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Abstract 

It is widely recognised that the way firms interact in the marketplace through the 

ongoing exchange of competitive actions and responses is of paramount 

importance to strategic management. This dissertation is concerned with the 

response of established firms to a particular type of competitive action, namely 

disruptive strategic innovation, that leads to the identification of a new strategic 

position (or business model) in an existing industry. This new position involves a 

fundamentally different way of competing in the industry which conflicts with the 

traditional way of doing business. Two questions are examined: (1) What factors 

influence the decision by established firms to embrace a disruptive strategic 

innovation? (2) How can established firms compete effectively in two different 

and conflicting strategic positions in the same industry simultaneously? Based on 

an action-response framework, several factors that influence a firm's likelihood 

and effectiveness of response are identified by drawing on different theoretical 

backgrounds and insights from field research. These response determinants are 
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tested empirically using large sample questionnaire data from eleven European 

and North American industries. 

Contrary to suggestions in the strategic positioning literature, the main findings 

indicate that established firms can compete in two different and conflicting 

strategic positions in the same industry simultaneously. On average, firms that 

create a separate unit to compete in the new business will be more effective in 

playing two games at the same time. Their effectiveness is higher when the two 

positions are strategically related. The results also suggest a crucial role for 

corporate headquarters in employing the appropriate administrative mechanisms 

and controls in the new unit. Specifically, the degree of autonomy granted to the 

unit to take strategic, financial and operational decisions, as well as the budgetary 

and investment policies, and the evaluation and incentive systems used to manage 

this new organisation are important determinants of a firm's effectiveness. 
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CHAPTER 1. Introduction and Statement of the Phenomenon 

CHAPTER 1 

1. Introduction and Statement of the Phenomenon 

Every industry is characterized by long periods of evolutionary progress 

punctuated by revolutionary or discontinuous change. This change is brought 

about by a variety of forces such as the introduction of a radical new technology, 

deregulation of the industry, the emergence of new dominant product designs, 

changing customer needs or preferences. or other environmental disruptions (e. g., 

Bower & Christensen, 1995; Christensen, 1997; Cooper & Schendel. 1976; 

Cooper & Smith, 1992; Foster, 1986; Meyer, Brooks, & Goes, 1990; Tushman & 

Anderson, 1986; Tushman & O'Reilly III, 1996; Utterback, 1994, etc. ). 

Increasingly in the last ten years, the discontinuous change has taken the form of 

disruptive strategic innovvation. A disruptive strategic innovation is nothing more 

than a radically different way of playing the game in an industry which conflicts 

with the established way (more precise definition to follow). It is not that 
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strategic innovation did not take place before 1990. It did. But, as Slywotzky 

(1996), Tushman and O'Reilly III (1997). and Hamel (1998.2000) also argue, it 

has become much more prevalent in recent years, particularly following the 

growth of e-commerce and the emergence of new Internet-based business models. 

Next, I describe some examples from various industries in order to understand 

better the nature of strategic innovation. 

1.1. Examples of Disruptive Strategic Innovations 

Four examples of disruptive strategic innovations are presented here that have 

been introduced, respectively, in the following industries: (a) UK banking 

industry; (b) UK insurance industry; (c) European airline industry; and (d) US 

retail brokerage industry. 

1.1.1. UK Banking Industry 

On October 1", 1989, Midland Bank (now part of HSBC Group) introduced 

branchless, telephone banking in the UK banking industry. The service was 

offered through a stand-alone subsidiary called First Direct. The new bank 

introduced a different way of doing business in the industry, offering banking 

services directly to customers 24 hours a day, seven days a week. Employing the 

use of a telephone as a low cost delivery system, the original idea was to use 
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telephone advisors (who were called banking representatives) to perform all the 

functions of a traditional bank but with no branches. 

Since then, direct banking (which, in addition to telephone, also includes PC and 

Internet banking) has grown significantly in the UK. By 1996, First Direct, alone. 

had 641,000 customers, employed 2,400 staff and received 32,000 calls per day'. 

Direct banking has been so successful that today most major UK retail banks and 

building societies offer their customers some form of direct access, mainly as 

another distribution option rather than as a separate business. Particularly in 

recent years, telephone and online banking services have experienced dramatic 

growth. For example, by early 2000, Barclays had 1.2 million telephone banking 

customers, while its online accounts had grown from 20,000 in 1999 to 800,0002. 

Lloyds TSB, on the other hand, had 1.6 million telephone customers at the start of 

2000, and expected to have 1 million using online banking by the end of the year3. 

A number of other leading banks and building societies have also followed similar 

trends, increasingly providing more direct services to their customers`. 

Parmenter, D. 1997. First Direct: Branchless banking. Case Study #4660, INSEAD: 16. 
2 "Internet growth may lead to more branch closures. " The Financial Tinies. 12 April, 2000. 

"Barclays' risky rural retreat. " The Financial Times. 8 April, 2000. 
4 These data about the dramatic growth of this new business, however. raise the following 
question: If direct banking is so different and so conflicting with traditional banking. why are so 
man's established banks able to enter this game? The answer lies in the distinction between 
offensive versus defensive responses to strategic innovation. I explain this distinction later in the 
chapter. 
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The new way of competing in the industry enables direct, branchless banks to 

offer their products and services at a much lower operating cost than what 

traditionally has been the case for a typical retail-oriented bank. For example, it is 

estimated that the operating efficiencies from direct (online) account servicing 

reduces costs by 15-25% relative to regular branch-based accounts5. In particular, 

staffing costs are significantly higher for an established bank with retail branches 

all across the country than a direct bank with the equivalent customer base. If we 

take the case of First Direct as an illustration, it was estimated that by early 1996 

the new bank served a customer base equivalent to 200 branches by employing 

only 2,400 staff. In contrast, a typical branch network at the time would require 

close to 4,000 individuals and about twice the staffing costs of First Direct6. 

The lower cost base allows a direct bank to attract customers with much more 

attractive `prices' (i. e., lower lending rates or higher deposit rates). In fact, 

according to Morgan Stanley Dean Witter estimates (August, 1999: 12), the 

average net interest margin from the deposit and loan spread (i. e., the difference 

between a bank's lending and deposit rates) for a traditional retail-oriented bank is 

4.1 %, whereas for direct (online) banks is approximately 1.0%. Therefore, direct 

banks can offer better pricing, particularly on commodity items like checking 

"The Internet and Financial Services. " Morgan Stanley Dean Witter. Equity Research Division. 
North America. August 1999: 10. 
6 Parmenter (1997: 5). 
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accounts, thus building up their customer base and market share7. Moreover, the 

lower cost base may also allow a direct bank to better differentiate its products 

and services to attract more affluent and up-market customers. For example, 

online banks can enhance their level of service through online content. Namely, 

customers are increasingly able to screen products (like certificates of deposits, 

credit cards, and mortgages), access investment research, obtain personal financial 

advice, pay bills, transfer money between accounts, etc., from the comfort of their 

home or office, 24 hours a day, seven days a week. As a result, through their 

online presence, banks can add substantial value for their customers. 

The preceding discussion highlighted some of the main differences between direct 

banking and the traditional retail banking business. However, not only is direct 

banking a different way of playing the game, it is also something that conflicts 

with the traditional way of doing business. For established banks (with the 

overhead of a brick-and-mortar retail network) to offer direct telephone or online 

services involves major conflicts. For example, a traditional bank wishing to get 

into direct banking runs the risk of cannibalising its existing customer base by 

shifting customers from high-value, branch-based activities to low-margin, direct 

services. In addition, setting up direct banking could also create a potential 

conflict with the bank's existing distribution network, since it is likely to 

7 What direct banks lose in margin from deposit and loan spreads is balanced by their lower cost 
structure. 

-18- 



CHAPTER 1. Introduction and Statement of the Phenomenon 

undermine existing branch services, and force the bank to close some of its retail 

branches. This would then demoralise its employees, and upset those mainstream 

customers who traditionally preferred to visit their branch. The decision, 

therefore, to embrace the new direct banking business would create major 

problems for an established retail bank. 

Barclays is a case in point here. In April 2000, the bank closed 171 branches 

(having already shut about 40 the year before) as part of its decision to embrace 

telephone and Internet banking more aggressively. The closures sparked protests 

from disgruntled customers who organised a number of demonstrations outside 

Barclays' branches. At the same time, politicians, union leaders, charitable 

organisations, and rural pressure groups also expressed serious criticism of the 

bank, which was accused of deserting rural communities in parts of the country 

and failing to consider the needs of traditional branch-based customers8. The 

UK's other leading banks have also been aggressive in rationalising their branch 

networks in recent years as a result of the rapid growth of telephone and online 

banking and the advent of new technologies9. 

' "Protests as Barclays shuts branches: Bank closes door on a tenth of its national network. " The 
Financial Times. 8 April, 2000. 
9 For example, National Westminster Bank has cut the size of its network from 3,086 in 1988 to 
about 1,712 in 1999, while HSBC Bank has seen its network decline from 2,090 to about 1,622 
during the same period. For comparative purposes. Barclays' network was reduced from 2,712 in 
1988 to 1,899 in 1999. plus the 171 branches closed in April 2000. Lloyds TSB has also reduced 
its branches in recent years. allowing current account holders to conduct basic banking 
transactions at post offices across the country. ("High street 'villain' takes flak for the big four: 
Instead of finding scapegoats. customers might be better off if the leading banks opened joint 
branches. " The Financial Tines. 5 April. 2000. ) 
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In addition to the need to reduce the size of its branch network, running a direct 

service will also require a traditional retail bank to build a new mindset, new skills 

and competencies, new operational systems and processes, different management 

style, organisation, and culture. For example, procedures will need to be put in 

place so that any traditional branch transaction can be done directly (either online 

or through one telephone call). Moreover, the bank will need to develop (or 

acquire) new technology and technical expertise in order to deliver a portfolio of 

payment, savings, and lending instruments over the telephone or through the 

Internet. It will also need to hire and train people differently since the skills 

required in a direct bank vary from those needed in a traditional retail bank. For 

example, the staff of a telephone bank will need to have excellent communication 

and listening skills (on top of the required understanding of the bank's products, 

systems, and services) so that they sound friendly, mature, and well informed over 

the phone. 

In summary, direct banking entails a different way of competing in the industry 

that conflicts with the traditional retail banking business. Therefore, the decision 

by an established retail bank to embrace direct banking and enter this new 

business will involve certain risks, which will invariably make such a decision a 

difficult one. 
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1.1.2. UK Insurance Industry 

In April 1985, Royal Bank of Scotland, through its subsidiary Direct Line 

Insurance, introduced telephone insurance as a stand-alone business in the UK 

general insurance industry. Direct Line identified a new way of doing business in 

the industry by offering (primarily motor and home) insurance products directly to 

customers. In May 1996, Virgin Direct, a new entrant in the market, introduced 

the same concept of direct insurance in the life insurance and pensions industry. 

Initially, the company offered health insurance and term assurance (i. e., life 

insurance without savings attached) directly to customers. Virgin Direct launched 

direct life insurance services in June 1996, and in October of that year introduced 

its direct personal pensions policies. 

