clear what to focus 
on. The director was considering how to adjust the 
firm’s strategy, handle the continued growth of the 
company, and take advantage of increased demand.

EU Membership (2005 to Present)
From the start of EU membership, Sunflower tried to 
balance both product lines. However, the firm found 
it could not compete with low-cost Chinese labor for 
furniture manufacturing. In the director’s view, the 
Chinese factories were very strong in high-volume 
manufacturing. Also, the labor costs in Lithuania 
were increasing too quickly for the company to be 
competitive. Due to these reasons, the director sold 
the furniture manufacturing lines to another company 
in mid-2005. He also arranged for the employees to 
be transferred, and the building was rented out to 
the company purchasing the equipment. This turned 
out to be a good decision since the company that 
took over the furniture operations has not been able 
to invest in new technology, and labor costs have 
increased even more quickly than expected.

The tire repair market has continued to grow. 
Although consolidation has occurred, Sunflower has 
done well as a supplier rather than as a competitor. The 
company continues to provide a package of materi-
als, equipment, training, repair, and leasing assistance. 
Foreign companies have not moved into this market, 
as it is rather small and the pay rates for services (as 
opposed to manual labor) are rather low.
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The sale of the furniture business allowed the 
company to improve its tire repair support business. 
In 2005, Sunflower provided all its agents with hand-
held billing/printer devices that allowed for real-time 
inventory ordering and tracking, along with printing 
bills and receipts for customers. In early 2007, the 
company installed GPS tracking devices on all techni-
cian automobiles throughout the country. This allowed 
the supervisor to track each vehicle and ensure that the 
billing for repairs matched the time the technician 
spent on-site. The director indicated that performance 
improved quickly, since the technicians could not lie 
to the supervisor about where they were located.

In 2007, the company decided to enter the Latvian 
market. This was the first international expansion for 
the company. They had considered entering Belarus 
in 1998, but the Russian crisis made conditions 
unfavorable. The Latvian market is favorable since 
the tire repair market is underdeveloped, especially 
with respect to suppliers. Also, since Latvia is an EU 
member, the new Sunflower employees in Latvia 
report directly to the manager in Vilnius, Lithuania. 
There is no overhead and the employees initially work 
from home. The employees there sell the same items 
as in Lithuania. They also have the same handheld 
devices and their cars, too, are equipped with the GPS 
tracking devices. By the end of 2008, the director 
expects that just under 10% of Sunflower’s revenue 
will come from Latvia. Future geographic expansion 
targets are Estonia or Poland.

Looking ahead, the director sees four challenges 
for the company:

 1. Splitting the company up and/or selling a part of the 

company. The firm could be split in four ways: 
sales network (in Lithuania and Latvia), equip-
ment specialists, repair technicians, and real estate 
(the rented-out factory). Although the first three 
work well together, there is no requirement that 
Sunflower own all those pieces.

 2. Retaining people. Currently, 67% of costs are 
people-related, for items such as salary, training, 
and communications. The director has initiated 
a program through which employees are vested 
after five years. However, it will become even 
more difficult to keep employees given EU-wide 
employment opportunities that are now available 
to Lithuanians.

 3. Applying information technology. Currently, one 
supervisor can track about 15 employees. Over 
time, the director believes this number can 
increase to 30. Over the past several years, the 
amount of overhead had not increased even as the 
number of salespeople and specialists increased. 
Sunflower needs to find a balance between effec-
tive technology and effective management.

 4. Managing country and regional economic factors. 
Although large economic crises such as that in 
the 1990s are not expected, regional or cyclical 
slowdowns are possible. The director believes that 
with good employees, the firm can adjust to any 
economic situation. Hence, the priority on retain-
ing employees.

Case Discussion Questions

 1. Why has Sunflower been successful even though 
it has frequently changed its product lines and 
strategy? Would this approach work in established 
markets?

 2. How has Lithuania’s economic development 
and EU membership created both opportunities 
and challenges?

 3. How should Sunflower address its four main 
challenges?
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1 This case was written by Mike W. Peng (University of Texas at Dallas) and supported by a National Science Foundation CAREER grant 
(SES 0552089) for educational purposes. This case was based on media publications, SEC filings, company documents, as well as the author’s 
interviews and communications with Cardinal Health executives. The views expressed are those of the author and not those of the NSF, 
the company, or individuals affiliated with Cardinal Health. All errors remain the author’s. © Mike W. Peng. Reprinted with permission.
2 Most of the Fortune 20 companies in 2007 are household names that you can recognize (in descending order): (1) Wal-Mart, (2) Exxon 
Mobil, (3) GM, (4) Chevron, (5) ConocoPhilips, (6) GE, (7) Ford, (8) Citigroup, (9) Bank of America, (10) AIG, (11) J.P. Morgan Chase, 
(12) Berkshire Hathaway, (13) Verizon, (14) HP, (15) IBM, (16) Valero Energy, (17) Home Depot, (18) McKesson, (19) Cardinal Health, 
and (20) Morgan Stanley.
3 An interesting quiz is: What is the biggest company in Ohio? Procter & Gamble? Kroger? Goodyear? Wendy’s? The answer is none of 
the above. It is Cardinal Health. In Central Ohio, its revenues top the region’s next three biggest companies—financial services leader 
Nationwide Insurance, electric utility American Electric Power, and retail powerhouse The Limited Brands (parent company of The 
Limited and Victoria’s Secrets stores)—combined.

INTEGRATIVE CASE 11
Corporate Strategy at Cardinal Health1

Mike W. Peng
University of Texas at Dallas

What is behind the corporate strategy that made Cardinal Health a leading player in the health 
care industry?

Headquartered in Dublin, Ohio (a suburb of Columbus), 
Cardinal Health is one of the largest and most successful 
US companies that many of you have probably never 
heard of. Cardinal Health is an $87 billion company 
that was ranked number 19 on the Fortune 500 (by sales) 
in 2007—yes, it was number 19, not a typo for 190.2

Named as a “stealth empire” in a Fortune magazine 
article, Cardinal Health produces significantly larger 
revenues than some of the seemingly more visible 
health care companies on both the pharmaceutical side 
(such as Pfizer) and the retail side (such as CVS and 
Walgreens).3 Founded in 1971 and listed since 1983 
(NYSE: CAH), Cardinal Health today provides prod-
ucts and services to 90% of all hospitals in the United 
States. More than 50,000 deliveries are made each day 
to 40,000 hospitals, pharmacies, and other points of 
care. If you have any health care needs in the United 
States, chances are you have been a Cardinal Health 
customer without even knowing it. 

The hallmark of Cardinal Health’s corporate strat-
egy is product-related diversification. In 2008, Cardinal 
Health consists of four main divisions, each of which is 
a market leader in its respective field:

• Healthcare Supply Chain Services—Pharmaceuticals: 
Cardinal Health is one of the nation’s largest drug 
and medical supply wholesalers and by far the 
most efficient and profitable one. Every day, it 
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ships more than 2.5 million pharmaceutical prod-
ucts through 40,000 deliveries. A full one-third 
of all pharmaceutical, laboratory, and medical and 
surgical products used in the United States flows 
through one of its logistics facilities.

• Healthcare Supply Chain Services—Medical: It distributes 
products from more than 2,000 manufacturers to 
hospitals, surgery centers, laboratories, and physician 
offices throughout the United States and Canada.

• Clinical Technologies and Services—Develops, manu-
factures, and markets machines that are used in 
hospitals, nursing homes, and other health care 
centers to safely dispense drugs and medical sup-
plies while automatically managing their invento-
ries. Its products include Oyxis technologies that 
automate the management of medications and sup-
plies from the pharmacy to the nursing unit, and 
Alaris infusion technologies for verifying dosages 
and administering intravenous (IV) medications. 

• Medical Products and Technologies—Manufactures 
one-quarter of all consumable and non-consumable 
medical products used in the United States, ranging 
from latex gloves to surgical knives. One of every 
two surgeries performed in the country uses its 
products.

In addition to product-related diversification within 
the United States, Cardinal Health is also a large mul-
tinational enterprise (MNE) with more than 43,000 
employees on six continents. Because it has traditionally 
kept its sight on the US health care industry, at present, 
only less than 10% of its revenues come from sales out-
side the United States. It is not surprising that Cardinal 
Health believes that there are large and diverse oppor-
tunities in the still fragmented $4 trillion health care 
industry worldwide. Why and how Cardinal Health 
has formulated and implemented its corporate strategy, 
driven primarily by product-related diversification in 
the United States, is the main focus of this case.

From Cardinal Foods to Cardinal 
Health
In 1971, the company was founded by the 26-year-old 
Robert Walter (who earned an MBA from Harvard in 
the same year) under the name Cardinal Foods, which 

had nothing to do with health care. Walter’s father 
had been a food broker, so Walter knew a little about 
the food distribution business. But after ten years or 
so of peddling ketchup, it occurred to Walter that 
Cardinal Foods would never be a big fish in the food 
business. Walter then put on his MBA hat and did a 
classic SWOT analysis, scanning various industries. 
His findings? 

• The drug distribution industry had 354 small, 
independently owned distributors, but only three 
larger, publicly listed firms. In other words, time 
was ripe for consolidation. 

• The drug business was growing faster than 
the economy, thus presenting more growth 
opportunities. 

• The products, when prescribed by a doctor, 
cannot be substituted—unlike, say, butter. 

Thus, in 1980, Cardinal Foods entered drug dis-
tribution by becoming Cardinal Distribution (cover-
ing both foods and drugs). Finally, the firm, having 
already sold off its food wholesale business since 1988, 
renamed itself Cardinal Health in 1994. 

In 1983, the firm offered shares to the public. For 
15 years, Cardinal Health remained a single-business 
firm, by doing nothing other than acquiring smaller 
drug distributors and moving drugs from point A to 
point B. It bought pharmaceuticals from drugmakers 
such as Pfizer (its biggest supplier) and sold them to 
the likes of CVS (its largest buyer). Its profit was the 
tiny take from trucking the drugs from the factory 
to its warehouse, sorting and repackaging them, and 
finally delivering them. Although drug distribution is, 
according to Fortune, “not sexy,” Cardinal Health has 
become the undisputed leader. 

Product-related Diversification
Until 1995, the single-business strategy with a drug 
distribution focus worked well for Cardinal Health. 
However, in 1995, a competitor, FoxMeyer, tried to 
grab market share by undercutting Cardinal Health. 
Fearing that drug prices might collapse, Walter started 
to look for ways to diversify. FoxMeyer went bank-
rupt in 1996, but by then Cardinal Health’s diversifi-
cation strategy was under way. 
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How to diversify? As an intermediary, Cardinal 
Health developed close relationships with drug com-
panies and hospitals. These relationships led to a three-
pronged product-related diversification strategy. First, 
years of buying from drugmakers gave Walter the 
opening to start making generic and low-margin drugs 
and ingredients that drugmakers did not care to make 
themselves. Cardinal Health, for instance, bought the 
company that puts Advil into soft gel caps. 

Second, since Cardinal Health sells to hospitals, 
it made sense to acquire companies that manufacture 
medical and surgical products—so such wares could 
be hawked by the same sales force dealing with hos-
pital purchasing departments. As a result, the Medical 
Products and Technologies Division was formed.

Finally, realizing that safety and costs are the 
two biggest concerns among health care providers, 
Cardinal Health has developed automated medicine 
dispensing machines that will check and verify the 
intended patients for certain medicines. One of the 
most recent developments is the Pyxis PatientStation, 
which has a bedside touch screen for medical profes-
sionals to access patient information and for patients to 
entertain themselves via television, video games, and 
the Internet. This screen is integrated with the bedside 
medicine dispenser, which can automatically open a 
specific drawer to provide the right drug and dosage. 
Nurses, who do not have to run around to get patient 
information and drugs, love it, as do patients. Overall, 
Cardinal Health has sought to deepen its involvement 
in the “chain of care” by positioning itself in the 
middle between drugmakers and health care provid-
ers. Leveraging product relatedness, Cardinal Health, 
for example, can program its Pyxis PatientStation to 
be filled with and supported by Cardinal-developed, 
-produced, and/or -distributed products. 

Cardinal Health along with its two main rivals 
McKesson and AmeriSourceBergen command 93% 
of the drug distribution market in the United States. 
However, unlike its rivals, Cardinal Health has suc-
cessfully diversified into related lines of higher-margin 
business. As a result, drug distribution accounts for 
59% of its profits, even though it makes up 86% of 
revenues. Its three other divisions contribute less than 
20% of revenues but 41% of profits. The most profit-
able one is Clinical Technologies and Services, which 
generates a mere 3% of revenues but a hefty 18% of 

profits (see Exhibit 1). At present, drug distribution, a 
low-margin business to start with, is being squeezed 
by drugmakers that face escalating costs, and health 
care providers (and ultimately patients, insurance 
companies, and HMOs) that demand lower prices. 
Clearly, Cardinal Health’s three other divisions have 
much better room for future growth and profits. 
Overall, Cardinal Health is more diverse and better 
balanced relative to its rivals.

Acquisitions
How does Cardinal Health implement its diversification 
strategy? In one word, acquisitions. Between 1980 and 
2004, Cardinal Health acquired over 60 companies. 
The buying spree peaked in the period 1999–2001, 
during which an astounding total of 30 companies 
were acquired. Its largest acquisition, the $5.4 billion 
deal to acquire Allegiance, was undertaken during that 
period (in 1999). More recently, as Cardinal Health 
becomes much bigger, it is increasingly difficult to 
acquire any firm that will have a profound effect on 
the bottom line. Its pace of acquisition has slowed 
recently. Cardinal Health has also experimented with 
more international acquisitions, as exemplified by the 
recent acquisition of the UK-based Intercare Group 
in 2003. Overall, Cardinal Health has consistently 
used acquisitions to enter new areas that complement 
its existing operations and provide opportunities to 
develop synergies with, and strengthen, the acquired 
businesses. 

Looking back, acquisitions are in the “blood” 
of this company. Its 1971 founding was through an 
acquisition of a food wholesaler. Its journey in drug 
distribution was embarked upon through its very first 
acquisition (after founding), Bailey Drug, in 1980. All 
four divisions were set up based on acquiring companies 
in these fields. For example, its Clinical Technologies 
and Services Division was first established based on the 
1996 acquisition of Pyxis. Its Medical Products and 
Technologies Division was largely built on the founda-
tion of Allegiance, acquired in 1999.

Interestingly, the well-founded fear that most 
acquisitions fail, substantiated by numerous studies 
and corporate “tragedies,” seems to stop at the gates of 
Cardinal Health. The secrets here? First, always focus 
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on positive economic value—added by very carefully 
choosing only market leaders to acquire. Only a few of 
the earlier acquisitions, all of which involved acquir-
ing regional drug distributors, could be characterized 
as “turnaround” type of acquisitions, namely, whipping 
underperforming businesses into better shape. All recent 
deals target leading companies in their niches. Second, 
look for both strategic fit and organizational fit. Third, 
retain top talent. Although post-acquisition executive 
turnovers tend to be high elsewhere, Cardinal Health 
has managed to retain most of the top talents at its 
acquired businesses. As leaders of market leading firms 

in their niches, they presumably know what they are 
doing. Cardinal Health’s reputation of trying to keep 
them reduces their fear and defensiveness during 
acquisition negotiations and also facilitates post-
acquisition integration. Fourth and finally, Cardinal 
Health maintains a full-time merger integration team, 
consisting of a core cadre of four to five professionals 
experienced in the nuances associated with various 
aspects of acquisitions. When deployed, the team 
also includes a variety of ad hoc (one-time) members 
pulled from various corporate functions and related 
businesses.