Selling general insurance products (like motor and home insurance), as well as 

individual life insurance (including health plans and pensions) directly to 

customers creates an essentially different way of competing in the industry. 

Traditionally, insurance companies have relied on an extensive network of 

brokers and agents (also called independent financial advisors) to sell their 

products and services based on a personal, face-to-face approach. Regarding in 

particular life insurance products, it is often argued that `life insurance is sold not 

bought' as a way to justify the need to have agents persuading customers to buy 

such products. It is further believed that without the use of a face-to-face 

approach (provided by these agents), it is very difficult to sell long-term insurance 
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products. In contrast, selling directly to customers bypasses this traditional 

network of brokers and agents and cuts their commissions, thereby creating an 

alternative distribution method in the industry. 

The new direct insurance business varies significantly from the traditional way of 

competing in the industry in other competitive dimensions as well. For example, 

established insurance companies have traditionally been characterised by high- 

cost and rigid administrative systems, which typically do not permit rapid product 

introduction such as direct insurance. It is therefore difficult for them to react 

quickly and efficiently to a radical change in the way they do business, and 

successfully change their existing processes and systems. Moreover, the industry 

structure (which historically tended to depress margins as companies distributed 

pure `commodity' products) makes it difficult for incumbents to make the 

necessary investments to effectively respond to companies such as Direct Line 

Insurance or Virgin Direct, which enter the industry with a new cost structure and 

different route to the market. 

Not only is this new way of competing different from the traditional agent-based 

business model but it also conflicts with the established way. In particular, this 

new way of doing business challenges the role of brokers and agents by making 

their overall contribution in the selling process less important. As a result, 

established companies that decide to embrace the new direct insurance model run 
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the risk of upsetting their existing agents. This is a major concern for these 

incumbents since a significant part of their business still depends on these agents. 

and the personal service they can offer to mainstream customers who prefer to get 

face-to-face financial advice. Because independent financial advisors account for 

a lot of sales, established companies are often not willing to run the risk of 

offending these agents by allowing customers who bypass them and invest 

directly to get a cheaper deal. 

Moreover, the recent European deregulation in the insurance industry10 has 

increased the need for customers to seek close, face-to-face advice. As a result, 

the use of agents and brokers has become again an important source of 

differentiation advantage for established companies. At the same time, it has 

emphasised the trade-off that these incumbents would face if they decided to 

embrace direct insurance and adopt the new way of competing in the industry. 

In summary, selling general and life insurance products (including health plans 

and pensions) directly to customers creates an alternative distribution method to 

the traditional broker/agent network, and an essentially different way of doing 

business that conflicts with the established way of competing in the industry. 

10 Since 1994, European Union Directives have abolished many restrictions on policy terms and 
rates. This has encouraged insurance companies to price policies individually by computer, and 
thus enabled them to find ways of offering cheaper rates to less risky customers. 
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1.1.3. European Airline Industry 

In the mid 1990s, a different type of service was introduced in the European 

airline industry that was based on a low-cost concept. A number of new (mainly 

start-up) companies launched their operations by offering short-haul, no-frills. 

point-to-point airline service on particular routes across Europe. This new way of 

competing in the industry was initially introduced by a start-up airline called 

easyJet in November 19951 1. Even though easyJet's positioning was not new (the 

company imitated Southwest Airlines, which originally introduced similar low- 

cost, point-to-point services in the US domestic airline industry in the early 

1970s), easyJet was the first airline to offer this kind of service in the European 

market. 

Since 1995, a number of new companies such as Debonair, Virgin Express, Go 

Air, and Buzz have followed the example of easyJet and launched their low-cost 

operations, covering for the most part different routes and destinations. In 

particular, Debonair launched operations in 1996, Virgin Express in 1997, Go Air 

(a subsidiary of British Airways) in May 1998, and Buzz (a subsidiary of KLM 

UK) in January 2000. 

Even though Ryanair was the first airline to offer low-cost services in the UK in the earl` 1990s, 
the company operated only on routes between UK and Ireland until 1997. Therefore, its scope was 
limited and did not pose a major threat to the established European airline companies covering 
destinations across the continent. 
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The new low-cost service created a fundamentally different way of competing in 

the European market by offering a tailored set of activities that were largely 

incompatible with the existing rules of the game in the industry. For example, the 

traditional way of competing in the airline industry centres on a particular set of 

activities that enable a traditional full-service airline to get passengers from 

almost any point A to any point B. Full-service airlines use a hub-and-spoke 

system centred on major airports to cover a large number of destinations and serve 

passengers with connecting flights. They also offer premium classes of service 

(such as first-class and business-class) to attract business travellers or passengers 

who want more comfort. Moreover, they co-ordinate schedules and check and 

transfer baggage to accommodate passengers who have connecting flights. 

Finally, full-service airlines are configured to provide a number of other ancillary 

services (e. g., hot meals, complementary drinks, on-flight entertainment, 

flexibility in ticket reservations and payment, etc. ) to enhance their overall 

standards of service both in the air and on the ground. 

Unlike full-service airlines, low-cost carriers aim to deliver no-frills, point-to- 

point service on their specific routes. Through fast turnarounds at the gate, they 

are able to keep planes flying longer hours and offer frequent departures with 

fewer aircraft. Using for the most part a standardised fleet of aircraft to achieve 

efficiency in maintenance, these low-cost airlines do not offer meals, assigned 

seats, interline baggage checking, or premium classes of service. Moreover, they 
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have also introduced the new concept of ticketless travel by using automated 

ticketing at the gate. This policy enables the airlines to bypass travel agents and 

book passengers directly, thus allowing them to avoid intermediary travel-agent 

commissions and reinforce their low-cost position in the industry. 

The strategy of these low-cost carriers is to gain a cost leadership position in the 

industry by eliminating all the frills typically found in the scheduled full-service 

airline business, while at the same time preserving the core ingredients of quality 

and maintaining all the necessary safety requirements. The basic rules of this new 

way of competing in the industry are summarised in the following table. 

Table 1. Rules of low-cost, point-to-point airline service 

Avoid head-on competition 

Pre-empt competitors through capacity expansion 

Gain cost leadership 

Preserve the core ingredients of quality 

Never compromise on safety requirements 

Invest heavily in marketing and advertising to develop brand awareness 

The low-cost, point-to-point airline business has grown significantly during the 

last few years. particularly following the full deregulation of the European airline 

industry in April 1997. This new type of service has now become a valuable 

strategic position in the industry. The low-cost airlines like easyJet and Ryanair 
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have created, in effect, a new business in the industry that is different from the 

traditional full-service, hub-and-spoke model. As discussed earlier, this new 

business model requires a particular set of activities tailored specifically for this 

type of low-cost, point-to-point airline service. The main characteristics of these 

activities (for example, no meals, no frequent-flyer programmes, no baggage 

transfers, automated ticketing that encourages passengers to bypass travel agents, 

fast turnarounds at the gate, etc. ) are not only different from the traditional 

business model but are also incompatible. 

For example, an airline can choose to serve meals, thereby adding cost and 

slowing turnaround time at the gate, or it can choose not to. However, it cannot 

do both without running the risk of paying a straddling penalty, and harming its 

activities in one or both of these positions. On point-to-point routes, a full-service 

airline cannot be as convenient or as low cost as competitors such as easyJet or 

Ryanair (which only serve low-cost, point-to-point routes), unless it bears some 

major inefficiencies in its core business. 

Porter (1996) offers a fascinating discussion about Continental Airlines in the US 

to highlight this point, and emphasise the importance of trade-offs when an airline 

tries to compete simultaneously in both strategic positions in the industry. 

Specifically, in response to Southwest's strategic innovation. Continental decided 

to enter the new low-cost, point-to-point airline business. While maintaining its 
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position as a full-service airline, the company also tried to compete in the low-cost 

business by creating a new service called Continental Lite. It eliminated meals 

and first-class service, increased the frequency and number of departures by 

reducing turnaround time at the gate, and lowered fares on a number of point-to- 

point routes. However, because Continental maintained its position as a full- 

service airline on other routes, it continued to use travel agents and its mixed fleet 

of aircraft, co-ordinate schedules, check and transfer baggage, and provide seat 

assignments. By making compromises and trying to compete in two ways at once 

(being low cost on some routes and full service on others), rather than making the 

necessary trade-offs, Continental paid a huge straddling penalty, incurred heavy 

financial and other losses, and finally grounded Continental Lite. As Porter 

(1996: 69) highlights: 

"Trade-offs ultimately grounded Continental Lite. The airline lost hundreds of 

millions of dollars, and the CEO lost his job. Its planes were delayed leaving 

congested hub cities or slowed at the gate by baggage transfers. Late flights and 

cancellations generated a thousand complaints a day. Continental Lite could not 

afford to compete on price and still pay standard travel-agent commissions, but 

neither could it do without agents for its full-service business. The airline 

compromised by cutting commissions for all Continental flights across the board. 

Similarly, it could not afford to offer the same frequent-flier benefits to travellers 

paying the much lower ticket prices for Lite service. It compromised again by 

lowering the rewards of Continental's entire frequent-flier programme. The 

results: angry travel agents and full-service customers. " 

Given the different activities required to run the two kinds of airlines, the question 

is: Can an established full-service airline create the culture and the structure 
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internally to support these two incompatible sets of activities? Based on the 

existing evidence (e. g., Porter, 1996) the answer to this question is a difficult one. 

This apparent difficulty creates a major dilemma for these established airlines, 

namely whether they should embrace the new low-cost, point-to-point airline 

service, and if so, how to do this effectively without undermining their traditional 

full-service, hub-and-spoke business. 

1.1.4. US Retail Brokerage Industry 

In 1996, online trading was introduced as a new way of doing business in the 

traditional US retail brokerage industryl?. Companies such as E*Trade, Charles 

Schwab, Ameritrade, and Fidelity were among the first to offer low-cost online 

trading to their customers, thereby creating a new way of competing in the 

industry. Since then, online trading in the US has experienced dramatic growth. 

A recent study by Morgan Stanley Dean Witter estimates that by 2003 there will 

be approximately 44 million online accounts, representing almost half of total 

retail accounts, compared to 5.7 million (or 9% of total retail accounts) in 199813. 

The study expects online revenues to grow to $30-35 billion by the year 2003 

(from an estimated $2-3 billion in 1998). Moreover, it is estimated that online 

12 Discount brokerage Aufhauser & Co.. a former subsidiary of Ameritrade, first offered Internet 
stock trading in 1994. However, it was not until early 1996 (when companies such as Charles 
Schwab and E*Trade hcgan offering Internet services) that online trading experienced dramatic 
growth. rapidly emerging as a new way of doing business in the industry. 

"The Internet and Financial Services. " Morgan Stanley Dean Witter, Equity Research Division. 
North America. August 1999: 17. 
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trading will account for between one-half and three-quarters of all retail trades by 

2003, up from 27% in 1998. 

Online trading represents a fundamentally different way of competing in the 

established retail brokerage industry. Traditionally, full-service brokerage houses 

have relied on an extensive network of brokers and branch offices to offer their 

financial products and services based on a personal, face-to-face approach. 

Through this personal contact, full-service brokerages are able to provide financial 

advice and counselling to their customers with regard to their investment 

portfolio. 

In contrast, online trading bypasses this traditional network of brokers, cuts their 

commissions and creates an alternative low-cost distribution method, which is 

essentially a new way of doing business. Unlike traditional brokerage houses, 

online brokers operate without the overhead of an extended network of offices and 

brokerage professionals. As a result, they are able to charge much lower 

commissions compared to the established full-service brokerage companies, 

thereby reducing significantly the cost of trading for individual investors. 

Even though revenues per trade may be lower with the online services, increased 

usage and lower operating costs make these services highly profitable. Individual 

investors tend to trade more frequently after they go online. As a result, 
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brokerage companies offering online services like E*Trade, Charles Schwab, and 

DLJdirect may earn less per trade but are still able to earn more per customer. 

Lower prices, however, are only part of the impact of online trading on the 

traditional retail brokerage industry. Increasingly online brokers provide clients 

with a broad range of investment research from third-party sources, enabling 

private investors to make objective decisions and take investment actions on their 

own. These services include access to real-time, personalised market information 

and financial data, news, company research, market analysis, and other investment 

information services. Moreover, online tools for tracking portfolio performance 

also help investors manage their accounts without having to seek advice from a 

broker. Therefore, online brokers have radically redefined the existing rules of 

the game in the retail brokerage industry by giving customers access to 

information and research previously available only to brokerage professionals. 

The new and rapidly expanding online trading business, however, conflicts with 

the traditional way of competing in the industry, which relies on an extensive 

broker network for advice and personal. face-to-face service. Established 

brokerage houses like Merrill Lynch, Paine Webber, or A. G. Edwards are likely 

to face some major conflicts if they decide to embrace the new way of doing 

business in the industry and offer online services to their customers. Even though 
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a number of these trade-offs are discussed in the next section. it may be useful to 

highlight some of them here to illustrate the point. 

A potential trade-off that a full-service brokerage house, like Merrill Lynch, may 

face by embracing online trading is cannibalisation of its existing, full-service 

customer base. By offering online services the company may risk shifting some 

of its `independent-minded' private investors from high-value, advisory-based 

activities to low-margin, execution-only services offered through the Internet. 

These investors, realising that trade execution increasingly becomes a commodity, 

may opt to use the company's online site to trade directly rather than pay 

traditional broker commissions. This, in turn, will result in loss of revenues for 

this full-service brokerage company. The latter, therefore, may be reluctant to 

introduce an online trading service in its effort to avoid (or minimise) this 

cannibalisation risk. 

Furthermore, let us assume that this established brokerage house decides to 

embrace the new online trading business. What should the company do with its 

existing brokers and branch network? Should it close certain offices and lay off 

redundant brokers? Should it divert much needed resources from its traditional 

business to the online business, thereby undermining the value of its existing 

distribution channel? The decision is not an easy one. After all. the idea of 

unrestricted online trading threatens one of the core advantages of the full-service 
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firms, namely the broker's role to provide sound personal advice and guide clients 

to financial health. If clients begin trading freely without bouncing ideas off with 

a broker, the latter's role becomes diminished. This strategy may eventually 

alienate the brokers. Consequently, an established firm may not want to 

undermine its broker network by diverting resources to the online business. 

Instead, the company may choose to focus on its traditional broker-based business 

and strengthen its core advantages as a full-service brokerage house. For 

example, it can invest additional resources to improve the quality of service, 

increase convenience, and further nurture customer relationships by tailoring 

accounts to specific client needs. 

At the same time, however, the company cannot ignore the recent statistics: online 

trading is growing, and it is growing fast! By playing an altogether different 

game, online brokers are challenging the traditional full-service business model, 

and threatening the long-standing competitive positions of incumbent firms in the 

industry (often leaving them little choice other than to embrace the new business). 

Clearly, these are all difficult decisions that any established brokerage house 

should carefully evaluate before introducing an online service. The underlying 

trade-offs between the two different ways of competing in the industry add to this 

difficulty considerably, and make the decision on whether or not to offer online 

trading a major dilemma for the firm. 
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1.2. What Should Established Players Do? 

Perhaps not surprisingly, most disruptive strategic innovations come from 

outsiders and rarely from established firms. The majority of innovators tend to be 

either entrepreneurial start-ups or new market entrants (e. g., Dell Computer, 

Southwest Airlines, easyJet, E*Trade, MTV, Virgin Direct, Direct Line Insurance, 

CNN, OM Exchange, First Direct, Enterprise-Rent-A-Car. etc. ). Consequently. 

established firms often find their existing strategic positions in the industry 

threatened by these innovations. The examples described in the previous section 

highlighted some of the difficulties that industry incumbents may face as a result 

of the changing competitive dimensions in their business. 

These examples share a common characteristic: in all four industries a disruptive 

strategic innovation was introduced that not only differed substantially from the 

traditional way of competing but also conflicted with it. By embracing the new 

way of playing the game, established companies run the risk of harming their 

existing business. Yet, the new business model grew to sizeable proportions such 

that the established players could not ignore it anymore. But, what could they do? 

In many cases, the conflicts were serious enough to make these competitors think 

twice before acting. The dilemma they were facing was a big one: should they 

embrace the new way of doing business, even at the risk of hurting their existing 

business'? And if so, how? 
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The answers to these questions are not obvious. For example, consider again the 

disruption that was brought about by online trading. Why should Merrill Lynch 

(or any other industry incumbent) enter this new way of doing business? If it did 

so, would Merrill Lynch not defocus and divert existing (and perhaps limited) 

resources from its core full-service brokerage business to the new online trading 

business? Would it not cannibalise its existing high-margin services for the low- 

margin online services? Would it not antagonise and upset its established network 

of brokers, and undermine the value of this distribution channel, which is a main 

source of the company's competitive advantage? Would it not risk compromising 

the quality of service and financial advice its professional brokers offer to 

customers, thereby undermining its reputation (and the value associated with this) 

as a full-service brokerage house? Would it not also risk destroying the overall 

culture of the organisation to enter an essentially new business and way of 

competing? 

Any company that contemplates a decision to embrace a disruptive strategic 

innovation has to consider carefully all these crucial questions. In fact, the 

existence of conflicts is the reason that has led Porter (1996) to suggest that the 

essence of strategy is making trade-offs in the way companies choose to compete. 

By performing a particular set of activities and not others, he maintains, these 

companies can deliver a unique mix of value to customers and achieve a 

sustainable competitive advantage. Therefore, if the established competitors in 
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the industries we discussed followed Porter's advice they would choose not to 

embrace the strategic innovation. Instead, these incumbents would remain 

focused in their core business and traditional way of competing. 

However, suppose that these companies did decide to respond to the strategic 

innovation and enter the newly created business. They would then face the 

question of how they could compete with two different and conflicting business 

models in operation at the same time. History was not on their side. The existing 

academic evidence shows that the majority of established players fail when they 

try to respond to a technological innovation (e. g., Bower & Christensen, 1995; 

Cooper & Schendel, 1976; Cooper & Smith, 1992, Foster, 1986; Tushman & 

Anderson, 1986; Utterback, 1994, etc. ). This pattern seems to repeat itself when it 

comes to strategic innovation (e. g., Christensen, 1997; Porter, 1996; Slywotzky, 

1996; Tushman & O'Reilly III, 1996). As discussed earlier, the recent experience 

of Continental Airlines in the US highlights the reasons why playing two games in 

the same industry simultaneously may backfire. Established competitors that try 

to compete with two different and conflicting business models (or sets of 

activities) in operation may jeopardise their existing strategic positions and 

undermine their competitive advantage. 

Therefore, any established competitor that faces the threat of a disruptive strategic 

innovation has to consider and answer two key questions: 
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1. Should the firm embrace the strategic innovation (and enter the newly created 

business) even at the risk of hurting its existing business? 

2. If so, how can the firm compete with two different and conflicting business 

models in operation at the same time? 

These questions are at the heart of my dissertation research. In industry after 

industry we see established companies come under attack from disruptive 

strategic innovations. Tables 2&3 identify several innovations that were recently 

introduced in different US and UK industries. In all these industries, established 

competitors are asking the same questions: `Givens the various conflicts that exist, 

should we enter the neu' business, and if so, how can we do that effectivelvv"' 
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Table 2. Examples of strategic innovations introduced in the US 

Industry Strategic Innovation Innovator(s) and Date of 
Introduction 

General retailing Online distribution Amazon. com 

July 1995 (books) 

June 1998 (music) 

Car rental industry Focusing on a different type of Enterprise Rent-A-Car 

customers, and operating an Company was founded in 1957 

extensive network of car-rental 

offices located in the city, 

rather than in major airports 

Computer industry Selling computers directly to Dell Computer 

customers 1983 (June 1988: Dell's IPO) 

Retail brokerage industry Online trading Aufhauser & Co.: 1994 

E-'-Trade. Charles Schwab: 

1996 

Retail brokerage industry Operating an extensive network Edward Jones & Co. 

of'single-broker offices (located 1972 (the year company 

in small communities across the formally adopted the new 

country) as separate profit business model) 

centres 

Airline industry Low-cost. no-frills. point-to- Southwest Airlines 

point airline service Company was founded in 1971 

Steel industry Introduction of minimills (a Nucor Corporation 

low-cost production method to 1989 (introduced the world's 

make flat-rolled sheet steel -a first continuous thin-slab 

high-end steel product) casting facility for sheet steel) 

Automobile industry (used car A new retail and distribution AutoNation USA, CarMax: 

business) method for selling used cars 1996 

(extensive refurbishing of cars, 

product guarantees. no-haggle 

pricing, and sophisticated use 

of in-house financing) 
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Table 3. Examples of strategic innovations introduced in the UK 

Industry Strategic Innovation Innovator(s) and Date of 
Introduction 

Banking industry Direct banking First Direct 

" Telephone banking October 1989 

" PC banking May 1996 

" Online banking Summer 1997 

General insurance industry Direct insurance Direct Line Insurance 

(i. e., motor and home insurance " Direct motor insurance April 1985 

products) " Direct home insurance Autumn 1993 

Life insurance and pensions Direct insurance Virgin Direct 

industry " Direct life insurance June 1996 

" Direct personal pensions October 1996 

Airline industry Low-cost, no-frills, point-to- Ryanair: 1991 (routes between 

point airline service UK and Ireland only) 

easyJet: November 1995 

Retail supermarket industry Home-delivery grocery service Food Ferry Co., Teleshop: 

Early 1990s (London area only) 
Online home-delivery grocery Tesco Direct: 1998 (now part of 

service Tesco. com, launched in 2000) 

Introduction of small retail Tesco Metro: 1996 

grocery stores in city centres 

General retailing Online distribution Amazon. co. uk 

October 1998 

Stock exchanges Screen-based, electronic trading OM Exchange 

systems Exchange was founded in 1984 

(These systems are also known (Recently. new ECNs such as 

as Electronic Communications Instinet. Island. and OptiMark 

Networks or ECNs) were introduced in European & 

North American exchanges) 

Car industry Mass-customised cars Smart car (bv DaimlerChrvslcr) 

October 1998 
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1.3. Type of Response: Offensive Versus Defensive 

It is important here to explain the distinction between offensive and defensive 

responses to disruptive strategic innovations. The key difference between the two 

types lies on whether the firm's main objective for embracing the disruptive 

strategic innovation is to (a) attract new customers, thereby increasing its market 

share (offensive response); or (b) prevent loss of its existing customers to other 

competitors that have also entered the new business (defensive response). 