EXHIBIT 1 Cardinal Health Revenues and Profits by Division (2007)

Healthcare Supply Chain
Services - Pharmaceutical

$76.60 billion
(86%)

Healthcare Supply Chain
Services - Medical

$7.50 billion
(9%)

Clinical Technologies
and Services
$2.70 billion

(3%)

Medical Products
and Technologies

$1.80 billion
(2%)

Revenues by Division

Healthcare Supply Chain
Services - Pharmaceutical

$1,300 million
(59%)

Healthcare Supply Chain
Services - Medical

$318 million
(14%)

Clinical Technologies
and Services
$386 million

(18%)

Profits by Division

Medical Products
and Technologies

$198 million
(9%)
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4 The four divisions on p. 460 represent the post-divesture structure as of 2007–2008, and do not include this former division that was 
sold in 2007.

The Strategic Challenge
While the average person may know little about 
Cardinal Health, Wall Street loved it during the first 20 
years after its stock listing in 1983. From $1.04 in 1983, 
its shares peaked in early 2004 at $76, an astounding 
6,200% climb. By comparison, the Standard & Poors 
(S&P) 500 Index only posted a 591% gain during the 
same period. During this period, Cardinal Health deliv-
ered, on average, an annual growth of 20%, earning it 
the endearing nickname Big Red among analysts. 

However, the most recent four years proved to 
be unkind to Cardinal Health. Since 2004, its stock 
performed roughly the same as the S&P 500 and most 
recently slightly below the S&P 500—its share price as of 
April 3, 2008, was $54. While the deteriorating health 
care industry environment (in which everyone hates 
price hikes and Congress is yelling about controlling 
costs) is an understandable reason behind such perfor-
mance downturn, the fact that the share price of two 
of its main rivals, McKesson and AmeriSourceBergen, 
significantly outperformed the S&P 500 and Cardinal 
Health during the same period is indicative of some 
Cardinal Health–specific problems above and beyond 
the industry-wide downturn. 

In the 2007 Annual Report, CEO R. Kerry Clark 
labeled the past four years as “one of the most challeng-
ing periods in our company’s history.” An SEC inquiry 
into Cardinal Health’s alleged accounting irregularities 
and a series of related lawsuits concerning accounting 
practices that dated back to the period from 2000 to 
2004 evidently shocked the company and investors. 
While Cardinal Health denied any wrongdoing, it 
agreed to settle with over $700 million in total pay-
ments to various complainants, of which $35 million 
was used to settle the SEC investigation. In response, 
Cardinal Health undertook no acquisitions between 
mid-2004 and mid-2006, unusual for such an acquisi-
tive, growth-oriented company (Exhibit 2). To raise 
cash in 2007 Cardinal Health divested one of its main 
divisions, Pharmaceutical Technologies and Services,4

for $3.3 billion. To boost the depressed share price, 
proceeds from the sale of this major division were 
used to repurchase Cardinal Health stock. “As we put 

EXHIBIT 2  Cardinal Health’s Acquisitions 
(2003–2007)

DATE TARGET

January 2003 Syncor Corporation

October 2003 Gala Biotech

October 2003 The Intercare Group

December 2003 Madicap Pharmacies

February 2004 Beckloff Associates

July 2004 ALARIS Medical Systems

May 2006 Denver Biomedical

June 2006 The F. Dohmen Co.

July 2006 MedMines, Inc.

June 2007 VIASYS Healthcare

Source: www.cardinalhealth.com.

these matters [investigations and settlements] behind 
us,” Clark wrote in his letter to customers, employees, 
and shareholders, “we can turn our full attention to 
customers and toward the future.” 

What does the future hold for Cardinal Health? 
The company had a history of delivering top-tier 
shareholder value growth. Cardinal Health’s strategic 
challenge at this critical juncture in 2008 is deter-
mining the highest-value strategic opportunities for 
returning the company to its value growth leader-
ship position. Focusing more on the international 
side would clearly be a leading option to consider. 
However, most of the current international activities 
had been the low-cost manufacturing of products 
brought back and sold in the United States. In other 
words, Cardinal Health would try to become an 
“anchored replicator” with product-related diversi-
fication and limited international scope. By staying 
within the broad global health care industry and 
deepening international involvement, it would even-
tually be possible to move the company toward being 
a “multinational replicator.” The strategic challenge 
now facing Clark and his leadership team is: How? 
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Sources: Based on (1) author’s interviews with Cardinal Health execu-
tives; (2) Cardinal Health 2003 Summary Annual Report; (3) Cardinal 

Health 2007 Annual Report; (4) Cardinal Heath Form 10-K for Fiscal 

Year Ended June 30, 2007, Washington: SEC; (5) J. Cullivan, 2004, A 
strategy perspective from Cardinal Health, Presentation at the Fisher 
College of Business, The Ohio State University, May 12; (6) Fortune, 
2003, Big man in the middle, April 14; (7) Columbus Dispatch, 2004, 
Cardinal can chirp now, March 21; (8) www.cardinal.com.  

Case Discussion Questions
 1. What are the benefits and costs of Cardinal 

Health’s product-related diversification strategy?

 2. What has made Cardinal Health so big in the US 
health care industry? 

 3. Why do Cardinal Health’s acquisitions often suc-
ceed, whereas, on average, 70% of all acquisitions 
reportedly fail?  

 4. To focus more on international activities, what are 
the main opportunities and obstacles?

 5. Does Cardinal Health need to adjust its organiza-
tional structure (currently represented by the four 
US-focused product divisions) to create a better fit 
with its more internationally oriented strategy?
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INTEGRATIVE CASE 12
3i Group’s Private Equity Investment in China’s Little Sheep1

Lily Fang
INSEAD

Roger Leeds
Johns Hopkins University, School of Advanced International Studies

How and why an unlikely yet productive relationship was forged between a large, well-established 
global private equity fi rm and a rapidly growing Chinese restaurant chain.

Many people grow a company like raising a pig. The pig gets fat; you kill it and make money. I grow my 
company like raising a son. The average life span of a restaurant is less than three years in China. I want 

Little Sheep to last a century.

—Zhang Gang, Founder, Little Sheep Catering Chain Co. 

Helping a great business to realize its potential takes a lot more than just capital. It is ultimately about the 
people, thus your relationship with the management team and the sort of support you can provide, such as 

introductions to key industry expertise and relevant operational best practice, is very important.

—Anna Cheung, 3i Partner, China 

3i Group Plc
3i Group plc is one of the oldest private equity firms 
in the world, with a track record dating back to 1945 
when the British government and a consortium of 
banks founded two organizations—the Industrial and 
Commercial Finance Corporation (ICFC) and the 
Finance Corporation for Industry (FCI)—to bridge 
the financing gap afflicting small and medium-sized 
enterprises (SMEs) in the aftermath of World War II.2 
In 1975, these two corporations merged, and in 1983 
the combined entity was renamed 3i—“investors in 
industry.” In 1994, 3i was listed on the London Stock 
Exchange, becoming the first large private equity fund 

to go public and have access to permanent capital. 3i 
invests in a wide variety of businesses through its five 
lines: buyouts, growth capital, venture capital, infra-
structure, and quoted private equity (see Exhibit 1).3 

Expanding its geographic footprint beyond the 
UK and Europe, 3i today has offices in 14 countries 
across Europe, Asia, and the United States, and has 
made investments in more than 30 countries. The firm 
opened its first Asia office in Singapore in 1997, fol-
lowed by a second office in Hong Kong four years later, 
and offices in Shanghai, Mumbai, and Beijing subse-
quently. During fiscal year 2006, 16% of the group’s new 
investments were in Asia. Alongside the geographic 
shift, 3i’s investment strategy has also evolved, with an 

1 This case was written by Lily Fang (INSEAD) and Roger Leeds (SAIS, Johns Hopkins University). It was originally published in 2008 as 
“3i Group plc and Little Sheep” by the World Economic Forum USA, Inc., as part of Globalization of Alternative Investments Working Papers, 

Volume 1 The Global Economic Impact of Private Equity Report 2008. Edited by Josh Lerner and Anuradha Gurung. (www.weforum.org/pdf/cgi/
Full_Report.pdf). © 2008 World Economic Forum, Lily Fang, and Roger Leeds. Reprinted with permission.
2 The perceived funding gap—the “Macmillan gap”—was scrutinized back in 1929 in a report by a committee under the chairmanship of 
Lord Macmillan. The founding of ICFC, predecessor of 3i, was closely linked to one suggestion in the Macmillan Report.
3 3i’s growth capital and venture capital investments are made from its balance sheet, while the group invests in buyouts through its €5 billion 
Eurofund V. During 2007, both the infrastructure and quoted private equity business lines raised new funds that are listed on the London 
Stock Exchange.

www.weforum.org/pdf/cgi/Full_Report.pdf
www.weforum.org/pdf/cgi/Full_Report.pdf
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emphasis on making fewer, larger, and more sector-
focused investments. In Asia, the group’s average
investment size has been about $40–$50 million, and 
sectors in focus included consumer-related goods and 
services, health care and energy.

These changes in investment strategy were consis-
tent with a decision to become more actively involved 
in its portfolio companies, returning to the firm’s 
original modus operandi as an “investor in industry.” 
To better serve its portfolio companies, 3i developed 
two unique programs: People Program and Business 
Development Practice. People Program is a highly 
sophisticated approach to cultivating relationships 
internationally with seasoned executives and industry 
experts whom 3i regularly calls upon to assist the deal 
team at various stages of the investment process, from 
due diligence to post-investment operational support. 
While many private equity groups rely upon industry 
experts, 3i’s People Program is unique in its scale and 
20-year history of building an enviable Rolodex. Chris 
Rowlands, 3i’s managing director for Asia, explained: 
“At 3i, this is not a nice-to-have, or an afterthought. 
This is at the heart of our investment model.” 

The second distinctive 3i program, the Business 

Development Practice, is a dedicated resource to help 
3i’s portfolio companies expand their operations 
internationally. Initially this grew out of a demand 
from European firms wanting to gain entry to Asia, 
but the team is increasingly working with Asian firms 
seeking to tap into the European and US markets, 

and Rowlands believes it “is not only a service for 
our portfolio companies, but we believe it directly 
increases our investment value as well.” 

Inner Mongolia Little Sheep 
Catering Chain Co., Ltd.
Entrepreneurial Beginnings
In 1999, an entrepreneur called Zhang Gang founded 
Little Sheep Catering Chain Co. in Inner Mongolia, 
one of the most remote and underdeveloped corners 
of the world. One of the five autonomous regions 
in China, Inner Mongolia’s economy was primarily 
agrarian and until the 1990s had ranked among the 
country’s poorest regions. But this began to change 
dramatically with the economic reform programs 
initiated by Deng Xiaoping in the 1980s. The com-
bination of a reform-minded regional government 
and rich natural resources provided strong impetus 
for Inner Mongolia’s economic growth. By 2006, 
Inner Mongolia had been transformed into one of the 
wealthiest regions in terms of GDP per capita.4

Although with no formal business education, 
Zhang (ethnic Han Chinese) was an opportunistic and 
intuitive businessman long before he founded Little 
Sheep. A short stint as a factory worker in Baotou 
Steel Factory at an early age led Zhang to conclude 
that a career as a worker in a state-owned factory 
would be “very repressive.” He then ventured into 
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4 In 2006, Inner Mongolia’s GDP per capita ranked number 10 among Chinese regions, behind only nine wealthy coastal provinces 
(GDP per capita ranking data from wikipedia.com, November 2007).

EXHIBIT 1 Summary Information on 3i’s Business Lines

Figures (in millions £)

  GROWTH  VENTURE   QUOTED PUBLIC 
 BUYOUTS CAPITAL CAPITAL INFRASTRUCTURE EQUITY TOTAL

3i’s own capital 1,281 1,460 741 469 20 3,971

Third-party funds 2,129  227  15 385  0 2,756

 Total 3,410 1,687 756 854 20 6,727

Source: 3i Annual Report 2007.
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clothes retailing while still a teenager and, by the 
early 1990s, had accumulated enough capital to enter 
the cell phone business, eventually rising to become 
the sole distributor of cell phone equipment in Inner 
Mongolia. 

Zhang initially thought about entering the food 
business as a hobby. He focused on a popular dish 
in Northern China called “hot pot”—a pot of boil-
ing soup that sits atop a small, table-top stove to 
which diners add thinly sliced meat and vegetables. 
Traditionally, the cooked food is then dipped in fla-
vored sauces. Zhang wanted to improve the soup base 
so there would be no need to dip the cooked food in 
sauces—he wanted to create a healthier and more nat-
urally flavored hot pot. After many trials and tastings, 
he finally settled on a unique recipe containing over 
60 spices and herbs. Only then did he begin thinking 
about it as a business. “It made sense—I always wanted 
to have a basic business, selling something simple that 
people wanted,” he recalled.

Zhang named his venture Little Sheep because 
locally raised lamb is a staple in the Mongolian diet, 
and thinly sliced lamb would be the specialty in his 
new restaurant. He opened the first Little Sheep res-
taurant in Baotou, a large city in Inner Mongolia on 
August 8, 1999, and it was an instant success. By the 
second day, long lines of customers queued up out-
side the restaurant, an unprecedented phenomenon 
in a city where people were unaccustomed to waiting 
in line for supper. Based on this early success, Zhang 
managed to open two additional restaurants in Baotou 
within two months, with an equally enthusiastic cus-
tomer response. 

The Trademark Battle
As Zhang witnessed the surprising popularity of Little 
Sheep, his business intuition immediately set in. 
Once word spread about the phenomenal early suc-
cess of the restaurants, he knew others would try to 
replicate his business model and even use the Little 
Sheep name, undermining the brand value. As early as 
October 1999, just as he was opening his second and 
third restaurants, Zhang submitted his first application 
to the National Trademark Office, the official govern-
ment agency in charge of intellectual property mat-
ters. This proved to be the start of a battle that would 
drag on for nearly seven years, until Little Sheep was 

finally awarded trademark protection in June 2006. 
Ironically, it took Little Sheep longer to be granted 
trademark protection in China than in several over-
seas markets. Reflecting on this drawn-out experience 
with the government authorities, Zhang lamented 
that this was his “single biggest headache” during the 
entire history of the firm. Not only would this have an 
unexpected impact on Little Sheep’s growth strategy, 
it also would sow the seeds in Zhang’s mind to bring 
Little Sheep to the public market. 

Rapid Growth and Strategic Re-orientation
The extraordinary success of the first three restau-
rants spurred Zhang to expand with lightning speed 
throughout the country. By the end of 2002, just over 
three years after opening the doors to his first restaurant 
in Baotou, the company had established a nationwide 
chain of more than 500 restaurants. Ironically, the lack 
of trademark protection was as much a driver of rapid 
expansion as the founder’s ambition and entrepreneurial 
talent. “I didn’t have the luxury to wait. I had to move 
fast to grab market. Otherwise, anyone could start 
a Little Sheep and we had no legal recourse to fight 
back,” Zhang explained.

But this success came at a high cost, and by the end 
of 2002 the company was suffering from serious grow-
ing pains. While the rapid expansion had been primarily 
driven by an aggressive franchise strategy, the company’s 
thin management ranks resulted in very weak oversight 
of the franchisees. The problems were aggravated when 
media reports began to appear claiming substandard 
quality and service in certain Little Sheep franchise 
stores, inevitably damaging the brand.

At the end of 2002, Zhang faced a critical decision: 
Should the company curtail growth and scale back the 
franchises until his management team could be strength-
ened, even though this would result in the immediate 
loss of substantial franchise fees? If so, he would risk 
alienating a growing roster of franchise applicants who 
were waiting to capitalize on the brand and open Little 
Sheep restaurants. Resisting the temptation to maximize 
short-term profits, Zhang decided to temporarily halt 
the awarding of new franchises in the following year. In 
addition, he initiated efforts to more closely monitor the 
performance of the existing franchises, and designated 
one of his long-time lieutenants, Zhang Zhan Hai, to be 
in charge of the task. 
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EXHIBIT 2 Major Events in Little Sheep’s Corporate History

DATE EVENT

Aug-99 First Little Sheep restaurant opened  

Oct-99 Second and third Little Sheep restaurants opened, making it a chain

May-01 Little Sheep set up subsidiary company in Shanghai  

Jan-02 Little Sheep set up subsidiary company in Beijing  

Jan-02 Little Sheep set up subsidiary company in Shenzhen  

Aug-02  Little Sheep passed ISO9001 certification and China national “Green 
Food” certification  

Jan-03 Little Sheep set up R&D and production facility for seasonings  

Jan-04 Little Sheep set up subsidiary company in Hong Kong  

May-04 Little Sheep opened its first restaurant in Hong Kong  

Nov-04  Little Sheep became the only restaurant business to enter the 
“China Top 500 Businesses” list, ranking #451  

Nov-04 Little Sheep obtained the “Prestigious Brand” designation in China  

May-05  Little Sheep entered the “Inner Mongolia Top 50 Private Businesses” list, 
ranking #2  

Aug-05  Little Sheep’s brand was evaluated at 5.5 billion RMB, and entered
“China Top 500 Most Valuable Brands” list, ranking #95  

Aug-05  Little Sheep entered “China Top 500 Service Businesses” list, 
ranking #160 (#1 among food companies)  

Sep-05  Little Sheep obtained the “China Top 100 Food Businesses” title for
the third time, ranking #2  

Oct-05  Little Sheep opened its first overseas direct-ownership restaurant
in Toronto, Canada  

Dec-05  Little Sheep entered the “China Top 500 Quality” list and “China
Food and Beverages Top 10 Quality” list  

May-06  Little Sheep was named one of “Inner Mongolia’s Most Respected 50 
Businesses”  

Jun-06 Little Sheep’s trademark was formally awarded

Source: Compiled from company documents.

3i’s Investment in Little Sheep
Management’s Goal 
Gradually, Zhang’s decision to scale back the expansion 
began to pay off. In 2004, the company strengthened 
its management ranks significantly by hiring as senior 
vice president of finance, industry veteran Lu Wen 
Bing, former vice president of Meng Niu (Mongolian 
Cow), a well-known Inner Mongolia-based dairy 
company. Lu brought much needed financial discipline 
and internal control to the company, and by 2005 
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Little Sheep’s performance had clearly rebounded 
as the company collected a number of prestigious 
regional and national business awards, including the 
Little Sheep brand being ranked 95th by the World 
Brand Lab among “The 500 Most Valuable Chinese 
Brands.” According to Ministry of Commerce sta-
tistics, the company had the second largest market 
share among China’s restaurant chains, behind only 
the fast-food giant KFC. (See Exhibit 2 for a major-
events timeline in Little Sheep’s corporate history up 
to the 3i investment, and Exhibit 3 for the company’s 
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footprint in China at the end of 2005, just before the 
3i investment.)

Notwithstanding this renewed success, Zhang 
recognized that sustaining the company’s growth 
would require not only financial resources but, more 
importantly, additional industry expertise. Like many 
Chinese entrepreneurs, Zhang came to believe that the 
ultimate validation for Little Sheep’s success would be 
a public listing, preferably on an overseas exchange.5

This would give the company a diversified source of 
capital, as well as brand recognition, and subject it 
to market discipline. His preference for an overseas 
listing was rooted in his concern about the lax listing 
standards on the domestic Chinese exchanges; he pre-
ferred instead an international listing. But to prepare 

for an initial public offering (IPO), he believed that 
the company needed to attract not only additional 
capital, but also a partner with the capability to pro-
vide much-needed industry knowledge and expertise. 
“What we lacked were high-level professionals from 
the food and beverage industry who could help take 
Little Sheep to the next, higher level . . . . We needed 
a partner that could help us prepare for an IPO outside 
China,” explained Zhang. 

Origin of the Deal
Little Sheep’s extraordinary growth and brand name 
recognition attracted many willing investors, including 
such prestigious investment banks as Morgan Stanley 

EXHIBIT 3 Little Sheep’s Footprint in China (as of the end of 2005)

Sources: Company documents.

5 At the time, the Chinese A-share market was also closed for new public listing.

i n t e g r a t i v e  c a s e  1 2     3i Group’s Private Equity Investment in China’s Little Sheep



468

and Goldman Sachs. At 3i, Little Sheep was spotted 
by an associate director, Daizong Wang, a Wharton 
MBA who had recently joined the group after a four-
year stint with Goldman Sachs in Hong Kong. As 
3i’s investment strategy in Asia was becoming more 
sector-focused, Wang was assigned to study the food 
and beverage sector, which had been growing at a 
rate twice as fast as China’s GDP for over 15 years. 
As the Chinese economy began to shift towards more 
consumption-led growth, Wang believed that consumer-
related sectors such as restaurants would offer a tremen-
dous upside (see Exhibit 4).

Wang also noticed that even though the sector 
was experiencing rapid growth, prior to 2005 there 
had been no private equity investments due to the 
lack of scale in typical restaurant businesses. Unfazed, 
he began to analyze the market share rankings of 
restaurant chains in China to screen for investment 
targets. Little Sheep ranked second, occupying 6.2% 

of the entire restaurant and catering market, behind 
KFC.6 Intrigued by Little Sheep’s ability to achieve 
scale unlike most other restaurants, Wang realized 
that simplicity was the key to Little Sheep’s business 
model: “The Chinese restaurant business is fragmented 
because it is difficult to standardize. In most restaurants, 
the largest cost component is the chef, but it is difficult 
to achieve consistency. Little Sheep is different because 
customers cook their own food in the hot pot, which 
eliminates the need for a chef. This do-it-yourself style 
of dining and the ease of standardization made this 
business capable of scale.” In fact, these characteristics 
made hot-pot restaurants a significant subsector of the 
total restaurant industry, accounting for more than 20% 
of all consumer spending on restaurants, with Little 
Sheep the clear market leader with one-third of total 
hot-pot revenue (see Exhibit 5). Based on this analysis, 
Daizong Wang concluded, “From the very beginning, 
I wanted to invest in this business.”

EXHIBIT 4 Growth Statistics for the Chinese Restaurant Industry

436.9

2001

529.2

2002

606.6

2003

748.6

2004

888.7

2005

CAGR = 19.4%

Revenue of China’s restaurant industry (2001–2005) Driving forces

[RMB  bn]
•  Economy grows 8% on average

•  Fast growth of dispensable income
   in China

•  Restaurant spending by urban citizens

•  Urbanization process increases the dining
   out choices as restaurants become more and
   more economically viable

The restaurant business in China is large and has enjoyed strong

growth over the past 5 years

Source: Company documents.

6 According to Euromonitor, Little Sheep has a higher, 9.9% market share among China’s full-service restaurant chains, excluding fast food.
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His next step, in August 2005, was to cold call 
Little Sheep’s senior vice president of finance, Lu Wen 
Bing. After making his pitch to Lu, whom Wang found 
“surprisingly open minded [about private equity],” 
he was invited to a formal meeting in Baotou, Little 
Sheep’s headquarters. Reflecting on the initial exchange, 
Wang said: “At a time when few in China understood 
the difference between private equity and investment 
banking, Lu was very sophisticated and ahead of the 
curve.” It turned out that earlier in his career, Lu had 
worked on the senior management team of Meng Niu 
when it received a widely publicized investment from 
Morgan Stanley and CDH, a well-known Chinese 
private equity fund. Based on this previous experience, 
he was predisposed to working with a private equity 
investor.

Winning the Mandate
After the initial meeting in August, 3i engaged in a 
four-month competition with other private equity 
suitors, including Goldman Sachs and Morgan Stanley, 
before finally being awarded the Little Sheep mandate. 
During this period, Anna Cheung, a 3i partner based 
in Hong Kong, was assigned as the senior member on 

the team working with Wang to secure the mandate. 
The investment team flew to Baotou frequently, get-
ting to know Little Sheep’s senior management team, 
and explaining 3i’s investment philosophy. At the 
same time, they spoke with a number of research ana-
lysts covering the Hong Kong and Chinese restaurant 
sector to learn more about the sector, and shared their 
findings with Little Sheep senior management. The 
team also tapped into 3i’s network of industry experts 
(via 3i’s People Program) and identified Nish Kankiwala, 
former president of Burger King International, as a 
suitable advisor for Little Sheep. As the top execu-
tive at one of the world’s largest fast-food restaurant 
chains, Kankiwala would bring a wealth of sorely 
needed knowledge about the franchise business. At the 
request of the 3i team, Kankiwala flew to Beijing and 
spent a number of days meeting with Little Sheep’s 
entire senior management team, learning the ups and 
downs of the company’s performance, and discussing 
the relevance of his own experience to Little Sheep’s 
future strategy. This was the first time that Little Sheep 
management had direct access to a world-class expert 
with a deep understanding of their business and they 
were impressed by 3i’s commitment and ready access 
to this caliber of expertise.

EXHIBIT 5 Hot Pot Restaurant as a Subsector of the Dining Industry

5%–10%

100% = 888.7 [bn RMB] 100% = 822.0 [bn RMB]

90%–95% 78%–85%

16%–22%

Western
food

Chinese food Non-hot pot

Hot pot

Total restaurant industry in 2005 Chinese food volume in 2005 Comments

•  Calculation based on data from
   China Restaurants in Chain
   Statistics Yearbook

•  Hot pot market share shows an
   upward trend
   –   14.7% in 2003
   –   21.2% in 2004

•  A sample telephone survey
   conducted by Roland Berger
   staff showed on average hot pot
   dining represents 15%–20% of
   overall restaurant spending

Hot pot's market share of the restaurant industry is estimated to be

15% to 20% on a growing basis

Source: Company documents.
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But the specter of Goldman Sachs continued to 
lurk in the background. Wang heard that his former 
Goldman colleagues were visiting Little Sheep in Baotou 
in late 2005, so he immediately flew to Baotou and was 
“prepared to sit there until we signed the term sheet.” 
His persistence paid off and four months after Wang’s 
August cold call, 3i signed a term sheet with Little 
Sheep, agreeing to a $25 million equity investment for a 
minority stake in the company. (Prax Capital, a private 
equity fund focused on Chinese investments, invested 
$5 million as a co-investor.) The transaction closed six 
months later in June 2006, and 3i’s real value-add to the 
company began to take shape.

Post-investment Value Creation
Forming a Strategic Blueprint
During the six-month period between the signing 
of the mandate in late 2005 and the final closing in 
June 2006, 3i worked closely with Little Sheep man-
agement to clarify a number of strategic questions 
the company needed to address. An agreement was 
reached to engage Roland Berger, a strategic consult-
ing company, to provide fact-based analysis as a basis 
for resolving some of the most pressing issues. 

Based on extensive data collection and analysis, 
the consultants made a number of specific recom-
mendations, such as optimal store size and location in 
different submarkets,7 and how the company should 
overhaul its existing franchises (as described in the 
next section). These findings and recommendations 
became the basis of a blueprint that outlined a step-
by-step effort to professionalize and improve the 
company’s operations. When the analysis and recom-
mendations were presented to the Little Sheep board, 
the response was highly favorable. 

Mapping Strategy to Operations: 
The 180-Day Plan
Aided by the strategic insights gained from Roland 
Berger’s report, 3i’s Wang drafted a “180-day plan,” 
a detailed work plan of tasks that the company needed 

to address in the ensuing six months, including spe-
cific financial, legal, operational, and HR issues (see 
Exhibit 6). After discussing the plan with management 
and obtaining their full commitment to executing it, its 
progress was then continuously tracked and updated. 3i 
partner Anna Cheung explained: “The 180-day plan 
helped to provide structure and a time frame that gave 
all parties involved a goal to work towards.”

This detailed level of post-investment involvement 
is standard for all 3i investments, and it confirmed for 
Little Sheep management that 3i was willing and able 
to provide the nonfinancial benefits they had been 
seeking from their private equity investor.

Strengthening the Management 
Team and the Board
Both 3i and Little Sheep understood clearly that a 
critical task for the company prior to a public listing 
was strengthening the management team and board 
structure. Little Sheep’s management team had a high 
level of integrity and drive, but lacked depth: the 
entire top management team consisted of founder and 
CEO, Zhang; a senior vice president of finance; and 
three regional vice presidents (see Exhibit 7). Even 
more significantly, as Wang remarked, “the company 
lacked systems such as centralized operation manage-
ment, new-store development, and marketing teams, 
which were crucial for the company to continue to 
grow in a coordinated manner.” Through the years, 
the company had been carried forward almost entirely 
by a small team of managers united and motivated 
by the founder’s sheer personal strength and charm. 
“The founder, Mr Zhang, is an inspirational person,” 
remarked Cheung. As one of Zhang’s lieutenants 
would confirm, he was “the heart and soul” of the 
business. But there was a pressing need to recruit 
additional professional managers, install management 
information systems, and revamp the structure and 
responsibilities of the board.

In this regard, 3i was instrumental in helping Little 
Sheep gradually put a strong team and a governance 
system in place. Once 3i made the investment, Cheung 
and Wang both joined the board as non-executive 

7 For example, based on profitability analysis, the consultants found that the optimal store size for tier-1, tier-2, and tier-3 cities are 1,200 m2, 
600 m2, and 300 m2, respectively, and that the reason for most underperforming stores (profitability < 5% of sales) was due to a wrong 
store location.
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-  Renew lease agreements that have expired or are to expire soon by 31 July 2006.

-  Revise certain lease agreements (identified in legal due diligence) by 31 July 2006.

- . . .

- 

-  Obtain necessary certificates or evidence for compliance with fire safety, 
environmental protection, and sewage fees within 12 months.

- . . .

-  Engage a leading accountant to examine systems, processes, controls, and 
information capture to ensure robust, speedy, and accurate information flow.

-  Report outlining adequacy of existing systems and recommendations for 
improvements to be presented at first Board meeting post-completion. 
Satisfactory system should be in place in 12 months.

- . . .

- Standardize and formalize the location assessment process.

- Set up a dedicated team responsible for new site selection for the whole group.

-  Establish a set of criteria and parameters, such as those in Roland Berger’s report.

- . . .

- Refine the operations manual.

- Step up staff trainings and communications.

- Enhance internal audit and increase the frequency of store checks.

- Implement the KPI benchmark at city/provincial, regional, and national levels.

- 

Within 6 months.

Within 12 months.

Within 3 months – report 
and recommendations; 
within 12 months – adoption 
of recommendations.

By 31 September 2006.

Assign responsibilities and 
agree on an action plan 
within 3 months.

Legal

Lease agreement

Other permits and 
certificates

Financial

Internal system

 

New site selection

Store-level operational 
improvement

I.