In the first case (i. e., offensive response), the established firms focus their 

activities on providing the new product or service attributes (originally introduced 

in the industry by the strategic innovator) to a new customer segment that values 

highly these different attributes. To do that, the firms may often have to set up a 

new organisational structure, and use different processes and systems to serve 

these customers well. In a defensive response, on the other hand, the established 

firms offer the new attributes either as complementary services to their existing 

offerings or as an alternative value proposition (such as the use of a new 

distribution channel) to reach primarily the same mainstream customers and 

satisfy their changing needs and preferences so as not to lose them. 

To better illustrate the difference between offensive and defensive response, I will 

use again as an example the introduction of direct banking. An established retail 

hank that embraces the new direct banking business primarily to attract new 
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customers (i. e., offensive response) will have to focus its attention on those 

customers who first and foremost prefer to do their banking remotely, either over 

the telephone or online through the Internet. The bank will have to offer these 

customers a different value proposition (to satisfy their different needs and 

preferences) by focusing its financial and human resources on introducing new 

and improved direct services. These customers, however, will also expect to 

receive certain other `standard' services, normally offered by a traditional retail 

bank, such as access to ATM machines, issue of debit and credit cards, use of 

transfer and direct debit facilities, etc. Clearly, the bank will need to provide 

these services as well in order to remain competitive in the industry. However, its 

main focus will be on the new direct banking business, and on continually 

improving its direct products and services. To do that, the bank will have to 

realign its existing strategy, structure, culture, and processes in order to become 

effective in this new business. 

In contrast, in a defensive response, the bank looks at direct banking as a 

different/alternative distribution method, which it can use to complement its retail 

branch network. In these situations, the main objective of the bank in embracing 

the new direct banking business is to serve, for the most part, its existing 

customers better so that they wouldn't leave for other competitors offering similar 

direct services. Attracting new customers in the process is often a secondary 

objective. 
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1.4. Defining Disruptive Strategic Innovation 

New ways of competing in a business can arise for a number of factors: changing 

consumer needs or preferences, newly emerging technologies, moves and 

countermoves by competitors, socio-political and regulatory changes, evolving 

industry dynamics and so on. All these factors contribute to the emergence of a 

new strategic position. However, what is of interest in this dissertation are those 

new ways that not only are different but also conflict with the established way of 

competing in the industry. Therefore, for the purposes of this thesis, I define 

strategic innovation as a new, radically different way of competing in an existing 

industry which conflicts with the old, traditional way. 

Whether it is different or not can be measured in a number of dimensions. These 

may include: choice of customer segment(s) targeted; set of particular activities 

performed; ways of producing and distributing products or services to the market; 

emphasis on particular product/service characteristics or attributes; overall value 

proposition offered to customers, etc. Table 4 provides a list of these competitive 

dimensions based on the discussion by Slywotzky (1996: 25-27). 
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Table 4. Competitive dimensions for new business models 

(Slywotzky, 1996) 

Competitive Dimension Key Questions 

Fundamental Assumptions Compared to the existing business, does the 

new strategic position aim to satisfy a different 

set of customers' priorities'? 

Are the profit drivers for the new business 

different from those of the existing business'? 

Customer Selection Compared to the existing business, does the 

new strategic position aim to serve a different 

type of customers'? 

Scope Compared to the existing business, does the 

new strategic position involve a different 

product or service'? 

Does the new position require a different set of 

activities'? 

Differentiation Compared to the existing business, does the 

new strategic position have a different basis for 

differentiation'? 

Is the value proposition for the new business 

different than that offered by the incumbent 

firms in the existing business'? 

Manufacturing/Operating System Compared to the existing business, does the 

new strategic position involve a different kind 

of manufacturing or service delivery economics 

and methods'? 

Organisational Configuration Compared to the existing business, does the 

new strategic position involve a different 

organisational structure'? 

Go-to-Market Mechanism Compared to the existing business, does the 

new strategic position use a different 

distribution method to deliver the products or 

services to the market'? 
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Whether the newly identified strategic position in the industry conflicts with the 

existing business can also be measured in a number of ways, based on the 

underlying risks that companies may face when attempting to compete with two 

different business models in operation at the same time. Table 5 provides a list of 

potential conflicts that exist between two different strategic positions in the same 

industry. 

Table 5. Potential conflicts between two different strategic positions 

(or business models) 

Risk of cannibalising the existing customer base 

Risk of destroying or undermining the value of the existing distribution network 

Risk of compromising the quality of' service offered to customers 

Risk of undermining the company's image or reputation and the value associated with it 

Risk o1' destroying the overall culture of the organisation 

Risk of adding activities that may confuse the employees and customers regarding the company's 
incentives and priorities 

Risk of defocusing the organisation by trying to do everything t'or everybody 

Risk of shifting customers from high-value activities to low-margin ones 

Risk of* legitimising the new business, thus creating an incentive for other companies to also enter 
this market 
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1.5. Research Questions 

Given the existence of conflicts and the fact that a disruptive strategic innovation 

creates a fundamentally different way of competing in the industry. we would 

expect that established firms might be reluctant initially to embrace the 

innovation. These incumbents may find it difficult (or unappealing) to enter the 

new strategic position and risk hurting their existing business. However, over 

time conditions may change in such a way that the established players cannot 

afford anymore to ignore the strategic innovation. As a result, they may decide to 

embrace the new way of competing in their industry and move to the new 

strategic position. The first part of the thesis focuses on these issues by 

addressing the dilemma established firms face on whether or not to embrace the 

disruptive strategic innovation and enter the new business. In particular, the first 

research question is the following: 

1. What factors influence the decision by established firms to embrace a 

disruptive strategic innovation introduced in their industry and move to the 

new strategic position? 

Once they decide to embrace the strategic innovation and enter the new business. 

established players must find a way to manage the various conflicts between the 

two different strategic positions in the industry. Failing to do so, they will risk 

hurting their core business and/or jeopardising their chances to succeed in the new 

business. Firms will need to organise their activities in the two strategic positions 

accordingly, and employ the appropriate managerial policies that will enable them 
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to compete effectively in both positions at the same time. Therefore, the second 

part of this thesis attempts to provide answers to the following question: 

2. Hobt' can established firms compete effectivelvv in two different and conflicting 

strategic positions in the same industry simultaneously? 

1.6. Overview of Thesis 

The thesis is organised as follows. Chapters 2 and 3 discuss the theoretical 

background and relevant literature for the two research questions, respectively, 

and develop appropriate propositions to address these questions. Chapter 4 

describes the research design and methodology employed in the thesis, which 

included field research methods and survey questionnaires. Chapter 5 provides 

the descriptive results from the survey research, and discusses some of the main 

empirical findings. Chapter 6 analyses the statistical results from testing the 

theoretical propositions, and offers answers to the two research questions. Binary 

logistic regression analysis was used to address the first research question 

regarding the likelihood of response, while ordinary least squares (OLS) multiple 

regression analysis was employed to examine a firm's effectiveness to compete in 

two different strategic positions in the same industry simultaneously. Finally, 

Chapter 7 discusses the main theoretical contributions and managerial 

implications that this dissertation makes, and offers some suggestions for future 

research. 
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CHAPTER 2 

2. Determining the Likelihood of Response to 
Strategic Innovation 

Whether an established firm embraces a disruptive strategic innovation or not 

depends on many factors. To understand these factors I will use the expectancy- 

valence model of motivation (e. g., Atkinson, 1964; House, 1971; Vroom, 1964), 

as well as the stimulus-response model discussed in social cognition (e. g., Dutton 

& Jackson, 1987; Kiesler & Sproull, 1982) as a theoretical lens. These models 

provide a theoretical underpinning for studying ay competitive action and 

response (e. g.. Chen & Miller, 1994; Chen, Smith, & Grimm, 1992). Strategic 

innovation is one form of competitive action. Therefore, there is a lot to learn 

from the two models and the relevant literature. Particularly, in analysing 

competitive interaction these models suggest that the decision by a firm to 

respond to a competitive action will depend on three key elements: (a) the firm's 
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awareness of the action; (b) its (perceived) capability to respond effectively to the 

action; and (c) its motivation to respond to the action. I turn to these points next. 

2.1. Theoretical Considerations 

This section focuses on arguments presented in the competitive interaction 

literature regarding the way competitors interact in the marketplace through the 

continuous exchange of competitive moves. The expectancy-valence and 

stimulus-response models provide a theoretical underpinning for studying the 

relationships between characteristics of actions and responses. A stream of 

research in the competitive interaction literature uses these models as a theoretical 

lens to examine how competitors interact in the marketplace. 

The distinguishing feature of this research work is that although it recognises 

there are many kinds of factors influencing response, it concentrates on one type 

of such factors, namely the characteristics of the actions taken. The main 

proposition is that certain action characteristics affect the awareness, capability, 

and motivation of the responders, and thereby influence the ultimate response. 

The theoretical architecture of this line of research is shown in Figure 1. 
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Figure 1. Awareness-Capability-Motivation Framework 
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2.1.1. The Awareness-Capability-Motivation Framework 

The expectancy- valence model of motivation has been used primarily by 

psychologists to understand the behaviour of individuals. The model suggests that 

individuals respond to a threat (or an attack) only if the following two conditions 

are met: (a) they anticipate to receive a reward (or value) by responding 

effectively to the attack; and (b) they are confident in their ability to mount an 

effective response to neutralise or nullify the attack, and thereby earn the 

commensurate reward (Atkinson, 1964; House, 1971; Vroom, 1964). The first 

condition is referred in the model as outcome valence and the second as effort- 

outcome expectaiicv. 

According to the model, a significant reward and the confidence that one's 

behaviour will earn it are both prerequisites of response. The argument is that 

without a sizeable reward, individuals will be less motivated to respond. 

Similarly, if they expect that they will be unable to react effectively in a way that 

will earn the reward, they may choose not to respond (even if the reward is high). 

This `effort-reward expectancy' is central to the expectancy-valence model. 