. . .

g.

. . .

i.

II.

a.

. . .

III.

. . .

c.

. . .

e.

. . .

Business and Operations

# ISSUES TIMING ACTION/OUTPUT 

EXHIBIT 6 An Excerpt from the “180-Day Plan”

Source: Company documents.
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directors. 3i also recruited two additional indepen-
dent directors with strong industry experience: Nish 
Kankiwala, the former president of Burger King 
International, who played a part in the deal initiation 
process; and Yuka Yeung, CEO of the KFC franchise 
in Hong Kong. Both individuals had extensive expe-
rience in the food industry and were exactly the type 
of high-level industry people Little Sheep had been 
looking for.

Instead of viewing these new directors as out-
siders, however, Little Sheep’s top management 
enthusiastically welcomed them as partners capable of 
adding considerable value to the company. When 3i 
proposed four board meetings per year, Little Sheep 
came back and asked for more. “Little Sheep is the 
only company I have worked with that has asked for 
more board meetings . . . . Zhang is an extraordinary 
entrepreneur, but he was very humble and eager to 
learn. This is one of the most impressive things about 
the company,” Cheung commented. 

The newly constituted board immediately began 
to focus on adding depth to the management team. 
Up to this point, Zhang had served as both the board 
chairman and the CEO and had tended to delegate 
much of routine management to members of his 
senior management team. One of the first 3i recom-
mendations was to recruit a full-time CEO dedicated 
to overseeing day-to-day management of the busi-
ness. “We practically insisted on it,” recalled Wang. 

In addition, based on 3i’s recommendation, the board 
agreed to create new positions for a COO and a CFO, 
but emblematic of China’s thin supply of professional 
managers, it would take more than a year to recruit 
the right candidates. (See Exhibit 8 for Little Sheep’s 
organization chart as of October 2007.) 

Creating a Standards Committee 
Until these three new senior executives could be 
recruited, an interim management solution was needed. 
3i proposed—and the board agreed—to create a 
Standards Committee consisting of Little Sheep’s exist-
ing management team, plus Wang. The committee’s 
purpose was to serve as interim CEO, focusing espe-
cially on enhancing the communication and coordina-
tion among the three regional operations until a proper 
headquarters could be set up. From June to September 
2006, the committee met biweekly to discuss detailed 
operational matters and make decisions to be carried 
out by the three regional VPs. Gradually, as inter-
nal communication improved and key headquarters 
functions were established, the Standards Committee 
evolved to become a series of monthly meetings 
focused more on long-term strategic issues, such as 
new-store developments, marketing, and budgeting. 
Finally, in November 2007, with the establishment of 
Little Sheep’s new national operation headquarters in 
Shanghai, the committee was formally dissolved. 

EXHIBIT 7 Little Sheep’s Management Team before 3i’s Investment

Vice President of  

Shenzhen Region

Senior Vice President of

Finance

Mr. Lu Wen Bing,

Ex Meng Niu executive

Vice President of 

Beijing Region

Mr. Zhang Zhan Hai,

Long Term Little Sheep

Management

Vice President of 

Shanghai region

Ms. Kou

Board Chairman/CEO

Mr. Zhang Gang,

Founder of

Little Sheep
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Creating and Executing a New Franchise 
Strategy
Although Little Sheep had taken the initiative to halt 
the awarding of new franchises in 2003, the existing 
sprawling network of over 500 franchises was not 
systematically addressed prior to 3i’s involvement. 
Symptomatic of the problem was the fact that man-
agement had actually lost count of the exact number 
of stores in the Little Sheep network. Cleaning up the 
existing franchise system and designing a new franchise 
strategy thus became a top priority for the newly con-
stituted board. Based on the insights from the Roland 
Berger report, the board came to the conclusion that 
the new strategy should focus on quality rather than 
quantity, and that the franchise system should become 
more centrally managed. Not only was this consistent 
with protecting and strengthening the Little Sheep 
brand, it was also made feasible by the strengthened 
management and headquarters capabilities. The fol-
lowing three-phased overhaul of the franchise system 
was agreed on and carried out: 

• Phase 1: Cleaning up the existing franchise system. 
A systematic effort was taken to visit and catalogue 
every franchise in the country. These visits gener-
ated store-by-store information that was fed into 
a database created to track critical performance 

indicators, and served as a basis for making deci-
sions about the future status of each franchise. 
More than 200 franchises that had clearly violated 
the Franchise Agreement or did not meet Little 
Sheep’s quality standards were closed. Others 
that were performing reasonably well had their 
franchise agreement renewed, and the best per-
forming stores were bought back by Little Sheep 
to become directly owned as part of the new, 
more centralized strategy. This task was complete 
by the end of 2006.

• Phase 2: Enhancing training and support to remaining 

franchise stores. This phase involved stepping up 
the training for all franchise personnel through 
an elaborate new program consisting of various 
stages of training at headquarters, on site, and 
during regular national and regional franchisee 
meetings. In addition, headquarters staff con-
tinued to provide on-site training during their 
regular store visits. 

• Phase 3: Developing new franchise stores. The final 
phase in the new franchise strategy was to proac-
tively develop new stores and grow the franchise 
fee base. In contrast to the traditional passive 
expansion method of responding when poten-
tial franchisees called, Little Sheep’s new active 

EXHIBIT 8 Little Sheep’s Management Team after 3i’s Investment

General Manager

of

Shenzhen Region

Chief Operating
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Mr. Yuka Yeung

Chief Financial

Officer

Mr. Daizong

Wang

Vice President

for

Corporate Office

Vice President

Beijing Region
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Mr. Zhang Gang,

Founder of

Little Sheep

Chief Executive Officer

Mr. Lu Wen Bing
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approach began with research into the local busi-
ness environment, which then led to a choice of 
locations. The company then actively sought out 
restaurant operators with good reputations to run 
the franchise stores. 

In little more than a year, this new proactive strat-
egy transformed the profile of Little Sheep’s franchise 
system. The company moved from having 40 directly 
owned stores versus over 500 franchises before the 3i 
investment to a more balanced mix of 101 to 260 by 
late 2007. Even with a dramatically decreased total 
store count, these fundamental changes resulted in a 
year-on-year revenue growth of close to 40%, about 
double the industry average.

Shelving the International Expansion Plan
Prior to 3i’s investment, Little Sheep had an ambi-
tious plan for international expansion. With successful 
restaurants already operating in Toronto and Hong 
Kong, management was eager to accelerate the pace 
of overseas growth and establish the Little Sheep 
brand name globally. Each regional VP was desig-
nated to lead expansion efforts in different overseas 
regions—North America, North Asia, and South East 
Asia—even though they were already stretched thin 
managing their domestic operations. 

Little Sheep’s overseas ambitions were quite 
common among the new generation of Chinese 
private enterprises. On this issue, however, 3i and 
Little Sheep management had different views. Even 
though 3i was well placed to provide introductions 
and on-the-ground support for an overseas expansion, 
it strongly recommended that Little Sheep initially 
focus on strengthening domestic operations rather 
than rushing into overseas expansion. “Given the vast 
and yet untapped opportunities in China’s restaurant 
industry, it is strategically important for Little Sheep 
to leverage the leading market share and brand name 
it has already established to secure a dominant market 
position at home before expanding its operations 
overseas,” Cheung explained.

Although management initially resisted this 3i 
recommendation, Zhang later conceded that this was 
a sensible approach. Looking back on the incident, 
one of the independent directors viewed the outcome 
as one more example of the company’s fundamental 

strength: “They [Little Sheep management] are open-
minded, and very willing to listen,” remarked Yuka 
Yeung, “which is really remarkable. It is a learning 
company.” 

Early Results
From the time of 3i’s investment in mid-2006 until 
the end of 2007, Little Sheep opened 37 new stores 
and achieved a year-on-year revenue growth rate of 
40%, far in excess of the 15%–20% average growth in 
China’s food sector. The strong revenue growth was 
also fueled by the evolution of Little Sheep from a 
pure restaurant business into a more diversified food 
and beverages group with two meat-processing facili-
ties, a packaged-seasoning plant, a logistics company, 
and a number of regional subsidiary companies. Little 
Sheep also completed its search for new senior execu-
tive talent: Daizong Wang validated his confidence in 
Little Sheep by resigning from 3i in October 2007 to 
become Little Sheep’s new CFO, and Yuka Yeung, 
one of the independent directors and the former 
CEO of KFC’s Hong Kong franchise, became the 
new COO. 

Conclusions
At first glance, the pairing of 3i, a global private equity 
group with almost no track record in China, and a res-
taurant chain with origins in remote Inner Mongolia, 
might seem like an odd and unlikely match. But the 
story of their relationship conforms to many of the 
fundamental characteristics of successful private equity 
transactions, especially in emerging markets. First, 
the initial driver that allowed 3i to win the mandate 
after an intense contest with better-known competi-
tors was chemistry, or the ability to make the founder 
comfortable with its industry expertise, commitment 
to the company, and approach to post-investment 
value creation. Money was secondary. Second, Little 
Sheep’s founder had the foresight and self-confidence 
to recognize the value of accepting an active  investor 
into his company. Even though he had never heard of 
3i before meeting Daizong Wang, he and his senior 
management team exhibited an openness and eager-
ness to learn from outsiders, which is not always the 
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case, especially with closely held family-run firms in 
emerging markets. Third, this is a textbook case of the 
positive results that stem from closely aligned interests 
between a private equity investor and the manage-
ment of a portfolio company. From the beginning, the 
3i team was exceptionally hands-on, working closely 
with the company’s senior management team on a 
continuous basis to make significant changes in the 
company, always with an eye to building value and 
moving closer to the day when Little Sheep would 
be positioned to successfully execute an IPO. The 
combination of these three factors goes far to explain 
the ingredients required for successful private equity 
transactions in emerging markets, or anywhere.

Case Discussion Questions
 1. From an industry-based view, identify some of the 

competitive forces affecting the Chinese restaurant 
industry. 

 2. What are the key factors that explain the success of 
Little Sheep? What are the main obstacles associated 
with its continued growth?

 3. From a resource-based view, explain the nonfinan-
cial benefits 3i can bring to Little Sheep. In other 
words, why did 3i win the competition against 
other private equity suitors such as Goldman Sachs 
and Morgan Stanley?

 4. Compare and contrast the similarities and differ-
ences between the typical mid-sized private equity 
investment in the West and such investments in 
China (as captured by this case). If you were a 
manager working for a Western private equity firm 
(such as 3i), what lessons would you draw from 
this case?

 5. If you were an entrepreneur at a firm in China 
(such as Little Sheep) or in emerging economies 
in general, what lessons would you draw from 
this case?  

i n t e g r a t i v e  c a s e  1 2     3i Group’s Private Equity Investment in China’s Little Sheep
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INTEGRATIVE CASE 13
Have You Offset Your Own Carbon Emissions?1

Mike W. Peng
University of Texas at Dallas

As more countries join the Kyoto Protocol, it seems necessary for every manager and company 
to be prepared to answer this question: “Have you offset your own carbon emissions?”

1This case was written by Mike W. Peng (University of Texas at Dallas) and supported by a National Science Foundation CAREER Grant 
(SES 0552089). It was entirely based on published sources. All views expressed are those of the author and not necessarily those of the NSF. 
© Mike W. Peng. Reprinted with permission.

No longer only referring to a Japanese city, Kyoto 
has now become a new buzzword. The 1997 Kyoto 
Protocol (hereafter “Kyoto” in short) was a global 
initiative to reduce emissions of greenhouse gases 
linked to global warming. Kyoto was a hard-fought 
attempt to do something immensely difficult: Create 
a worldwide mechanism for solving a long-term 
problem. Under Kyoto, developed countries pledge 
to cut emissions by 6% from 1990 levels by 2012. 
Each country is permitted to emit a certain quan-
tity of carbon dioxide. Governments issue emission 
“allowances” (permits) to polluting firms within their 
borders, and such allowances (essentially rights to 
pollute) can be bought and sold by firms worldwide. 
Through this carbon trading system, polluting firms 
in developed countries can pay someone else (at home 
or abroad) to cut emissions and claim credit. 

The EU has taken Kyoto most seriously. The 
British economy grew by 36% between 1990 and 
2002, while greenhouse emissions fell by 15%, thus 
already exceeding Kyoto. In comparison, the United 
States did not ratify Kyoto, and Australia only ratified 
Kyoto in late 2007. Canada and Japan, both presently 
running at 25% above 1990 levels, may fail to comply. 
China, India, and many developing countries essen-
tially argue: “Sorry, we have to develop our economy 
first—and must forget about Kyoto for now.” 

Effective as of February 2005, the market for 
emissions allowances has soared. Most of the action 
has taken place on the Amsterdam-based European 
Climate Exchange (ECX). Such trading is literally 
“selling hot air.” The British government, Bank of 

Tokyo-Mitsubishi, Swiss Re, HSBC, and many others 
have pledged to go “carbon neutral” by reducing 
their own emissions and buying offsets to compensate 
for what they cannot eliminate. Swiss Re, a major 
reinsurance firm, says it wants to fight global warm-
ing because global warming causes extreme weather 
and more devastating claims on its policies (think of 
Hurricane Katrina in 2005). By going “carbon neu-
tral,” HSBC tries to establish credibility for its new 
carbon-finance business. 

Interestingly, while the US federal govern-
ment has refused to ratify Kyoto, numerous states, 
industries, firms, and NGOs have joined forces to 
combat climate change. America’s leading Kyoto 
crusader is Al Gore, the former vice president 
turned alarmist filmmaker. His documentary film 
on global warming, An Inconvenient Truth, won an 
Oscar in 2007. Al Gore flies commercial most of 
the time to generate less CO2 and purchases off-
sets to maintain a carbon-neutral life. Although he 
drives a sports utility vehicle (SUV), it is a Mercury 
hybrid. In part, due to Gore’s campaign, a dozen or 
so states—in the absence of federal action—have 
moved to restrict CO2 emissions. More encourag-
ingly, the Chicago Climate Exchange (CCX) was 
set up in 2003, with its membership growing from 
23 firms to over 200 currently, including DuPont, 
Ford, and Motorola.

CSR advocates (advocates for corporate social 
responsibility) argue that voluntary offsets, while small 
at the moment, can in time help slow global warming. 
However, close scrutiny by BusinessWeek revealed that 
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some deals amounted to little more than “feel-good 
hype.” For instance, in 2005, Seattle City Light made 
an astounding announcement that it had eliminated its 
share of contributing to global warming. Of course, it
still puffed out some 200,000 tons of greenhouse gases 
annually, but Seattle City Light claimed to have paid 
other organizations to reduce more than 200,000 tons 
of emissions. Such buying and selling offsets have 
now gone global. The sellers are often developing 
countries—China may soon beat the United States 
in being the largest greenhouse gas emitter by 2015. 
At the Carbon Fair in Cologne, Germany, organized 
by the World Bank, the Chinese state planning com-
mittee distributed a glossy 200-page book crammed 
with projects. Since developed countries that ratified 
Kyoto are expected to produce 3.5 billion tons of 
carbon above their targets by 2012, the sellers have 
excellent prospects. While paying someone else to do 
the (less) dirty work is nice, it reduces the incentive 
for firms in developed countries to bite off the more 
challenging task of reducing their own emissions.

Another issue is the lack of standards and over-
sight. Buying and selling offsets has rapidly become 
an industry itself, with a number of for-profit inter-
mediaries. For example, the for-profit, two-year-old 
TerraPass issued every 2007 Oscar performer and 
presenter (including Gore) a “carbon-neutral” certifi-
cate, by using funds from the Oscar organizers to pay 
for emission-reduction projects, primarily at Waste 
Management landfill facilities in Arkansas. However, 

BusinessWeek found that the Waste Management 
projects in Arkansas had been launched long before 

any carbon-offsets deals. In other words, the offsets 
had nothing to do with emission reduction at the par-
ticular facilities. The main effects of the offsets were 
“to salve guilty celebrity consciences and provide 
Waste Management, a $13 billion company, with 
some extra revenue.” According to BusinessWeek, this 
was another “inconvenient truth.” Overall, although 
Kyoto may be flawed, it seems better than nothing.

Sources: Based on (1) T. Blair, 2005, A year of huge challenges, The 
Economist, January 1: 44–46; (2) BusinessWeek, 2007, Another incon-
venient truth, March 26: 96–102; (3) The Economist, 2006, Upset 
about offsets, August 5: 53–54; (4) The Economist, 2007, Selling hot air, 
September 9: 17–18; (5) Time, 2007, The last temptation of Al Gore, 
May 28: 30–39. 

Case Discussion Questions
 1. From an institution-based view, explain why some 

firms in countries such as the United States, whose 
governments did not ratify Kyoto, are interested in 
participating in carbon offsets.

 2. From a resource-based view, identify potential 
first-mover advantages in carbon offsets.

 3. As the CEO of a coal-fired utility in Canada, how 
can your firm reduce greenhouse gas emissions? 
As CEO of a similar utility in China, what are 
your options? 
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INTEGRATIVE CASE 14
Building a Better Rat Trap for the Irula1

Siri Terjesen
Texas Christian University and Queensland University of Technology

A better rat trap is being developed and commercialized for the Irula tribe in rural India.

1 This case was written by Siri Terjesen (Texas Christian University and Queensland University of Technology) and originally published as 
“Building a Better Rat Trap: Technological Innovation, Human Capital, and the Irula” in Entrepreneurship Theory and Practice, Volume 31, 
Issue 13. November 2007: 953-963. © Baylor University. Reprinted with permission. The author is grateful for the hospitality of Sethu, 
Karthick and the Irula villagers during her visit. The case has benefited from many conversations with Sethu, Karthick and other CDDP 
team members, as well as Dr. Rachel Golden, representatives of the World Bank, and leaders of local and international NGOs operating 
in the region.

Sethu Sethunarayanan, director of the nonprofit 
nongovernmental organization (NGO) Center for 
Development of Disadvantaged People (CDDP), 
beamed as World Bank President James Wolfensohn 
presented him with the prestigious Global Development 
Marketplace award for using innovative technologies 
to alleviate poverty. At the podium, Sethu provided a 
brief overview of his winning project: 

“There are three million poor Irula indigenous 
tribal people of untouchable status in India 
who make their income by catching rats in 
agricultural fields. They use a clay pot filled 
with burning straw to smoke these rats out of 
their burrows. Their mouths and hands touch 
the pot, and they are severely affected by heart, 
skin, eye, and respiratory problems. They are 
only successful 40% of the time and are in 
poverty and unable to send their children to 
schools. We developed a new hand-operated 
steel rat trap which eliminates the health hazards 
completely and enables the Irula to double their 
income. We have an integrated self-help plan 
to empower them. Thank you for this award. 
With it, we can implement our project and 
make a complete socioeconomic change in the 
lives of millions.”

As Sethu returned to his seat in the World Bank 
auditorium, he thought about how this journey 

began, on a morning walk through the impoverished 
Irula villages in Tamil Nadu, India.

Introduction
On a sticky morning in January 2003, Sethu walked 
briskly, anxious to check on the progress of a new 
drinking-water pump well installed in a remote 
Thiruvallar district village. Sethu wanted to make 
sure the new pump was installed properly so the Irula 
people who live in this village no longer had to bring 
water from a few miles away. 

Seeing Sethu, the Irula villagers greeted him eagerly 
and escorted him to the well. Sethu was pleased to see 
that the pump worked perfectly, but was exhausted 
from his two-mile hike. He asked a lady villager for 
some water to drink. While she went inside her mud 
hut to retrieve a cup, Sethu glanced at a clay pot in 
front of the hut door and noticed a similar pot in front 
of most of the huts. Thinking he might be able to 
drink out of this pot, he picked it up, but noticed that, 
in addition to the top opening, there was a small hole 
at the base of the pot. He put the pot down and picked 
up a neighbor’s pot which also had an extra hole. Sethu 
recalled the subsequent conversation,

“I asked the lady, ‘How will you carry water in 
the holed pot?’ She replied with a sarcastic smile, 
‘This is not for carrying water, but for killing 
rats.’ I knew that Irula income is derived, in large 
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part, from farmers’ payments for catching and 
killing rats in their agricultural fields. The rats 
and the grains found in their burrows are part 
of the rat catchers and their families’ diets. But 
I wanted to know how they could possibly use 
this pot to kill the rats. So she explained, holding 
the pot close to her lips and kneeling down on 
the dirt path, ‘My husband carries this pot when 
he goes rat catching. He looks for a rat burrow 
and places the pot at its entrance. He then stuffs 
wet straw into the hole and lights it, creating 
smoke. On this little hole at the bottom, he 
places his mouth and blows air through, push-
ing the smoke out the other side of the pot and 
into the rat’s burrow. The smoke traps the rat. 
Then my husband digs into the earth and gets 
the trapped rat. He brings it home and I cook it 
for dinner. But sometimes he also comes home 
with burned lips and hands from handling the 
pot when the straw is burning . . . He doesn’t 
always catch a rat.’ ”

Sethu handed the pot back to the woman, but he 
did not stop thinking about the inefficiency of this pot 
and the resulting health problems. As he walked back 
the dirt path, he contemplated this latest challenge to 
help the Irula. Sethu had 25 years of experience in 
developing innovative solutions to improve the quality 
of life for poor and disadvantaged rural people. From 
a young age, Sethu admired Mahatma Gandhi’s efforts 
to alleviate poverty, liberate women, create economic 
self-sufficiency, and end untouchability and caste dis-
crimination in India. Sethu decided to study at India’s 
only Gandhian university, focusing on Gandhi’s meth-
ods for developing and unleashing human potential, 
resolving conflict, and introducing new ideas. Upon 
completion of his studies, Sethu was offered the oppor-
tunity to teach school or work at an NGO. Considering 
Gandhi’s philosophy of generating the greater good 
and the potential impact Sethu could have on so many 
lives, he chose the latter. At the NGO, he specialized 
in developing collective self-help, needs-based ven-
tures. In 1998, then 38-year-old Sethu established his 
own NGO, the CDDP, in Tamil Nadu, India.

Negotiating the Byzantine maze of philanthropic 
management regulations in India is not easy (Sidel, 

2001). However, CDDP is one of only a handful 
of Indian NGOs to be recognized by the United 
Nations and World Bank. The organization has 23 
employees and 56 volunteers. CDDP’s mission is “to 
develop those who are disadvantaged education-
ally, economically, socially, and culturally through 
self-help and self-governing collective development 
activities.” Or as Sethu says, “In short, to help them 
to help themselves.” The activities are undertaken on 
Gandhian lines of organizing constructive develop-
ment actions through mobilization of human and 
local resources. CDDP develops and harnesses human 
capital through technological innovation and entre-
preneurship. CDDP’s target areas are 80 villages in the 
Thiruvallur and Kancheepuram districts of the Tamil 
Nadu state and five villages in the Andhra Pradesh state 
of India. The programs are aimed at helping women 
and children belonging to socially and economically 
weak sectors, unorganized agriculture labor, small 
and marginal farmers, youth (especially those who are 
disorganized and misdirected), destitutes, orphans, and 
physically challenged and other socially and economi-
cally disadvantaged people. CDDP received the best 
rural development organization award from the Indian 
government in the year 1998. CDDP’s objectives are 
listed in Exhibit 1.

The CDDP has several other key employees. 
Sethu’s 26-year-old son, Karthick Sethunarayanan, 
has been involved in organizing and training the Irula 
people for five years and is an expert in the effective 
use of information technology for the rural poor. 
He holds a bachelor’s degree in business administra-
tion from Madras University and a master’s degree in 
information and communication from Bharathidasan 
University. In addition to his CDDP work, Karthick 
runs his own IT company, which has an alliance with 
Microsoft as well as clients in India and abroad. When 
driving to the villages, Karthick uses a wireless card in 
his laptop to access the Internet, providing a striking 
contrast to the road outside, populated by beggars, 
wandering cows, and women selling giant baskets of 
produce. A dynamic and engaging spirit, Karthick is 
keenly aware of the role of technology in transforming 
the world around him, and the great potential for the 
world’s poor. He is also a talented classical Tamil singer 
and the villagers often ask him to sing for them. 
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National, Local, and Community 
Context
India
A recent global survey revealed that India is the world’s 
second most entrepreneurially active country with 
17.9% of the adult population involved in some type 
of entrepreneurship (Reynolds et al., 2002), although 
this activity is largely confined to members of certain 
castes and ethnic groups (Dana, 2006). Tamil Nadu is 
one of the most industrialized states in India (mostly 
due to the success of its capital, Chennai, India’s fourth 
largest city and the world’s 34th largest metropolitan 
area). However, the rural areas that the Irula populate 
are extremely impoverished (TNG, 2002). 

The Irula
An estimated three million Irula people live in India, 
including 150,000 in Tamil Nadu and 250,000 in the 
bordering Andhra Pradesh state. The term “Irula,” 
used for centuries, is thought to refer to either the 
dark complexions of the people or to their spotting in 
forests as silhouettes. The Irula people are considered 

indigenous, and DNA tests reveal their close ancestry 
to African populations (Watkins et al., 2005). Until 
recently, the Irula people lived in forests and eked out 
a living by bartering or selling honey, wax, and fire-
wood to local villages in exchange for village products. 
They obtained food by hunting for vegetation and 
wild animals in the forests. The 1976 Forest Protection 
Bill made the Irula lifestyle illegal, forcing moves into 
villages of huts with straw roofs and dirt floors. Most 
Irula people do not have the official right to occupy 
their lands, and the villages do not have electricity or 
roads. Sethu described the situation,

“Irula are tribals and considered to be untouch-
ables and unequal in society. For example, they 
are not allowed to use the wells of upper castes. 
They live in interior locations from which it is 
hard to reach towns and cities, and they do not 
interact with the community outside . . . They 
speak the local languages Tamil and Telegu . . . 
and are Hindus.”

The Irula have a life expectancy of approximately 
45 years. Only 5% of Irula children under 15 attend 

EXHIBIT 1 CDDP Objectives

 1.  To promote people’s organizations, especially for women/youth/village folk belonging to weaker sections and to strengthen 
them as self-reliant and self-governing development groups.

 2.  To initiate need-based training and development programs for eradicating illiteracy, ignorance, poverty, disease, and disunity 
among the rural poor.

 3.  To undertake life education activities through non-formal and Gandhian basic education systems.

 4.  To conduct problem-based community health activities and to regenerate faith and knowledge on indigenous systems 
of medicine.

 5.  To organize special activities for eradicating specific problems of children.

 6.  To implement activities aimed at environment preservation and ecological balance.

 7. To propagate sustainable indigenous non-chemical agriculture activities.

 8.  To coordinate and cooperate with various government departments, national and international agencies, and interested 
individuals or groups for organizing various need-based training and development activities on the basis of the aforesaid 
objectives.

 9.  To provide other voluntary organizations with needed training, consultancy, and evaluation services.

10.  To undertake necessary applied research programs on rural/urban development.

11.  To organize such other activities, which will help in utilizing constructively the untapped human and natural resources avail-
able in the society.
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school and as a community they are 99% illiterate. 
They have access to government schools; however, a 
manager from a visiting international charity shared: 

“Even though . . . there was a panchayat [gov-
ernment] school close by, I could completely 
understand why the children would not go 
there—they needed to work, they seemed to be 
Irulas and there was not much precedent in that 
particular Irula community of much learning.”

Today, the Irula in Thirinvallur and other districts 
make a living by performing physical labor for land 
owners. For example, men, widows, and destitute 
women catch rats in agricultural fields. The farmers 
pay the rat catchers per rat and the rat catcher’s aver-
age income varies from $15–$30 per month. The rat 
may be the Irula’s only source of meat and grains, usu-
ally consumed as one meal per day. In the past, some 
Irula people have starved.

Building a Better Rat Trap
Back in the office, Sethu contemplated solutions. 
With the help of a local mechanical engineer, Sethu 
fashioned a steel cylinder and hand-crank to generate 
air for pushing smoke into the burrow. The cylinder 
had a door for the straw. A wooden handle elimi-
nated direct contact with the hot areas of the trap. He 
gave sample traps to 15 Irula rat catchers. Sethu met 
regularly with the rat catchers in order to obtain their 
feedback and subsequently made improvements to the 
trap. After six iterations over an eight-month period, 
Sethu was satisfied that the trap met the villagers’ rat 
catching and safety needs. 

The rat catchers brought Sethu to the fields. He 
remembers watching the men: 

“I asked the catcher, ‘How do you find the 
rat?’ He said ‘The rat keeps his house like 
my wife does—very tidy, including the area 
outside the door. So I know when I come 
across a burrow hole with a clean entrance, 
there is a rat inside.’”

Sethu observed as the rat catchers filled the steel 
trap with straw. The men located a hole on the bank 

between two fields, and another two holes about 
five feet away, which they covered with dirt to 
prevent the rat’s escape and to cause its suffocation. 
The lead rat catcher dug a larger entrance to the first 
hole, and put the trap’s pipe inside. The other two 
men guarded the covered holes and watched as the 
lead rat catcher opened the trap’s door, lit the straw 
and cranked the handle. The trap chortled as smoke 
filtered down the hole, emerging from another hole 
in the earth, which was then quickly covered. It 
became clear that if there was a rat inside the hole, 
it had been deprived of oxygen. The lead rat catcher 
then removed the trap and began to dig on the side 
of the hole, following the winding burrow. He 
reached down the hole and pulled out a dazed rat, 
stunned by smoke. The rat was then humanely killed 
with a blow to its head. Sethu and the rat catchers 
were excited—the trap was a success!

Sethu realized that he had identified a suitable 
technology for this opportunity and decided to seek 
funding for its commercialization. From past experi-
ence, Sethu knew that he would need to convince 
outside organizations of the merits of such an invest-
ment. He outlined the problems with the traditional 
pot method and the advantages of the steel trap (see 
Exhibits 2 and 3).

Sethu applied for a grant from the World Bank’s 
Development Marketplace. Since 1988, the World 
Bank has distributed over $40 million to 1,100 proj-
ects in more than 60 countries. Sethu presented the rat 
trap project at the marketplace in December 2003 and 
received a grant for $98,500, enabling him to imple-
ment the project. 

Implementation
The rat trap project was undertaken from January to 
December 2004 and incorporated the following key 
components: site visits to identify beneficiaries, health 
checks and treatment, preparatory workshops, factory 
establishment, factory training, production, establish-
ment of women’s micro-credit collectives, distribution, 
and project evaluation. 