However, in addition to these basic prerequisites that underlie the proclivity of an 

individual to react, another key assumption in this model is that in order to 

respond to a threat one must first notice it. If individuals are not aware of the 

threat, they will not react to it at all. Hence, awareness is also a (tacit) 

precondition of this framework. 
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The expectancy-valence model can also be applied to understand the behaviour of 

organisations, and specifically to study how competitors interact in an industry 

through the ongoing exchange of competitive actions and responses. It is believed 

that the model has the advantage of identifying and relating the various 

characteristics of an attack (or competitive action) to the proclivities of rivals to 

respond to it, thus providing a useful framework for understanding competitive 

interaction. In a competitive context, the valence of a response is the reward 

expected from effectively neutralising or nullifying an attack. This reward can be 

measured in terms of how successful the responders are in (a) defending their 

existing markets; or (b) capitalising on the attack to improve their performance 

(for example, by incorporating the main elements of the attack in situations where 

the action taken is a new product introduction, a promising new technology or 

some other type of innovation). On the other hand, the effort-outcome expectancy 

is the perceived difficulty of response (i. e., the expectation that the firm will be 

able to respond effectively). 

In addition to the expectancy-valence framework, the stimulus-response model 

discussed in social cognition (e. g., Dutton & Jackson, 1987; Kiesler & Sproull. 

1982) also offers useful perspectives linking competitive actions and responses. 

In particular, Kiesler and Sproull (1982) suggest that before an organisation can 

respond to a stimulus, it must first become aware of this stimulus and get 
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motivated enough to react to it. The implication of this line of reasoning for the 

study of competitive interaction is that companies can respond to a competitive 

action (i. e., a stimulus) only if they are aware of the action, if they are motivated 

to respond to the action, and if they are capable of responding. Therefore, similar 

to the expectancy-valence model, which identifies the conditions that underlie the 

proclivity of an individual or organisation to respond to any threat (or attack), the 

three elements of the stimulus-response model also provide a similar theoretical 

underpinning for studying the relationships between characteristics of actions and 

responses. 

In summary, the logic behind the expectancy-valence and stimulus-response 

models is that whether a firm responds to a competitive action depends on three 

basic factors: (a) its awareness of the action; (b) its ability to respond to the 

action; and (c) its motivation to respond to the action. Therefore, the two models 

provide a useful theoretical base to understand competitive interaction in the 

marketplace, and identify the specific characteristics of competitive moves that 

can be important determinants of response. Next, I explore some applications of 

these models discussed in the competitive interaction literature, and provide 

empirical evidence to support the contention that competitive responses may be 

predicted based on the characteristics of the initial actions. 
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2.1.2. Review of Competitive Interaction Literature 

A series of studies based on the US domestic airline business, originally 

undertaken by a group of researchers at the University of Maryland (e. g.. Chen. 

Smith, & Grimm, 1992; Smith, Grimm, Chen, & Gannon, 1989; Smith, Grimm, 

Gannon, & Chen, 1991) have found a number of variables that affect a firm's 

awareness, motivation, and capability to respond to a competitive action. 

Specifically, Chen et al. (1992) examined how various characteristics of actions 

influence two key attributes of competitors' response, namely number of 

responses and response lag. The authors focused on four action characteristics as 

predictors of response: competitive impact (i. e., the pervasiveness of an action's 

effect on competitors); attack intensity (i. e., the extent to which an action affects a 

given competitor's key markets); implementation requirement (the degree of 

effort an initiating firm requires to execute an action); and type of action (strategic 

or tactical). Using the stimulus-response model as their theoretical framework, 

the authors examine how these characteristics affect a competitor's awareness, 

capability, and motivation to respond to various competitive actions in the 

industry. 

With regard to an action's competitive impact in the market, Chen and his 

colleagues maintained that competitors were more likely to become aware of and 

motivated to respond to an action that had great competitive impact. Such an 

action affects a great number of competitors in the market, and therefore it would 
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generally be considered more threatening and/or having higher market potential. 

If the action is perceived as a threat, competitors will be motivated to react to 

defend their affected markets. If, on the other hand, the action is perceived as an 

opportunity (for example, a promising innovation or a new product or service), 

competitors will not want to be left out. 

While competitive impact reflects the pervasiveness of a move's overall effect, 

attack intensity focuses more on the effect of the move on an individual 

competitor. The former is concerned with how many competitors are affected by 

an action and thus may respond to it, while the latter focuses on how strongly this 

action attacks each of them. A competitive move does not have the same effect 

on every competitor it threatens. The degree of threat that an action poses to a 

given competitor will depend on the strategic importance to that competitor of the 

affected market. Hence, competitors are often more aware of the implications of 

an action that targets a market they perceive as strategically important for their 

business, and are also more motivated to react to it. In other words, the more 

strategically important the affected market is perceived to be by a competitor, the 

more motivated this competitor will be to respond to the action. 

Implementation requirement relates to the degree of effort an initiating firm 

requires to execute an action. It involves organisational commitment on various 

levels, including resource reallocation, co-ordination across divisions, 
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departments or units, reorganisation of a company's existing procedures and 

structure, and co-ordination with external stakeholders such as investment banks, 

regulatory government agencies, and the company's stockholders. Competitors 

are often less capable to respond to an action which has a high level of 

implementation requirement. This is so because a response to such an action 

usually requires a competitor to invest substantial amount of managerial and 

financial resources to restructure the organisation, and realign its existing 

processes and systems so that it can effectively initiate a response. 

With regard to the effect of type of action, Chen et al. (1992) differentiate 

between strategic and tactical actions. They argue that relative to tactical actions, 

strategic actions generally involve a more significant commitment of resources 

(especially investment in fixed assets), and a major reconfiguration of 

organisational structure and processes. In contrast, tactical actions require 

relatively minor, routine changes, and often involve fewer and more general 

resources. Since strategic actions indicate strong commitment on the part of the 

initiator, competitors will be less motivated and less capable to respond to 

strategic moves than to tactical ones. As Porter (1980: 101) also points out: 

"If the firm can convince its rivals that it is committed to a strategic move it is 

making or plans to make, it increases the chances that rivals will resign 

themselves to the new position and not expend the resources to retaliate or try to 

cause the firm to back down. Thus commitment can deter retaliation. " 
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The authors offered empirical evidence to support their argument that the 

characteristics of actions can be important determinants of responses. 

Specifically, they showed that the greater the competitive impact and attack 

intensity of an action, the greater the number of responses. By contrast, strategic 

actions or actions which have high implementation requirements reduce the 

number of competitive responses. Regarding the determinants of response lag, 

the authors found that strategic actions, actions that require substantial 

implementation efforts, as well as actions characterised by high attack intensity 

delay the timing of competitors' responses. 

The four action characteristics explored by Chen and his colleagues as predictors 

of competitors' responses also found support in various studies discussed in the 

competitive interaction literature (e. g., Dutton & Jackson, 1987; MacMillan, 

McCaffery, & Van Wijk, 1985; Porter 1980,1984; Smith et al., 1989, etc. ). For 

example, in a study of competitive interaction in the commercial banking 

industry, MacMillan et al. (1985) examined the effect of an action's competitive 

impact and attack intensity on a competitor's response, and found that the broader 

the impact of a new product in the market, the faster the competitors' response. 

On the other hand, Smith et al. (1989) use the notion of radicality and MacMillan 

et al. (1985) the concept of complexity to capture, to a certain extent, the type of 

action (strategic or tactical) and implementation requirement. 
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The competitive interaction literature identifies additional characteristics of 

actions as determinants of competitive responses that derive from the awareness- 

capability-motivation framework. For example, Chen and Miller (1994) 

introduced the notion of visibility of attack to capture a competitor's awareness of 

the move. The authors suggest that the more visible a competitive move (or an 

attack), the more likely it is that it will be detected and responded to. In 

particular, they argue that: 

"The publicity accorded to an attack might itself serve as an incentive for rivals 

to respond. If a competitor feels that everyone is watching it being assaulted, it 

may be especially motivated to show that it is not being passive, simply as a 

warning to others who might wish to attack it in the future" (1994: 88). 

The authors also introduced the concept of attack centrality as a measure of the 

extent to which the attack pertains to markets that are especially large, valued by, 

or vital to potential respondersl4. Specifically, they argued that the greater the 

centrality of the markets attacked, the higher the expected reward value 15 

associated with effective retaliation, and consequently, the higher the motivation 

of a competitor to respond. The ability of a competitor to respond to a 

competitive action was assessed in the study by using response difficulty as a 

14 In this sense, centrality of attack is a comparable measure of attack intensity used by Chen et al. 
(19)2). 
15 The reward value reflects the notion of 'outcome valence' discussed in the expectancy-valence 
model. 
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measure of the ease with which a competitor can respond in kind to an attack16 

As their empirical results show, the visibility of attack and attack centrality 

correlate positively with the number of responses, whereas difficulty of response 

correlates negatively with responses. In other words, the more visible and central 

an attack and the easier it is to respond to, the greater the number of responses. 

Finally, to assess a competitor's motivation to respond, several authors have 

focused on a particular characteristic of competitive actions, namely the extent to 

which the action is perceived as threatening. For example, Dutton and Jackson 

(1987) argued that decision makers are more motivated (and thus, more likely) to 

respond to actions perceived as threats. Porter (1980: 95-98) also provides 

support for this assertion, claiming that a competitor is generally motivated to 

respond quickly and strongly to threatening moves. Moreover, in their study on 

the commercial banking industry, MacMillan et al. (1985) found that the extent of 

an action's "strategic challenge" (or threat) is negatively associated with response 

lag. Therefore, it is clear that the more threatening an action is perceived to be by 

competitors, the more motivated these companies will be to react to it, and do so 

quickly and strongly. 

16 To evaluate the response difficulty the authors used the following five scales: the estimated 
financial expense of making a move: the degree of disruption of staff and systems; the amount of 
relocation of staff or equipment required; the need for complex co-ordination among different 
functional departments; and the overall perceived difficulty of making the move. 
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Summary 

The preceding review of the relevant literature on competitive interaction 

explored various variables that influence a competitor's awareness, capability, 

and motivation to respond to a competitive action. The discussion also 

highlighted how the awareness-capability-motivation framework can be used as a 

theoretical underpinning for studying the relationships between characteristics of 

actions and responses. It was suggested that this framework provides a lens 

through which one can identify certain characteristics of actions that influence a 

competitor's response. 

Next, I turn my attention to strategic innovation as one form of competitive action. 

Relying on theoretical arguments presented in the awareness-capability- 

motivation framework, I discuss the factors that influence the decision by an 

established firm to respond to this type of competitive action. I also develop the 

theoretical propositions to address the first research question regarding the 

likelihood of response. 
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2.2. Strategic Innovation: One Form of Competitive Action 

It should be obvious that disruptive strategic innovation is one form of 

competitive action. Therefore, the expectancy-valence and stimulus-response 

models can be used as the theoretical underpinning to identify the determinants of 

responding to such type of competitive action'7. The preceding discussion 

suggests that the decision by an established firm to respond to a disruptive 

strategic innovation will be based on whether (a) the firm is aware of the 

innovation; (b) it is capable of adopting the new way of doing business; and (c) it 

is motivated to enter this newly created strategic position. 

In this thesis, I assume that established firms are aware of the disruptive strategic 

innovation introduced in their industry. This is a plausible assumption since the 

strategic innovation created a fundamentally different way of competing in the 

industry that grew to become a sizeable market. In all the cases examined in this 

study, the new business has received extensive attention by the media and 

industry analysts. Moreover, the newly identified strategic position has attracted 

an increasing number of customers, thereby making the strategic innovation and 

the new business model widely visible in the market. For these reasons, therefore, 

17 There is an important feature that distinguishes strategic innovation from other types of 
competitive actions: a disruptive strategic innovation is one form of action which conflicts with the 
existing way of playing the game in the industry. The implications of this particular characteristic 
will be explained later. 
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it is safe to assume that the established firms were all aware of the disruptive 

strategic innovation introduced in their industry. 

There is a caveat however to this assumption that needs to be addressed here. 

Such awareness of the existence and seriousness of a disruptive strategic 

innovation is not always present in a company. Any large organisation is 

composed of numerous individuals (both managers and front-line employees) who 

have each his/her own perception of what the innovation is all about, and how it 

may affect the firm's existing way of doing business. It is often the case, 

therefore, that in an established firm awareness of a new strategic opportunity or 

threat is not automatically present throughout the organisation. Rather, such 

corporate perception about potential disruptions in an industry (and the 

competitive environment in general) is more likely developed through various 

forecasting techniques or tools. These tools can help senior managers, and the 

rest of the organisation, build awareness of future opportunities or threats that an 

action (such as a disruptive strategic innovation) may represent for the firm. One 

of the most widely used tools in strategic management practice for generating this 

type of awareness in large organisations is scenario planning (de Geus, 1988, 

1997, Schwartz, 1991, van der Heijden, 1991, Wack, 1985, etc. ). 

The Royal Dutch/Shell Group (a multinational oil company based in Britain and 

the Netherlands) pioneered the technique of scenario planning in the early 1970s 
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as a strategic planning tool for corporate foresight. According to Peter Schwartz 

(longstanding scenario planner and Royal Dutch/Shell scenario team leader during 

the mid 1980s), scenario is "a tool for ordering one's perceptions about alternative 

future environments in which one's decisions might be played out" (Schwartz, 

1991: 4). In his book The Living Company, Arie de Geus (Royal Dutch/Shell's 

Group Planning coordinator from 1981-1989) elaborates further on the use and 

importance of scenario planning. In his words, 

"Scenarios are neither a mystery nor a superior way of `planning. ' They are tools 

for foresight -discussions and documents whose purpose is not a prediction or a 

plan, but a change in the mindset of the people who use them. By telling stories 

about the future in the context of our own perceptions of the present, we open our 

eyes for developments which in the normal course of daily life are indeed 

`unthinkable. ' Relevant scenarios, brought down to the level of the individual 

player, help the manager and his or her colleagues scout the lay of the land and 

see a wider scenery. Scenarios bring new views and ideas about the landscape 

into the heads of managers, and they help managers learn to recognize new 

`unthinkable' aspects of the landscape even after the scenario exercise is over" 

(de Geus, 1997: 46). 

In a corporate context, therefore, scenario planning can help companies become 

aware of changing competitive conditions in the market, thereby improving their 

ability to adapt to these external changes and make the necessary decisions ahead 

of competition. As de Geus argues. scenarios allow companies to build a series of 

"memories of the future" (i. e., anticipations of events that might or might not take 

place), and in doing so they institutionalise a process of learning throughout the 

organisation. As such, scenarios provide managers a context for considering the 
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many driving forces for change in the industry and a firm's overall external 

competitive environment. They also enable these managers to combine those 

forces together to create alternative futures for their company and the industry, as 

well as to actively challenge their mental models and enrich their mindsets of the 

futures they may face. As a result, these managers are able to see whether, and 

how, the resulting changes might affect their company and way of competing, and 

thus take appropriate actions to respond to these disruptions effectively. 

The preceding discussion has highlighted the growing importance of scenario 

planning in building awareness in a large organisation of potential changes that 

might take place in an industry (such as the introduction of a disruptive strategic 

innovation), and how these changes might influence a firm's existing strategic 

position. However, as explained in the beginning of this section, the assumption 

is made that the incumbent firms considered in this thesis were all aware of the 

disruptive strategic innovation introduced in their industry's. Therefore, the 

research focuses only on an established firm's ability and motivation to respond 

as the key determinants influencing its decision on whether or not to embrace the 

strategic innovation and enter the new business. The relevant theoretical 

considerations regarding these two response determinants are discussed next. 

18 Whether or not these companies used scenario planning or any other methods or tools to develop 
that awareness was not examined since this issue was beyond the scope of this research. 
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2.2.1. Ability to Respond 

The ability of an established firm to embrace the new way of competing in the 

industry depends on many factors. The extensive literature on competitive 

interaction discussed earlier identified a number of action characteristics that may 

influence a firm's ability to respond to a disruptive strategic innovation (e. g., the 

overall level of implementation requirement necessary, the degree of managerial 

time and resources that need to be committed to effectively embrace the new way 

of competing in the industry, whether the action is strategic or tactical, etc. ). For 

example, to respond to a strategic innovation, an established firm may have to 

commit significant financial resources, experience a high degree of disruption in 

its existing processes and systems, or relocate a substantial amount of staff and 

equipment. When considerable managerial and financial resources are needed to 

embrace the new way of doing business, established firms may often be unable to 

make the necessary commitments required to enter the newly created business, 

and hence they may be less likely to respond. 

However, what is unique about a disruptive strategic innovation relative to all the 

other actions discussed in the competitive interaction literature is the existence of 

conflicts between the two different strategic positions in the industry. This is a 

distinguishing characteristic of strategic innovation (as a form of competitive 

action) that the existing literature does not pick on. Therefore, over and above the 

action characteristics identified in the competitive interaction literature, this thesis 
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focuses the attention on conflicts as an important factor influencing the likelihood 

that an established firm will embrace the new way of competing in the industry. 

Chapter 1 highlighted some of the difficulties that companies may face (as a result 

of these conflicts) if they attempt to compete simultaneously in two different 

strategic positions in the same industry. These issues are explored in more detail 

next. The discussion concentrates on how conflicts (or positioning trade-offs) 

affect the ability of an established firm to embrace a disruptive strategic 

innovation. 

As discussed in Chapter 1, conflicts play a crucial role on whether an established 

firm can compete effectively in two different strategic positions in the same 

industry. Several examples were discussed to argue that when incumbents decide 

to embrace a disruptive strategic innovation and enter the new business, they often 

face major risks that can hurt their existing business and/or undermine their 

success in the new business. Michael Porter is a major proponent of this view, 

and his ideas have influenced considerably the current thinking on strategic 

positioning (particularly with regard to trade-offs). His latest work in this area 

offers a theoretical underpinning for the role of conflicts in a firm's ability to 

compete effectively in two different strategic positions in the same industry. 
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Porter's views on strategic positioning and trade-offs 

Porter (1996) argues that firms can build a competitive advantage in their industry 

by intentionally choosing to focus in one strategic position and perform a different 

set of activities than their rivals. To him, this is what strategy is all about: 

choosing a unique position, with its tailored set of activities, that allows the firm 

to offer its customers a unique mix of value. A newly created position (that 

emerges as a result of a strategic innovation) will require a new combination of 

tailored activities specifically designed for competing effectively in that position. 

These new activities, Porter maintains, will be incompatible with the company's 

existing set of activities due to various trade-offs that exist between the two 

alternative strategic positions. Because of this inconsistency, a company that tries 

to compete in both positions simultaneously will eventually pay a huge straddling 

cost and degrade the value of its existing activities. In most cases, this cost far 

outweighs any potential benefits emerging from the new positioning. Put in a 

different way, a company cannot compete in both positions simultaneously 

without experiencing major inefficiencies (witness again the failure of Continental 

Airlines to maintain its existing position as a full-service airline while at the same 

time entering the new low-cost, point-to-point airline business). 

Porter identifies three main reasons that give rise to these trade-offs. First, trade- 

offs arise from inconsistencies in a company's image or reputation. Firms that try 

to offer at the same time two different kinds of value that are not consistent with 
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each other run the risk of jeopardising their existing image and reputation. 

Second, trade-offs occur as a result of the particular set of activities that a 

company needs to perform in order to compete successfully in its chosen position. 

A unique strategic position requires a particular set of tailored activities that are 

different from those needed to compete effectively in other positions in the 

industry. This set of activities may include different product configurations, 

different equipment, different employee behaviour and skills, and different 

management systems. Many trade-offs occur because the tailored activities of a 

unique strategic position are incompatible with the activities of alternative 

positions in the industry. 

Finally, trade-offs arise due to the limits a firm faces to internally co-ordinate and 

control incompatible sets of activities. Companies that try to compete in two 

different strategic positions at the same time find it difficult to set the necessary 

organisational priorities, and clearly communicate them to their employees. 

These companies then run the risk of losing focus through adding activities that 

may confuse their employees. In many cases, the latter are not clear about the 

overall incentives and priorities in the organisation, and what they need to do to 

achieve these goals. As a result, they often attempt to make day-to-day operating 

decisions without a clear framework and direction, which seriously undermines 

their performance. 
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Based on these arguments, Porter concludes that trade-offs are essential to 

strategy because they require firms to make a choice on what to do and, more 

importantly, what not to do in order to deliver a unique mix of value to their 

customers. These trade-offs are vital for creating a unique and valuable strategic 

position involving a different set of activities from those of rival firms. They are 

also necessary to protect the company from potential imitators, thus enabling it to 

achieve a sustainable competitive advantage. As Porter (1996: 69) puts it: 

"Positioning trade-offs are pervasive in competition and essential to strategy. 

They create the need for choice and purposefully limit what a company offers. 

They deter straddling or repositioning, because competitors that engage in those 

approaches undermine their strategies and degrade the value of their existing 

activities. " 

The preceding discussion highlighted that the presence of conflicts, and their role 

with regard to a firm's ability to compete in two different strategic positions 

simultaneously, distinguishes strategic innovation from other types of actions 

discussed in the competitive interaction literature. This difference is crucial in 

determining an incumbent's proclivity to embrace a disruptive strategic 

innovation and enter the newly created business. Following the arguments 

presented in the strategic positioning literature (and particularly Porter's views), 

we would expect that the ability of an established firm to embrace a disruptive 

strategic innovation would depend on the degree (or size) of conflicts between the 

two different strategic positions in the industry. 
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Specifically, the ability of a firm to respond to a strategic innovation will be high 

when the degree of conflicts between the two positions is low, and vice versa. 

According to the awareness-capability-motivation framework, when a firm's 

ability to respond is high, the latter will be more likely to embrace the disruptive 

strategic innovation and move to the new position. The opposite is true when the 

firm's ability is low (i. e., in cases where the degree of conflicts between the two 

strategic positions is high). This discussion leads to the following proposition'9: 

Proposition 1: The higher the degree of conflicts between an established firm's 

existing strategic position and the netivIN, identified one, the loiter the firth's ability 

to respond, and thus the lower the likelihood that it will embrace the disruptive 

strategic innovation and enter the new business. 