Site Visits to Identify Beneficiaries
Sethu and a large team of volunteers began by visiting 
170 Irula villages in order to identify the most needy 
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EXHIBIT 2 Disadvantages of Traditional Fumigation Method

Occupational health: As the rat catcher uses his mouth to blow air through the hole of the pot, he inhales heavy amounts of 
smoke, leading to severe respiratory, heart, eye, and other occupational health problems. CDDP studied the rat catchers, finding 
that 40% have one or many of these health complications. In particular, they burn their lips, hands, and fingers. 

Poor efficiency and limited income: The method is only effective in 40 of 100 attempts due to the limited air pressure from mouth 
blowing and the lack of constant (or even) distribution of smoke. Thus, the rat is more liable to escape. The Irula are paid per 
rat, and income ranges from $15 to $30 a month. The rat catchers need at least $35 a month to meet their family’s minimum 
requirements in food, shelter, medicine, and education, and many of these basic needs are unmet.

Mud pot breaks: In the course of their work, the Irula carry the pot over long distances. The pot breaks about once every two 
months and a new pot costs 50¢. 

Drudgery of work: The rat catcher’s lack of success makes work a drudgery, leading to disinterest in the work, which in turn leaves 
him impoverished. 

Rat menace in agriculture fields: Fewer kills lead to a greater rat menace. Rats destroy about 25% of grains in agricultural fields. 
This is economically devastating in a country where 85% of the population are involved in agriculture. One estimate indicates 
that if the rat menace were alleviated, India would be able to feed its entire population thrice a day. 

EXHIBIT 3 Advantages of New Trap Technology

Complete elimination of occupational health hazards: The hand-operated wooden-handled trap eliminates burns to the lips and 
hands. There are no problems with smoke inhalation.

Doubled work efficiency: CDDP research shows that the rat catchers achieve 95% success due to the sufficient, constant, 
and even distribution of pressure. The rat is instantly stunned and unable to escape. Furthermore, the trap is easier to 
operate, enabling older men and also widowed and destitute women who did not have the stamina for mouth blowing 
to participate. 

Doubled income: The success rate improvement more than doubles the rat catchers’ income to $30 to $60. With this additional 
funding, the Irula can send their children to school and attend to health care needs. 

No breakage: The steel trap is impossible to break. 

Release from work drudgery: The rat catcher is able to undertake his work with ease, comfort, and efficacy. The Irula also take 
pride in working with a machine, rather than a dirty pot. They are willing to work and earn more. 

Social and educational change: The additional income enables the Irula to send their children regularly to school. Members of 
higher castes in neighboring communities may develop respect due to the decent professional type of device. 

Reduction of rat menace: The rat menace is reduced, although it is impossible to eliminate it entirely since each female rat pro-
duces up to 1,000 offspring in her lifetime. 

Affordable cost: The new trap costs just $25 and is affordable for the rat catcher. 

individuals. The visits were conducted simultane-
ously every day in order to reach the target deadline. 
However, the visits were not without their problems. 
As Sethu explained: 

“We needed to take extra time and effort to 
explain the project to the villagers. The Irula 
are especially sensitive to political matters, and 

at first they thought the CDDP volunteers were 
politicians . . . We encountered this problem in 
every new village we approached.”

The selection criteria were health and socio-
economic need, with priority given those suffering 
health problems from the old pot fumigation method 
and whose entire income is based on rat catching. 
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Destitute, deserted, and widowed women were also 
a priority and comprised 15% of beneficiaries. The 
selectors included members of the local govern-
ment and community and farmer groups. A total of 
1,500 beneficiaries were identified. One volunteer 
reported:

“The enthusiasm and interest among the ben-
eficiaries is more than we had expected. They 
are very much looking forward to involving 
themselves fully in the project activities. They 
feel this device is going to be a turning point in 
their impoverished life conditions. The response 
was really exemplary, so we added 278 more 
beneficiaries in our reserves in case the others 
dropped out.”

Health Check and Treatment
A basic health check was completed for 1,500 ben-
eficiaries. In some cases, special tests for tuberculosis 
and diabetes, as well as ECG, X-ray, and optometry 
exams were conducted. Treatment was begun for all 
affected villagers.

Preparation Workshops
Individual and collective meetings were held at both 
the villages and CDDP’s field office. From his experi-
ence working on the water pump and other projects, 
Sethu knew that he would need to work closely with 
the Irula to elicit interest in the new technology. As 
he explained:

“In the past, the Irulas have been given things 
by other NGOs and the government, but these 
things have basically been useless. So they do 
not like to get things for free. The only things 
they consider useful are those that they work 
for. Irula want to be involved. They have to 
express their needs . . . We asked about their 
health. We tried to find out if the pot fumiga-
tion method was causing problems and to get 
them to see the link between the old method 
and their health troubles. We ask them if they 
would like to solve these problems. We talk 

about how important it is to be healthy and how 
the new technology can help them. Sometimes 
it takes weeks to reach a level of understanding 
and commitment.”

Factory Establishment
A factory was established in a 60-square-foot building 
adjacent to CDDP’s field office in the Nedumbaran 
village. Sethu ordered the equipment, including a 
welding torch and steel marking, cutting, and shap-
ing machines. He also purchased materials for three 
months of production and paid other factory costs 
such as electricity, maintenance, wastage, tools, and 
labor. Based on 50 workers who work 8 hours a day, 
the factory has a monthly output of 400 traps, but 
can easily be expanded. Sethu calculated that each 
trap would cost $30 to produce, including $25 for 
raw materials and $5 for labor. Karthick negotiated 
wholesale prices from Tata Steel, lowering costs by 
$3, a savings which was then reinvested in the fac-
tory. The factory was also equipped to produce other 
steel products to be sold to farmers, such as knives, 
sickles, ploughs, grill gates, chairs, and benches. These 
products would be produced in the event of a drop in 
demand for the traps.

Factory Training
Sethu faced an important decision regarding the 
manufacturing of the traps: What village group should 
run the factory? Rat catching is predominantly under-
taken by men, sometimes accompanied by their sons, 
while wives and older women have a historical role 
as domestic and productive members of the family. 
Selecting men, boys, or wives for factory work would 
upset traditional tribal roles and create friction in the 
community. Sethu opted to create new opportunities 
for young unmarried women who were unemployed. 
Fifty young women were invited to work in the 
factory. The women organized themselves into the 
“Tribal Women Technotrapper Producers Society” 
and registered as a small industries cooperative. They 
appointed officers and took responsibility for the 
factory’s daily operations. CDDP transferred whole 
ownership of the factory to the workers so that the 
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women could control the profits. CDDP hired two 
technical people to provide three months of train-
ing in manufacturing, marketing, and finance. The 
young Irula women, who did not have any business 
or manufacturing training, took great delight in their 
new roles. They were paid $35–$70 a month, very 
high for village standards and were able to provide for 
their siblings and parents. Sethu shared the following 
in a progress report: 

“To our surprise, the tribal women who were 
illiterates and totally new to industrial type of 
work grasped the industrial techniques very 
quickly . . . It is a source of great pride among 
all the villagers that the devices are made by their 
own women. The villagers are able to go to the 
factory anytime to watch them make traps.”

Production
To make the trap, the young women first trace the 
design on the sheet metal, beginning with a long 
rectangle. A compass and chalk were then used to 
mark a circle 15 inches in diameter. From the same 
piece of metal, a few long rectangular strips were 
marked for the handle and other components. Next, 
a team of women pulled a heavy handle to cut 
the metal and drilled holes for smoke ventilation. 
The rectangular piece of steel was rolled through 
a machine to make it cylindrical. From here, two 
women worked together to weld the cylindrical 
rectangle to the circle. Finally, the door for the straw 
and the hand crank were added.

Women’s Micro-credit Collectives
In parallel, CDDP launched a number of women 
micro-credit funds, each comprised of 12 to 15 
women. The fund enabled the women to obtain 
small loans for urgent household needs or to begin 
self-employment activities. The fund reduced the 
women’s dependence on exploitative moneylenders 
and helped the women become economically inde-
pendent. Each micro-credit group had a revolving 
fund collected from their monthly savings and also 
from the interest accrued from the loan given through 

their micro-credit fund. Each woman’s initial con-
tribution was $1–$2. Fund availability ranged from 
$200–$500, depending on each group’s prerogative. 
The micro-credit groups were often used to purchase 
the new trap. Once a woman raised 50% of the pay-
ment for the trap ($12.50), she was given the trap and 
paid the remaining half in loan installments according 
to a timeline agreed to by the group.

Distribution
The trap was distributed in special village ceremonies. 
Since most Irula are illiterate, Sethu began by reading 
a ten commitment pledge. This pledge included a 
promise that their families will use the rat trap, or 
else give it back to CDDP for distribution to other 
families. One by one, villagers’ names were read 
and they came forward, signing the pledge with a 
thumbprint and receiving the new rat trap. 

Project Evaluation
An evaluation committee, composed of local World 
Bank employees, government officials, and develop-
ment experts, met with beneficiaries, staff, and con-
cerned communities to ascertain the impact of the 
project. The committee learned that many families are 
now able to send their children to school. The survey 
included indicators for improvements in health and 
socioeconomic standards. Based on the evaluations, 
the World Bank considers CDDP’s rat trap initiative 
to be a success and has used the Knowledge Exchange 
to share lessons learned with other projects and suggest 
appropriate policy responses (total project expenses are 
provided in Exhibit 4). In the final progress report to 
the World Bank, Sethu shared:

“We estimated that the income of the tribal rat 
catchers would be more than doubled when 
they would use the new device. To our surprise, 
the income is more than tripled. There is great 
enthusiasm among the families. Another impor-
tant unexpected positive development is that the 
rat catchers could use the trap for catching rabbits, 
foxes, and other small animals which live in bur-
rows. This fetches very high income for them.”
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Conclusion
Driving back from an Irula village visit with the 
case author, Sethu and Karthick discussed the future 
challenges for the rat trap project and their develop-
ment work. Quoting Gandhi, Sethu said, “I do not 
wish to study history, I wish to make it.” Sethu and 
Karthick identified the following major challenges: 
factory expansion, NGO alliances, micro-credit 
developments, providing support for special projects, 
continuing to develop technology-based solutions, 
fundraising, and spreading Gandhi’s message.

With over 100 million small farmers in the Tamil 
Nadu and Andhra Pradesh states seeking the Irula rat 
catchers’ help, the trap is in great demand. CDDP has 
taken orders for over 2,000 devices. Sethu considered 
the factory expansion options:

“We could expand the factory to more than 
50 employees, but then it would need to be 
registered under the Big Industries Act and 
we would incur enormous taxes and other 
bureaucratic problems. Instead, we could create 
a number of small factories across the villages. 
Each could cater to the needs of people in 
those locations. We would also reduce trans-
portation costs and the local people would be 
employed . . . If the demand for traps ever falls, 

these small factories can produce steel products 
for farmers instead . . . We also need to figure 
out a way to lower our overall costs to make the 
traps so we can have more profit.”

CDDP has received requests for assistance and 
alliances from over a dozen NGOs, based locally 
and as far afield as Sri Lanka. Sethu contemplated 
the best way forward:

“This technology is the best available to control 
rats, and the project will boost agricultural com-
munity living anywhere. But we want to make 
sure that we identify and train good partners. It 
is not easy to organize . . . We want to be able 
to visit those NGOs and their villages to moni-
tor progress.”

A third challenge is to determine the best loan 
structure that will enable the Irula to buy new traps and 
repay their loans. Relatedly, Sethu is eager to explore 
other possibilities with the micro-credit. People from 
other villages have also approached CDDP for help in 
launching collectives.

Fourth, CDDP would like to continue to devote 
resources towards special projects such as the release 
of children who are bonded laborers in other villages. 
CDDP has already helped some children attain their 

EXHIBIT 4 Project Expenses for January through December 2004 (in US$)

Materials and Equipment: Including the purchase of factory machines and raw materials to make  $67,197
1,500 traps

Training: The making of traps and other steel items to be sold to farmers $9,435

Health and Self-Help Groups: The identification and treatment of health problems, the formation  $7,529
of micro-credit and self-help groups, societies, and workshops

Personnel $7,053

General Administration $2,930

Travel $2,300

Information Dissemination $2,056

Total Expenses $98,500
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freedom. These children now attend special pro-
grams and holiday camps, including competitions in 
literature, dance, drama, and sports. CDDP identifies 
highly talented children in particular fields and sends 
them to specialized training institutions. CDDP also 
organizes special classes for children with learning dis-
abilities and community-based education programs for 
orphans, destitutes, and physically challenged children. 
In December 2004, when the tsunami devastated the 
oceanfront villages in Tamil Nadu, Sethu immediately 
organized CDDP assistance in the form of food, shel-
ter, grief counseling, and self-help collectives.

Sethu and his team continue to use technology to 
create innovative solutions for the poor, including a 
smokeless oven and a natural water purification system 
that uses materials, such as indigenous plants, which 
are easily found in impoverished areas. Karthick noted 
the need to attract fundraising to expand the projects:

“We are thankful to all those who are helping our 
ventures for the upliftment of the most disadvan-
taged sections of people in the society. However, 
what we have achieved is very little. The demand 
on us is so heavy that we have to continuously 
seek patronage from various quarters.”

CDDP has received other international funding. 
In November 2004, Karthick accepted the $50,000 
San Jose Tech Museum Innovation Award for the 
expansion of the rat trap project to other districts. 
CDDP received funding for other villages from the 
Rachel Golden Foundation. A trained economist, 
Dr. Rachel Golden is a member of a World Bank 
special committee to the United Nations and is 
deeply interested in rural development. In November 
2006, CDDP won another $50,000 Tech Museum 
award, this time for its innovative water purification 
system.

This case concludes with comments from the vil-
lagers whom the author interviewed, using a Tamil 
translator, during her site visit 18 months after the 
completion of the World Bank initiative:

• “As a man living with severe respiratory problems 
due to mouth-blowing for rat catching, I found 
the new device to be a God-sent property. I wish 
this device to be given to more people of our 
community.”

• “My husband brings more rats home, which I skin 
and cook. It tastes very good. The grains that the 
rat kept in its hole also taste very good. Because 
the rat has chewed on them a little, they have a 
special taste which is better than ordinary grains. 
Would you like to come to my house for dinner 
with me and my family?”

• “My son and daughter now go to school in the 
evening. When they come home, sometimes we 
learn something from them.”

Case Discussion Questions
 1. What makes Sethu’s new trap an appropriate 

technology?