19 The choice of the term 'proposition' as opposed to 'hypothesis' was based on the following 

rationale. According to Singleton and Straits (1999), a hypothesis is an expected but unconfirmed 
relationship between two or more variables that can be tested using observable data. Hypotheses 

may come from a variety of sources, including everything from theory to direct observation to 
guesses and intuition. A proposition, on the other hand, is one of the three fundamental elements 
of logical analysis (the other two being terms and arguments) that specifies an expression of a 
judgment about certain statements (or concepts). To analyse a theory logically, it is necessary first 

to break it down into a series of conditional (or hypothetical) propositions and then to organise 
these propositions into an argument. The form of the argument then may be examined as to its 
deductive validity. Expressing a theory in standard logical form (such as a set of propositions) 
facilitates logical analysis and enables the researcher to ascertain the kinds of inferences that 
legitimately can be made from the research findings. Not all propositions can be directly verified 
or tested. However, when observable events (or predictions) can be logically deduced from a 
proposition. the latter can then be tested through empirical observations (or data). In those cases, 
propositions are effectively equivalent to hypotheses: the two terms are alternative ways of stating 
testable assertions. In other words, when the propositions are testable they can also he called 
hypotheses. and the two terms can be used interchangeably as is done in major academic journals 
in strategic management. Following this line of reasoning. therefore, I had a choice to use either 
term to denote the various assertions developed in this thesis, which will be tested empirically 
using large-sample questionnaire data. My decision to use propositions as opposed to hypotheses 

was influenced by my academic training in research methods at London Business School, which 
emphasiied the use of propositions (in preference to hypotheses) in addressing research questions 
in manatycnlent studies. 
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2.2.2. Motivation to Respond 

It is not only a firm's ability to respond that influences the decision to embrace a 

disruptive strategic innovation but also its motivation. The competitive 

interaction literature, discussed earlier, identified several variables that affect a 

company's motivation to respond to a competitive action. For example, these 

variables include the competitive impact of the action, the intensity (or centrality) 

of the attack (i. e., the extent to which the action affects a given competitor's key 

markets), how threatening the action is to a company's mainstream business, 

whether it is strategic or tactical, etc. However, additional insights can be derived 

by looking at the disruptive innovation literature, which offers a relevant 

theoretical background in studying how established firms react to the introduction 

of a fundamentally different way of doing business in their industry (e. g., Bower 

& Christensen, 1995; Christensen, 1997; Christensen & Bower, 1996; Christensen 

& Rosenbloom, 1995). 

In particular, the recent work by Christensen (1997) can be used as a lens to 

understand the key factors that influence an established firm's motivation to 

embrace a disruptive strategic innovation. From this literature, which is reviewed 

next, we shall see that a company's motivation to respond to such disruptive 

changes is primarily influenced by two key variables: 
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1. How different does the company perceive the new way of doing business 

to be? For example, does this new business attract different customers, or 

require different organisational processes and systems to be put in place? 

2. How threatening is the new business to an established competitor's 

mainstream business and traditional way of competing in the industry? 

Christensen's views on disruptive innovation 

Using his dissertation work on the hard disk drive industry as the context of his 

analysis, Christensen (1997) develops a framework to address a fundamental 

problem that established firms face across different industries, namely the failure 

of leading companies to stay at the top of their industries when technologies or 

markets change. His discussion focuses specifically on why well-managed 

companies consistently fail to embrace successfully a disruptive technology. The 

term technology has a much broader meaning in his analysis, comprising, in 

effect, the way a company chooses to compete in the industry. As Christensen 

explains, technology is used to represent: 

"The processes by which an organisation transforms labour, capital, materials, 

and information into products and services of greater value. All firms have 

technologies. A retailer like Sears employs a particular technology to procure, 

present, sell, and deliver products to its customers, while a discount warehouse 

retailer like PriceCostco employs a different technology. This concept of 

technology therefore extends beyond engineering and manufacturing to 

encompass a range of marketing, investment, and managerial processes. 

Innovation refers to a change in one of these technologies" (1997: xiii). 
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Therefore, Christensen's findings and suggestions about disruptive technologies 

are also applicable in the case of disruptive strategic innovations, and so there is a 

lot to learn from this work. Using his analysis as the backbone of my discussion. I 

build on his ideas on disruptive technologies to better understand how established 

firms react to strategic innovation. The aim is to identify the key factors that 

influence the motivation of these firms to respond to such disruptive innovations. 

According to Christensen, established players in an industry often emphasise 

certain product or service attributes that their mainstream customers value. These 

companies invest aggressively (both in financial and human resources) to improve 

these performance attributes in order to retain their existing customers. The 

author introduces the concept of performance trajectories to explain this 

continuous improvement of a company's current product/service offering. He 

defines a performance trajectory as the rate at which the performance of a product 

or service has improved (or is expected to improve) over time. Almost all 

industries have a critical performance trajectory. For example, in the plain paper 

photocopier industry, an important performance trajectory is improvement in 

number of copies per minute, while in the hard disk drive industry a critical 

trajectory is storage capacity. In the mechanical excavator industry, on the other 

hand, the functionality of mechanical excavators has traditionally been measured 

by their reach or extension distance and by the cubic yards of earth removed per 

minute, or lifted in a single scoop. Therefore, based on an industry's performance 
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trajectory, firms emphasise the product/service attributes that their mainstream 

customers value. Table 6 offers examples of established companies in various 

industries, and describes some of the critical performance attributes that they 

bring to the market. 

Table 6. Established firms and their critical performance attributes 

Established Firm Critical Performance 
Attributes 

Barclays Bank; NatWest Bank Extensive, nationwide hranch network. 
personal service 

Royal & Sun Alliance: Standard Life Personal. Lace-to-face advice through an 
Assurance extensive hroker/agent network 
British Airways; Swissair Huh-and-spoke system, premium classes of 

service, meals. interline ha gage checking 
Merrill Lynch; Paine Wehher Research, financial advice 

Xerox Number ol'copies per minute, high-volume 

Seiko Watches Precision. functionality 

Bethlehem Steel: USX Corp. Quality of steel 

Harley-Davidson: BMW Speed, power. over-the-road motorcycles 

Barnes & Nohle: Borders Retail chain o1' superstores (creating a 
pleasant environment for huying hooks) 

Hertz; Avis Location (major airports). new/luxury cars 
for husiness travellers 

IBM Speed, memory capacity. computing power 
(mainframe computer industry) 
Seagate Technology Storage capacity. speed 
(hard disk drive industry) (5.25-inch drives) 

These established firms focus their attention and resources in constantly 

maintaining a rate of improvement that enables them to give their mainstream 

customers something more or better in the attributes they already value. As 
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Christensen argues, most well-managed companies are excellent at developing the 

sustaining technologies that improve the performance of their products or services 

in the ways that matter to their customers. The reason for this is mainly because 

their management practices are biased toward listening and staying close to their 

existing customers. As a result, the companies invest aggressively in technologies 

that give those customers what they say they want. In fact, according to Bower 

and Christensen (1995: 44): 

"Most well-managed, established companies are consistently ahead of their 

industries in developing and commercialising new technologies -from 
incremental improvements to radically new approaches- as long as those 

technologies address the next-generation performance needs of their customers. 

However, these same companies are rarely in the forefront of commercialising 

new technologies that don't initially meet the needs of mainstream customers and 

appeal only to small or emerging markets. " 

In contrast, new companies enter the industry by emphasising different product or 

service attributes. By introducing a disruptive innovation, these companies bring 

to the market a very different value proposition than had been available 

previously. They typically offer different performance attributes from the ones 

mainstream customers historically valued and, at least at the outset, they almost 

always perform far worse along one or two dimensions that are particularly 

important to those customers. As a result, mainstream customers are usually 

unwilling to use these disruptive innovations since they do not meet their current 

needs. 
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For example, when Nucor Corporation introduced steel minimills (a low-cost 

production method to make flat-rolled steel), its products were originally not as 

good in quality as those of the major integrated steel companies like Bethlehem 

Steel and USX Corp., but they were superior in price and production time20. 

Nucor, therefore, emphasised price as the main selling proposition of its steel 

products (as opposed to quality). When Charles Schwab and E*Trade introduced 

online trading, their personal service and research were overall inferior to those of 

traditional full-service brokerage houses (like Merrill Lynch or Paine Webber) 

However, these online brokers were superior in price, offering much lower 

commission rates per trade. Therefore, they emphasised price as their selling 

proposition, whereas companies such as Merrill Lynch and Paine Webber 

emphasised the quality of their research and personal financial advice. 

Table 7 offers some examples of strategic innovators and the different 

performance attributes they introduced in each of the respective industries listed 

in Table 6. In all these cases, the innovators have focused on particular features 

that the established players have traditionally not offered to their mainstream 

customers. As a result, these strategic innovators have significantly redefined the 

existing competitive dimensions in their respective industries. 

'" Steel minimills have now captured 40 percent of the North American steel market, including 

nearl\ all of the region's markets for bars, rods, and structural steel. 
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Table 7. Strategic innovators and their critical performance attributes 

Strategic Innovator Critical Performance 
Attributes 

First Direct Convenience, direct services '24 hours a 
day, 7 days a week' 

Direct Line Insurance; Virgin Direct Convenience, direct services, low 

commission rates 
casyJet Low-cost flying 

Charles Schwab; E*Trade Low commission rates per trade 

Canon Small size, low price. tabletop photocopiers 

Swatch Design 

Nucor Corporation Low-cost, minimill technology 

Honda; Kawasaki; Yamaha Small size, off-road motorcycles 

Amazon. com Wide title-selection, low price. 
convenience 

Enterprise-Rent-a-Car Location (downtown), home pick-up and 
delivery, low rental prices 

Apple Computer 
( ersonal computer industry) 

User-friendly computing, design 

Conner Peripherals; Quantum Corp. 
(hard disk drive industry) 

Small size, ruggedness, lieht weiht, low- 

power consumption 
(3.5-inch drives) 

Generally, disruptive innovations tend to be used and valued only in new markets 

or new applications, and the new products and services become attractive to a 

different set of customers. Even though these innovations generally undeiperform 

mainstream products or services in the dimensions emphasised by the established 

players, they have other features and attributes that are superior to those of 

established firms and that a certain (and usually new) segment of customers 

values. In fact, as Bower and Christensen (1995) argue, these innovations 

generally make possible the emergence of new markets, or a new way of doing 
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business in the established industry. To support their point, the authors offer as an 

example the introduction of the early transistor radios by Sony. When the 

company first launched its transistor radios, it sacrificed sound fidelity but created 

a market for portable radios by offering a different package of attributes (e. g.. 

small size, light weight, and portability) that were new to the established market 

that relied on vacuum tube technology. 

Once the disruptive innovations become established in their new markets, a series 

of sustaining improvements over time raise the performance of the new products 

or services along the dimensions that mainstream customers value. In fact, these 

performance attributes improve at such a rapid rate that the developers of 

disruptive innovation can soon enter the established market, and eventually take 

over that market. This is because they are able to deliver performance which is 

good enough in the old attributes that established competitors emphasise, and 

offer superior performance in the new attributes. According to Christensen 

(1997), this happens simply because companies often give customers more than 

they need or ultimately are willing to pay for, in their efforts to provide better 

products than their competitors and earn higher prices and margins. By 

accumulating experience and relevant expertise in the new market, the innovators 

can then use that commercial platform to attack the value networks of the 

established firms. In their constant effort to improve their products and services 

to beat the competition, these companies invest sufficient resources to the point 
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where they can ultimately address the needs of mainstream customers (see Figure 

2). 