 2. What are some examples of societal problems and 
market failures that present an opportunity for 
entrepreneurs?

 3. What technologies and entrepreneurial efforts 
could help the disadvantaged in your community?

 4. What characteristics of Sethu, CDDP, and the 
Irula villagers enabled their success?

 5. What skills did the Irula villagers develop from 
their training in health awareness, manufacturing, 
and business?

 6. What might be the implications of this training on 
other aspects of the Irula’s lives?

 7. Why was micro-credit so effective for the Irula 
village women?

 8. What other needs could micro-credit collectives 
fulfill?

 9. How could micro-credit activities be expanded to 
other parts of the economy?

 10. How can poverty alleviation programs evolve 
from charity to building local, durable self-
reliance?

 11. How can NGOs work in villages without weak-
ening or replacing local conventions?

 12. Think of a community you belong to. What 
entrepreneurial activities could your community 
initiate to improve itself?
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g l o s s a r y

A

absorptive capacity The ability to absorb new knowledge 
by recognizing the value of new information, assimilating it, 
and applying it.

accommodative strategy A strategy that tries to accom-
modate corporate social responsibility considerations into 
decision making.

acquisition The transfer of control of assets, operations, and 
management from one firm (target) to another (acquirer); the 
former becomes a unit of the latter.

acquisition premium The difference between the acquisi-
tion price and the market value of target firms.

agency costs The costs associated with principal-agent rela-
tionships. They are the sum of (1) principals’ costs of monitor-
ing and controlling agents, (2) agents’ costs of bonding, and 
(3) the residual loss because the interests of the principals and 
the agents do not align.

agency relationship The relationship between principals 
and agents. 

agency theory The theory about principal-agent relation-
ships (or agency relationships in short). It focuses on principal-
agent conflicts.

agents Persons (such as managers) to whom authority is 
delegated.

agglomeration Clustering economic activities in certain 
locations.

anchored replicators Companies that seek to replicate 
a set of activities in related industries in a small number of 
countries anchored by the home country.

antidumping laws Laws that punish foreign companies 
that engage in dumping in a domestic market.

antitrust laws Laws that attempt to curtail anticompetitive 
business practices such as cartels and trusts. 

antitrust policy Competition policy designed to combat 
monopolies, cartels, and trusts.

arm’s-length transactions Transactions in which par-
ties keep a distance (see also formal, rule-based, impersonal 
exchange).

attack An initial set of actions to gain competitive 
advantage.

B

backward integration Acquiring and owning upstream 
assets.

bargaining power of suppliers The ability of suppliers to 
raise prices and/or reduce the quality of goods and services.

base of the pyramid The vast majority of humanity, about 
four billion people, who make less than $2,000 a year.

benchmarking Examination as to whether a firm has 
resources and capabilities to perform a particular activity in a 
manner superior to competitors.

born global Start-up companies that attempt to do business 
abroad from inception. 

BRIC Brazil, Russia, India, and China.

build-operate-transfer (BOT) agreements A special 
kind of turnkey project in which contractors first build facili-
ties, then operate them for a period of time, and then transfer 
back to clients.

bureaucratic costs The additional costs associated with a 
larger, more diversified organization, such as more employees 
and more expensive information systems.

business group A term to describe a conglomerate, which 
is often used in emerging economies.

business-level strategy Strategy which builds competitive 
advantage in a discrete and identifiable market.

C

capabilities The tangible and intangible assets a firm uses to 
choose and implement its strategies. 

capacity to punish Having sufficient resources to deter 
and combat defection.

captive sourcing Setting up subsidiaries to perform in-house 
work in foreign location. Conceptually identical to foreign 
direct investment (FDI). 

cartel An entity that engages in output- and price-fixing, 
involving multiple competitors. Also known as a trust.

causal ambiguity The difficulty of identifying the causal 
determinants of successful firm performance.

centers of excellence MNE subsidiaries explicitly recog-
nized as a source of important capabilities, with the intention 
that these capabilities be leveraged by and/or disseminated to 
other subsidiaries.
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CEO duality When the board is led by the CEO, who 
doubles as a chairman.

chief executive officer (CEO) The top executive in 
charge of the strategy and operations of a firm. 

classic conglomerate A company that engage in product-
unrelated diversification within a small set of countries centered 
on the home country.

code of conduct (code of ethics) Written policies and 
standards for corporate conduct and ethics.

cognitive pillar The internalized, taken-for-granted values 
and beliefs that guide individual and firm behavior.

collectivism The perspective that the identity of an indi-
vidual is most fundamentally based on the identity of his or her 
collective group (such as family, village, or company).

collusion Collective attempts between competing firms to 
reduce competition.

collusive price setting Monopolists or collusion parties 
setting prices at a level higher than the competitive level.

co-marketing Agreements among a number of firms to 
jointly market their products and services.

commoditization A process of market competition through 
which unique products that command high prices and high 
margins generally lose their ability to do so—these products 
thus become “commodities.”

competition policy Policy governing the rules of the 
game in competition, which determine the institutional mix 
of competition and cooperation that gives rise to the market 
system.

competitive dynamics Actions and responses undertaken 
by competing firms.

competitor analysis The process of anticipating rivals’ 
actions in order to both revise a firm’s plan and prepare to deal 
with rivals’ responses.

complementary assets Numerous noncore assets that com-
plement and support the value-adding activities of core assets.

complementors A firm that sells products that add value to 
the products of a focal industry.

concentrated ownership and control Ownership and 
control rights concentrated in the hands of owners.

concentration ratio The percentage of total industry sales 
accounted for by the top four, eight, or twenty firms.

conduct Firm actions such as product differentiation.

conglomerate M&As M&A deals involving firms in 
product-unrelated industries.

conglomerates Product-unrelated diversifiers.

conglomeration A strategy of product-unrelated diversification.

constellations Multipartner strategic alliances (also known 
as strategic networks).

contender A strategy that centers on rapid learning and then 
expanding overseas.

contractual (non-equity-based) alliances Alliances which 
are based on contracts and which do not involve the sharing 
of equity.

corporate governance The relationship among various 
participants in determining the direction and performance of 
corporations.

corporate social responsibility (CSR) The social 
responsi bility of corporations. It pertains to consideration of, 
and response to, issues beyond the narrow economic, techni-
cal, and legal requirements of the firm to accomplish social 
benefits along with the traditional economic gains that the 
firm seeks.

corporate-level strategy (also known as corporate 

strategy) Strategy about how a firm creates value through the 
configuration and coordination of its multimarket activities.

corruption The abuse of public power for private benefit 
usually in the form of bribery.

cost leadership A competitive strategy that centers on 
competing on low cost and prices.

counterattack A set of actions in response to attacks.

country (regional) manager The business leader in 
charge of a specific country (or region) for an MNE.

country-of-origin effect The positive or negative per-
ception of firms and products from a certain country.

cross-listing Firms list their shares on foreign stock 
exchanges.

cross-market retaliation Retaliation in other markets 
when one market is attacked by rivals. 

cross-shareholding Both partners invest in each other to 
become cross-shareholders.

cultural distance The difference between two cultures along 
some identifiable dimensions.

culture The collective programming of the mind that dis-
tinguishes the members of one group or category of people 
from another.

currency risks Risks stemming from exposure to unfavorable 
movements of the currencies.

Openmirrors.com



g l o s s a r y 491

D

defender A strategy that leverages local assets in areas which 
MNEs are weak

defensive strategy A strategy that is defensive in nature. 
Firms admit responsibility, but often fight it.

differentiation A strategy that focuses on how to deliver 
products that customers perceive as valuable and different.

diffused ownership An ownership pattern involving 
numerous small shareholders, none of which has a dominant 
level of control.

direct exports Directly selling products made in the home 
country to customers in other countries. 

dissemination risks The risks associated with the unau-
thorized diffusion of firm-specific assets.

diversification Adding new businesses to the firm that are 
distinct from its existing operations.

diversification discount Reduced levels of performance 
because of association with a product-diversified firm (also 
known as conglomerate discount).

diversification premium Increased levels of performance 
because of association with a product-diversified firm (also 
known as conglomerate advantage).

dodger A strategy that centers on cooperating through joint 
ventures with MNEs and/or sell-offs to MNEs.

domestic demand Demand for products and services within 
a domestic economy.

dominance A situation whereby the market leader has a very 
large market share.

dominant logic A common underlying theme that connects 
various businesses in a diversified firm.

downscoping Reducing the scope of the firm through 
divestitures and spin-offs.

downsizing Reducing the number of employees through 
lay-offs, early retirements, and outsourcing.

downstream vertical alliances Alliances with firms in 
distribution (downstream).

dumping An exporter selling below cost abroad and planning 
to raise prices after eliminating local rivals.

duopoly A special case of oligopoly that has only two players.

E

economic benefits Benefits brought by the various forms 
of synergy in the context of diversification. 

economies of scale Reduction in per unit costs by increas-
ing the scale of production.

efficiency seeking Firms going after certain locations in 
search of efficiency gains.

emerging economies (emerging markets) A label which 
describes fast-growing developing economies since the 1990s.

emerging strategy A strategy based on the outcome of a 
stream of smaller decisions from the “bottom up.”

entrepreneurs Individuals who identify and explore previ-
ously unexplored opportunities.

entrepreneurship The identification and exploitation of 
previously unexplored opportunities.

entry barriers The industry structures that increase the 
costs of entry.

equity modes Modes of foreign market entry which involve 
the use of equity.

equity-based alliances Strategic alliances which involve 
the use of equity.

ethical imperialism The imperialistic thinking that one’s 
own ethical standards should be applied universally around 
the world.

ethical relativism The relative thinking that ethical stan-
dards vary significantly around the world and that there are no 
universally agreed upon ethical and unethical behaviors.

ethics The norms, principles, and standards of conduct 
governing individual and firm behavior.

excess capacity Additional production capacity currently 
underutilized or not utilized.

exit-based mechanisms Corporate governance mechanisms 
which focus on exit, indicating that shareholders no longer have 
patience and are willing to “exit” by selling their shares.

explicit collusion Firms directly negotiate output, fix pricing, 
and divide markets.

explicit knowledge Knowledge that is codifiable (that is, 
it can be written down and transferred without losing much 
of its richness).

exploitation Actions captured by terms such as refinement, 
choice, production, efficiency, selection, and execution.

exploration Actions captured by terms such as search, vari-
ation, risk taking, experimentation, play, flexibility, discovery, 
and innovation.

expropriation (1) of foreign assets: Confiscation of foreign 
assets invested in one country. (2) of minority shareholders: 
Activities which enrich the controlling shareholders at the 
expense of minority shareholders.
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extender A strategy that centers on leveraging homegrown 
competencies abroad by expanding into similar markets.

extraterritoriality The reach of one country’s laws to other 
countries.

F

factor endowments The endowments of production factors 
such as land, water, and people in one country.

far-flung conglomerates Conglomerate firms which 
pursue both extensive product-unrelated diversification and 
extensive geographic diversification.

feint A firm’s attack on a focal arena important to a competitor, 
but not the attacker’s true target area.

femininity A relatively weak form of societal-level sex role 
differentiation whereby more women occupy positions that 
reward assertiveness and more men work in caring professions. 

financial control (or output control) Controlling sub-
sidiary/unit operations strictly based on whether they meet 
financial/output criteria. 

financial synergy The increase in competitiveness for each 
individual unit that is financially controlled by the corporate 
headquarters beyond what can be achieved by each unit com-
peting independently as standalone firms.

firm strategy, structure, and rivalry How industry 
structure and firm strategy interact to affect interfirm rivalry.

first mover advantages The advantages that first movers 
enjoy and later movers do not.

five forces framework A framework governing the com-
petitiveness of an industry proposed by Michael Porter. The 
five forces are (1) the intensity of rivalry among competitors, 
(2) the threat of potential entry, (3) the bargaining power of 
suppliers, (4) the bargaining power of buyers, and (5) the threat 
of substitutes.

flexible manufacturing technology Modern manufac-
turing technology that enables firms to produce differentiated 
products at low costs (usually on a smaller batch basis than the 
large batch typically produced by cost leaders).

focus A strategy that serves the needs of a particular segment 
or niche of an industry.

foreign direct investment (FDI) A firm’s direct invest-
ment in production and/or service activities abroad.

foreign portfolio investment (FPI) Foreigners’ purchase 
of stocks and bonds in one country. They do not directly 
manage operations.

formal institutions Institutions represented by laws, regu-
lations, and rules.

formal, rule-based, impersonal exchange A way of 
economic exchange based on formal transactions in which 
parties keep a distance (see also arm’s-length transactions).

forward integration Acquiring and owning downstream 
assets.

friendly M&As Mergers and acquisitions in which the 
board and management of a target firm agree to the transaction 
(although they may initially resist).

G

gambit A firm’s withdrawal from a low-value market to attract 
rival firms to divert resources into the low-value market so that 
the original withdrawing firm can capture a high-value market.

game theory A theory which focuses on competitive 
and cooperative interaction (such as in a prisoners’ dilemma 
situation).

generic strategies Strategies intended to strengthen the focal 
firm’s position relative to the five competitive forces, including 
(1) cost leadership, (2) differentiation, and (3) focus.

geographic area structure An organizational structure which 
organizes the MNE according to different countries and regions, 
and is the most appropriate structure for a multidomestic strategy.

geographic diversification Entries into new geographic 
markets.

global account structure A customer-focused structure 
that supplies customers (often other MNEs) in a coordinated 
and consistent way across various countries.

global matrix An organizational structure often used to 
alleviate the disadvantages associated with both geographic 
area and global product division structures, especially for 
MNEs adopting a trans n  ational strategy.

global product division An organizational structure 
which assigns global responsibilities to each product division.

global standardization strategy An MNE strategy that 
relies on the development and distribution of standardized 
products worldwide to reap the maximum benefits from low-
cost advantages.

global strategy (1) Strategy of firms around the globe. 
(2) A particular form of international strategy, characterized by 
the production and distribution of standardized products and 
services on a worldwide basis.

global sustainability The ability to meet the needs of the 
present without compromising the ability of future generations 
to meet their needs.

global virtual teams Teams whose members are physically 
dispersed in multiple locations in the world. They cooperate 
on a virtual basis.
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globalization The close integration of countries and peoples 
of the world.

greenfield operations Building factories and offices from 
scratch (on a proverbial piece of “greenfield” formerly used for 
agricultural purposes).

H

hedging Spreading out activities in a number of countries in 
different currency zones to offset the currency losses in certain 
regions through gains in other regions.

home replication strategy A strategy which emphasizes 
the international replication of home country–based compe-
tencies such as production scales, distribution efficiencies, and 
brand power.

horizontal alliances Strategic alliances formed by 
competitors. 

horizontal M&As Merger and acquisition deals involving 
competing firms in the same industry. 

hostile M&As (also known as hostile takeovers) Merg-
ers and acquisitions undertaken against the wishes of the target 
firm’s board and management, who reject M&A offers.

hubris Managers’ overconfidence in their capabilities.

hypercompetition A way of competition centered on 
dynamic maneuvering intended to unleash a series of small, 
unpredictable but powerful, actions to erode the rival’s com-
petitive advantage.

I

incumbents Current members of an industry that compete 
against each other.

indirect exports Exporting indirectly through domestic-
based export intermediaries.

individualism The perspective that the identity of an indi-
vidual is most fundamentally based on his or her own indi-
vidual attributes (rather than the attributes of a group).

industrial organization (IO) economics A branch of 
economics that seeks to better understand how firms in an 
industry compete and then how to regulate them.

industry A group of firms producing products (goods and/or 
services) that are similar to each other.

industry positioning Ways to position a firm within an 
industry in order to minimize the threats presented by the 
five forces.

informal institutions Institutions represented by norms, 
cultures, and ethics.

informal, relationship-based, personalized exchange

A way of economic exchange based on informal relation-
ships among transaction parties. Also known as relational 
contracting.

information asymmetries Asymmetric distribution of 
information between two sides. For example, in principal-
agent relationships, agents almost always know more about the 
property they manage than principals do.

information overload Too much information to process.

in-group Individuals and firms regarded as part of “us.”

initial public offering (IPO) The first round of public 
trading of company stock.

innovation seeking Firms targeting countries and regions 
renowned for generating world-class. 

inshoring Domestic outsourcing.

inside directors Directors serving on corporate boards who 
are also full-time managers of these companies.

institution Humanly devised constraints that structure human 
interaction—informally known as the “rules of the game.”

institution-based view A leading perspective of strategy 
that argues that in addition to industry- and firm-level condi-
tions, firms also need to take into account wider influences from 
sources such as the state and society when crafting strategy.

institutional distance The extent of similarity or dissimilar-
ity between the regulatory, normative, and cognitive institutions 
of two countries.

institutional framework A framework of formal and 
informal institutions governing individual and firm behavior.

institutional relatedness A firm’s informal linkages with 
dominant institutions in the environment that confer resources 
and legitimacy.

institutional transitions Fundamental and comprehen-
sive changes introduced to the formal and informal rules of the 
game that affect organizations as players.

intangible resources and capabilities Hard-to-observe 
and difficult-to-codify resources and capabilities.

integration-responsiveness framework A framework 
of MNE management on how to simultaneously deal with two 
sets of pressures for global integration and local responsiveness.

intended strategy A strategy that is deliberately planned for.

interlocking directorate A situation whereby two or 
more firms share one director affiliated with one firm who 
serves on multiple boards.

internal capital market A term used to describe the internal 
management mechanisms of a product-unrelated diversified firm 
(conglomerate) which operate as a capital market inside the firm.
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internalization The process of replacing a market relationship 
with a single multinational organization spanning both countries.

internalization advantage The advantage associated with 
internalization, which is one of the three key advantages of 
being a multinational enterprise (the other two are ownership 
and location advantages). 

international diversification The number and diversity 
of countries in which a firm competes.

international division A structure typically set up when 
firms initially expand abroad, often engaging in a home rep-
lication strategy.

international entrepreneurship A combination of inno-
vative, proactive, and risk-seeking behavior that crosses national 
borders and is intended to create wealth in organizations.

J

joint venture ( JV) A “corporate child” that is a new 
entity given birth and jointly owned by two or more parent 
companies. 

K

knowledge management The structures, pro cesses, and 
systems that actively develop, leverage, and transfer knowledge.

L

late mover advantages Advantages associated with being 
a later mover (also known as first mover disadvantages).

learning by doing A way of learning not by reading books 
but by engaging in hands-on activities.

learning race A race in which alliance partners aim to 
outrun each other by learning the “tricks” from the other side 
as fast as possible.

leveraged buyout (LBO) A means by which private 
investors, often in partnership with incumbent managers, issue 
bonds and use the cash raised to buy the firm’s stock.

liability of foreignness The inherent disadvantage foreign 
firms experience in host countries because of their nonnative 
status.

liability of newness The inherent disadvantage that entre-
preneurial firms experience as new entrants.

licensing/franchising agreements Agreements according 
to which the licensor/franchiser sells the rights to intellectual 
property, such as patents and know-how, to the licensee/fran-
chisee for a royalty fee.

local content requirements Government requirements that 
certain products be subject to higher import tariffs and taxes unless 
a given percentage of their value is produced domestically.

local responsiveness The necessity to be responsive to 
different customer preferences around the world.

localization (multidomestic) strategy An MNE strat-
egy which focuses on a number of foreign countries/regions, 
each of which is regarded as a standalone local (domestic) 
market worthy of significant attention and adaptation.

location-specific advantages Advantages associated with 
operating in a specific location.

long-term orientation A perspective that emphasizes per-
severance and savings for future betterment.

M

managerial human capital The skills and abilities acquired 
by top managers.

marginal bureaucratic costs (MBC) The bureaucratic 
costs of the last unit of organizational expansion (such as the 
last subsidiary established). 

marginal economic benefits (MEB) The economic ben-
efits of the last unit of growth (such as the last acquisition).

market commonality The degree that two competitors’ 
markets overlap.

market seeking Firms going after the most lucrative mar-
kets for their products and services.

masculinity A relatively strong form of societal-level sex 
role differentiation whereby men tend to have occupations 
that reward assertiveness and women tend to work in caring 
professions.

mass customization Mass produced but customized products.

merger The combination of assets, operations, and manage-
ment of two firms to establish a new legal entity.

mergers and acquisitions (M&As) Firms either merging 
with or acquiring other firms.

micro-macro link Micro, informal interpersonal relation-
ships among managers of various units may greatly facilitate 
macro, interorganizational cooperation among various units.

mobility barriers Within-industry differences that inhibit 
the movement between strategic groups.

monopoly A situation whereby only one firm provides the 
goods and/or ser vices for an industry. 

multimarket competition Firms engage the same rivals 
in multiple markets.
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multinational enterprise (MNE) A firm that engages in 
foreign direct investment (FDI) by directly controlling and 
managing value-adding activities in other countries.

multinational replicators Firms which engage in product-
related diversification on one hand and far-flung multinational 
expansion on the other hand.

mutual forbearance Multimarket firms respect their rivals’ 
spheres of influence in certain markets and their rivals recipro-
cate, leading to tacit collusion.

N

natural resource seeking Firms entering foreign markets 
in search of natural resources.

network centrality The extent to which a firm’s position 
is pivotal with respect to others in the interfirm network.

network externalities The value a user derives from a 
product increases with the number (or the network) of other 
users of the same product.

non-equity modes Modes of foreign market entries which 
do not involve the use of equity.

nongovernmental organization (NGO) Organization 
advocating causes such as the environment, human rights, and 
consumer rights that are not affiliated with government.

non-scale-based advantages Low-cost advantages that 
are not derived from the economies of scale.

nontariff barriers Trade and investment barriers which do 
not entail tariffs.

norm The prevailing practice of relevant players that affect 
the focal individuals and firms.

normative pillar How the values, beliefs, and norms of other 
relevant players influence the behavior of individuals and firms.

O

obsolescing bargain The deals struck by MNEs and host 
governments, which change their requirements after the entry 
of MNEs.

offshoring International/foreign outsourcing.

OLI advantages Ownership, location, and internalization 
advantages which are typically associated with MNEs.

oligopoly A situation whereby a few firms control an industry.

operational synergy Synergy derived by having shared 
activities, personnel, and technologies.

opportunism Self-interest seeking with guile.

organizational fit The complementarity of partner firms’ 
“soft” organizational traits, such as goals, experiences, and 
behaviors, that facilitate cooperation.

out-group Individuals and firms not regarded as part of “us.”

outside directors Non-management members of the board.

outsourcing Turning over all or part of an activity to an 
outside supplier to improve the performance of the focal firm. 

ownership advantage Advantage associated with directly 
owning assets overseas, which is one of the three key advan-
tages of being a multinational enterprise (the other two are 
location and internalization advantages). 

P

partner rarity The difficulty to locate partners with certain 
desirable attributes.

perfect competition A competitive situation in which 
price is set by the “market,” all firms are price takers, and 
entries and exits are relatively easy.

performance The result of firm conduct.

power distance The degree of social inequality.

predatory pricing (1) Setting prices below costs in the 
short run to destroy rivals and (2) intending to raise prices to 
cover losses in the long run after eliminating rivals.

price leader A firm that has a dominant market share and 
sets “acceptable” prices and margins in the industry.

primary stakeholder groups Constituents on which the 
firm relies for its continuous survival and prosperity.

principal-agent conflicts Conflicts of interests between 
principals (such as shareholders) and agents (such as professional 
managers).

principal-principal conflicts Conflicts of interests 
between two classes of principals: controlling shareholders and 
minority shareholders.

principals Persons (such as owners) who delegate authority. 

prisoners’ dilemma In game theory, a type of game in 
which the outcome depends on two parties deciding whether 
to cooperate or to defect.

private equity Equity capital invested in private (non-public) 
companies.

proactive strategy A strategy that focuses on proactive 
engagement in corporate social responsibility.

product differentiation The uniqueness of products that 
customers value.
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product diversification Entries into new product markets 
and/or business activities that are related to a firm’s existing 
markets and/or activities.

product proliferation Efforts to fill product space in 
a manner that leaves little “unmet demand” for potential 
entrants.

product-related diversification Entries into new prod-
uct markets and/or business activities that are related to a firm’s 
existing markets and/or activities.

product-unrelated diversification Entries into industries 
that have no obvious product-related connections to the firm’s 
current lines of business.

R

R&D contracts Outsourcing agreements in R&D between 
firms (that is, firm A agrees to perform certain R&D work for 
firm B).

reactive strategy A strategy that is passive about corporate 
social responsibility. Firms do not act in the absence of disasters 
and outcries. When problems arise, denial is usually the first line 
of defense. 

real option An option investment in real operations as 
opposed to financial capital.

refocusing Narrowing the scope of the firm to focus on a 
few areas.

regulatory pillar How formal rules, laws, and regulations 
influence the behavior of individuals and firms.

related and supporting industries Industries that are 
related to and/or support the focal industry.

related transactions Controlling owners sell firm assets to 
another firm they own at below-market prices or spin off the 
most profitable part of a public firm and merge it with another 
of their private firms.

relational (collaborative) capabilities The capabilities 
to successfully manage interfirm relationships.

relational contracting Contracting based on informal 
relationships (see also informal, relationship-based, personalized 
exchange).

replication Repeated testing of theory under a variety of 
conditions to establish its applicable boundaries.

resource similarity The extent to which a given competi-
tor possesses strategic endowments comparable to those of the 
focal firm.

resource-based view A leading perspective of strategy 
which suggests that differences in firm performance are most 
fundamentally driven by differences in firm resources and 
capabilities. 

resources The tangible and intangible assets a firm uses to 
choose and implement its strategies.

restructuring (1) Adjusting firm size and scope through 
either diversification (expansion or entry), divestiture (con-
traction or exit), or both. (2) Reducing firm size and scope.

S

scale economies (economies of scale) Reductions in 
per unit costs by increasing the scale of production.

scale of entry The amount of resources committed to foreign 
market entry.

scale-based advantages Advantages derived from econo-
mies of scale (the more a firm produces some products, the 
lower the unit costs become).

scope economies (economies of scope) Reduction in 
per unit costs and increases in competitiveness by enlarging the 
scope of the firm.

secondary stakeholder groups Stakeholders who influ-
ence or affect, or are influenced or affected by, the corporation, 
but they are not engaged in transactions with the corporation 
and are not essential for its survival.

semiglobalization  A perspective that suggests that barriers 
to market integration at borders are high but not high enough 
to completely insulate countries from each other.

separation of ownership and control The dispersal of 
ownership among many small shareholders, and control of the 
firm is largely concentrated in the hands of salaried, profes-
sional managers who own little or no equity.

serial entrepreneurs People who start, grow, and sell sev-
eral businesses throughout their careers.

shareholder capitalism A view of capitalism which sug-
gests that the most fundamental purpose for firms to exist is 
to serve the economic interests of shareholders (also known 
as capitalists).

single business strategy A strategy which focuses on a 
single product or service with little diversification.

small and medium-sized enterprises (SMEs) Firms 
with less than 500 employees.

social capital The informal benefits individuals and organi-
zations derive from their social structures and networks.

social complexity The socially complex ways of organiz-
ing typical of many firms.

social issue participation Firms’ participation in social 
causes not directly related to managing primary stakeholders.

solutions-based structure An MNE organization structure 
which caters to the needs of providing solutions for customers’ 
problems.
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speculation Making bets on currency movements by com-
mitting to stable currencies.

stage models Models which suggest firms internationalize by 
going through predictable stages from simple steps to complex 
operations.

stakeholder Any group or individual who can affect or is 
affected by the achievement of the organization’s objectives.

state-owned enterprises (SOE) Firms owned and con-
trolled by the state (government).

stewardship theory A theory which suggests that managers 
should be regarded as stewards of owners’ interests.

strategic alliances Voluntary agreements between firms 
involving exchanging, sharing, or co-developing of products, 
technologies, or services.

strategic control (or behavior control) Controlling 
subsidiary/unit operations based on whether they engage in 
desirable strategic behavior (such as cooperation).

strategic fit The complementarity of partner firms’ “hard” 
skills and resources, such as technology, capital, and distribu-
tion channels.

strategic groups Groups of firms within a broad industry.

strategic investment One partner invests in another as a 
strategic investor.

strategic management A way of managing the firm from 
a strategic, “big picture” perspective.

strategic networks Strategic alliances formed by multiple 
firms to compete against other such groups and against tradi-
tional single firms (also known as constellations).

strategy A firm’s theory about how to compete successfully.

strategy as action A perspective that suggests that strategy 
is most fundamentally reflected by firms’ pattern of actions.

strategy as integration A perspective that suggests that 
strategy is neither solely about plan nor action and that strategy 
integrates elements of both schools of thought.

strategy as plan A perspective that suggests that strategy 
is most fundamentally embodied in explicit, rigorous formal 
planning as in the military.

strategy formulation The crafting of a firm’s strategy.

strategy implementation The actions undertaken to carry 
out a firm’s strategy.

strategy tripod A framework that suggests that strategy as 
a discipline has three “legs” or key perspectives: industry-, 
resource-, and institution-based views. 

strong ties More durable, reliable, and trustworthy relation-
ships cultivated over a long period of time.

structure Structural attributes of an industry such as the 
costs of entry/exit.

structure-conduct-performance (SCP) model An 
industrial organization economics model that suggests industry 
structure determines firm conduct (strategy), which in turn 
determines firm performance.

subsidiary initiative The proactive and deliberate pursuit 
of new business opportunities by an MNE’s subsidiary to 
expand its scope of responsibility.

substitutes Products of different industries that satisfy cus-
tomer needs currently met by the focal industry.

sunk costs Irrevocable costs incurred and investments made. 

SWOT analysis A strategic analysis of a firm’s internal 
strengths (S) and weaknesses (W) and the opportunities (O) 
and threats (T) in the environment.

T

tacit collusion Firms indirectly coordinate actions to 
reduce competition by signaling to others their intention to 
reduce output and maintain pricing above competitive levels.

tacit knowledge Knowledge that is not codifiable (that is, 
hard to be written down and transmitted without losing much 
of its richness).

tangible resources and capabilities Assets that are 
observable and more easily quantified. 

tariff barriers Taxes levied on imports.

thrust The classic frontal attack with brute force.

top management team (TMT) The team consisting 
of the highest level of executives of a firm led by the CEO.

trade barriers Barriers blocking international trade.

transaction costs Costs associated with economic transac-
tion—or more broadly, costs of doing business.

transnational strategy An MNE strategy which endeav-
ors to be cost efficient, locally responsive, and learning driven 
simultaneously.

triad Three primary regions of developed economies: North 
America, Europe, and Japan.

triple bottom line A performance yardstick consisting of 
economic, social, and environmental performance.

tunneling Activities of managers from the controlling family 
of a corporation to divert resources from the firm for personal 
or family use.

turnkey projects Projects in which clients pay contractors 
to design and construct new facilities and train personnel.
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U

uncertainty avoidance The extent to which members 
in different cultures accept ambiguous situations and tolerate 
uncertainty.

upstream vertical alliances Alliances with firms on the 
supply side (upstream).

V

value chain Goods and services produced through a chain 
of vertical activities that add value.

vertical M&As Merger and acquisition deals involving sup-
pliers (upstream) and/or buyers (downstream).
voice-based mechanisms Corporate governance mecha-
nisms which focus on shareholders’ willingness to work with 

managers, usually through the board of directors, by “voicing” 
their concerns.

VRIO framework A resource-based framework that focuses 
on the value (V), rarity (R), imitability (I), and organizational 
(O) aspects of resources and capabilities.

W

weak ties Relationships that are characterized by infrequent 
interaction and low intimacy.

wholly owned subsidiaries (WOS) Subsidiaries located 
in foreign countries which are entirely owned by the MNE. 

worldwide mandate The charter to be responsible for one 
MNE function throughout the world.
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