Figure 2. The impact of disruptive innovation 
(Christensen, 1997) 

Performance 
Attribute 

:. 

Time 

As Figure 2 indicates, the existing performance trajectory (i. e.. the level of 

performance that established competitors offer along certain product or service 

attributes) is usually higher than the performance that mainstream customers can 

absorb or utilise. On the other hand, when the disruptive innovation is first 

introduced, its performance along these same attributes is inferior to the 
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performance demanded by mainstream customers. However, subsequent, 

continuous improvements raise the innovation's performance along a steep 

trajectory (see "New performance trajectory" in Figure 2). As a result, over time 

the disruptive innovation becomes fully-performance competitive within the 

mainstream market against established products and services. As shown in Figure 

2 (point A), this happens because the pace of progress in products (both 

technological and functional) frequently exceeds the rate of performance 

improvement that mainstream customers demand or can absorb. Consequently, 

Christensen maintains, 

"Products whose features and functionality closely match market needs today 

often follow a trajectory of improvement by which they overshoot mainstream 

market needs tomorrow. And products that seriously underperform today, 

relative to customer expectations in mainstream markets, may become directly 

performance-competitive tomorrow" (1997: xxiii). 

For example, in the hard disk drive industry, the storage capacity of the 5.25-inch 

drive when it was first introduced in 1980 was 5 MB -only a fraction of the 

capacity that the minicomputer market required. However, the drive became fully 

performance-competitive in the minicomputer market by 1986 and in the 

mainframe market by 1991 (Bower & Christensen, 1995: 47). Similar 

improvements in the critical performance attributes originally valued by 

mainstream customers are also evident in all the industries listed in Tables 6&7. 
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If we look at the US retail brokerage industry, online brokers such as Charles 

Schwab, E*Trade, and DLJdirect are now able to offer high quality research and 

financial advice to their investors at much lower cost per trade compared to the 

established full-service brokerage houses. These online brokers offer to 

customers access to real-time, personalised market information and financial data, 

market analysis, and other investment information services previously provided 

only by traditional full-service companies. 

In the banking industry, Internet banks such are First Direct and Egg in the UK 

and WingspanBank. com and Net. B C nk in the US, are now focusing on providing 

more customised personal services to their customers by expanding their range of 

products. In addition to offering online accounts, increasingly these banks are 

tailoring specific products for the Internet, like online bill presentment or credit 

cards with instant online approval. They are also enhancing their level of service 

through online content by providing investment research and personal financial 

advice to customers, services which were previously available only through a 

retail branch network. 

Finally, in the US steel industry, minimills originally produced steel of low 

quality (the new minimill technology was introduced in the mid-1960s). As a 

result, minimill steel makers targeted at first the low-end of the market (in terms 
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of quality, cost, and margins) by manufacturing steel reinforcing bars (rebars) 

using scrap steel (see Figure 3, which is taken from Christensen, 1997: 90). 

Figure 3. The progress of disruptive minimill steel technology 

Cü 

a 

Year 
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The rebar business was the least attractive market of those served by established 

integrated steel companies. However, once they had established themselves in the 

rebar market, the most aggressive minimills (especially Nucor and Chaparral) 

consistently continued to improve the metallurgical quality of their products. As 

the performance trajectory of minimill technology in Figure 3 illustrates, minimill 

steel makers moved upmarket targeting first the market for larger bars, rods. and 

angle irons, then the market for structural beams, and finally the market for high- 

quality rolled sheet steel (using continuous thin-slab casting technology), which is 

at the premium end of the industry. As a result, minimills have now become 

competitive along the performance attributes historically valued by the integrated 

steel companies' mainstream customers (e. g., manufacturers of cans. cars, and 

appliances). In the words of Christensen (1997: 88): 

"North America's steel minimills are the most efficient, lowest-cost steel makers 

in the world. In 1995, the most efficient minimill required 0.6 labour-hours per 

ton of steel produced; the best integrated mill required 2.3 labour-hours. In the 

product categories in which they compete, the average minimill can make 

product of equivalent quality, on a fully costed basis, at about a 15 percent lower 

cost than the average integrated mill. In 1995, it cost about $400 million to build 

a cost-competitive steel minimill and about $6 billion to build a cost-competitive 

integrated mill. In terms of capital cost per ton of steel making capacity, 

integrated mills are more than four times as costly to build. As a result, 

minimills' share of the North American market has grown from nothing in 1965 

to 19 percent in 1975,32 percent in 1985, and 40 percent in 1995. " 
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Extending Christensen's ideas to the case of disruptive strategic innovation 

The arguments on disruptive innovation presented in the preceding discussion 

lead to the following assertion: 

Established firms are usually not motivated to respond to a disruptive innovation 

(at least at the early stages) because the newly identified business (a) involves a 

different way of competing in the industry (i. e., it targets different customers and 

requires different organisational processes and systems to be put in place); and 

(b) does not pose a major threat to the incumbents' mainstream business, since 

the disruptive innovation focuses on a small (and often niche) segment of the 

market that is not expected to have a big growth potential. 

As the disruptive innovation literature has suggested, these two characteristics are 

important determinants of an established firm's motivation to embrace a 

disruptive innovation. The same arguments can also apply in the case of a 

strategic innovation since, similar to other types of disruptive innovation or 

technology, it too identifies a new way of competing in an established industry. 

The two characteristics, therefore, should also play an important role in those 

cases as well. Using Christensen's line of reasoning, the following paragraphs 

explore how (a) the degree of similarity between the two businesses; and (b) the 

level of threat that the new business poses to the existing way of playing the 

game, influence the motivation of established competitors to respond to a 

disruptive strategic innovation. 
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The disruptive innovation literature shows that there is strong evidence to suggest 

that formal and informal resource allocation processes make it very difficult for 

established companies to focus adequate attention, energy, and talent on small or 

emerging markets that are created following a disruptive (strategic) innovation. 

As long as these incumbents are able to retain their mainstream customers in their 

existing business, they are often unwilling to invest significant resources to 

respond to such disruptive innovations. These companies are rarely in the 

forefront of embracing a new way of doing business that does not initially meet 

the needs of their existing customers, and appeals only to a few fringe (and 

generally new) customers. 

Because these established competitors perceive the new way of competing to be a 

different kind of business, thereby requiring different organisational processes and 

systems to be put in place, they are not motivated to embrace the new business 

model. Instead, they continue to do what has worked well in the past, namely 

staying close to their mainstream customers and serving their rapidly growing 

needs. As Christensen (1997: 228) claims: 

"Because disruptive technologies rarely make sense during the years when 

investing in them is most important, conventional managerial wisdom at 

established firms constitutes an entry and mobility barrier that entrepreneurs and 

investors can bank on. It is powerful and pervasive. " 

We would therefore expect that when senior executives within these established 

firms perceive the disruptive strategic innovation to be different from their 
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mainstream business and traditional way of competing, their motivation to 

respond would be low. Conversely, when the strategic innovation is perceived to 

be similar (or related) to the traditional way of playing the game in the industry, 

incumbent firms will be willing to embrace the new business. The more similar 

the newly identified business is to the existing business, the higher the established 

competitors' motivation to respond to the strategic innovation and move to the 

new position. 

Subsequently, using the insights derived from the expectancy-valence and 

stimulus-response models, when a company's motivation to respond to an action 

(in this case strategic innovation) is high, the firm's proclivity (or likelihood) to 

respond to that action will also be high. Hence: 

Proposition 2: The more similar the new business is perceived to be by an 

established firm compared to the traditional t'av of competing in the industry, the 

higher the firm's motivation to respond, and thus the higher the likelihood that it 

will embrace the disruptive strategic innovation and enter the new business. 

As suggested earlier, the extent to which the newly identified strategic position 

threatens an established firm's existing business is also expected to influence that 

firm's motivation to embrace the new way of doing business. During the early 

stages of introduction, a disruptive strategic innovation usually underperforms 

mainstream products or services in the dimensions that established firms have 

traditionally emphasised. However, the new business model may soon become 
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good enough in those traditional dimensions but superior in other product/service 

attributes. When this happens. the criteria by which customers choose one 

product or service over another change. And so does the basis of competition in 

the industry. 

As Christensen has argued, when certain performance attributes of competing 

products or services have improved beyond what the market demands or can 

utilise, customers no longer base their choice upon which product or service 

performs better along these attributes. Instead, they base their purchasing 

decision on other dimensions, as the basis of their choice often evolves from 

functionality to reliability, then to convenience, and ultimately to price. At that 

point, therefore, mainstream customers who value the new dimensions switch in 

favour of the disruptive strategic innovation, which brings to the market those 

products and services that emphasise the new attributes. These customers choose 

the new business over the established one because they can either get superior 

value along a number of product/service attributes, or get the same overall value 

but at a lower cost. As more customers (both existing and new ones) embrace the 

strategic innovation, the new business starts to grow and receive increasing 

attention. It also begins to enjoy more widespread recognition as being a viable 

strategic position in the industry. 
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When this happens, established firms can no longer afford to ignore the new way 

of doing business, which becomes threatening to their existing competitive 

positions and overall profitability in the industry. These firms. therefore. realise 

that by not embracing the disruptive strategic innovation, they risk losing their 

mainstream customers and undermining their established business. This risk acts 

as a major force in motivating these incumbents to respond to the strategic 

innovation. The more threatening the new business is perceived to be, the more 

motivated the established competitors are to respond to the strategic innovation. 

When a firm's motivation to respond grows, so does the likelihood that it will 

embrace the strategic innovation and enter the new business. Hence: 

Proposition 3: The more threatening the new business is perceived to be by an 

established firm, the higher that find's motivation to respond, and thus the higher 

the likelihood that it will embrace the disruptive strategic innovation and enter the 

new business. 
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2.2.3. Interaction between Ability and Motivation to Respond 

The preceding sections have suggested that the decision by an established firm to 

respond to a disruptive strategic innovation depends on its ability and motivation 

to embrace the newly created business. However, the way these two determinants 

of response interact is also expected to be an important factor in this decision. 

The discussion on how an established firm's ability and motivation to respond 

influence the likelihood that this firm will enter the new business also suggests a 

multiplicative relationship between these two response determinants. 

Specifically, we would expect that when an incumbent's ability and motivation to 

respond are both high, the firm would be more likely to respond to the disruptive 

strategic innovation than when either of these two response determinants alone is 

high. On the other hand, when the firm's ability and motivation to respond are 

both low, the firm will be less likely to embrace the new business than when 

either of these two determinants alone is low. 

These ideas also find support in the expectancy-valence model discussed earlier 

(e. g., Chen & Miller, 1994; Georgopoulos, Mahoney, & Jones, 1957: House. 

197 1; Vroom, 1964). Expectancy-valence theory predicts a multiplicative 

relationship between ability to respond (i. e., effort-outcome expectancy) and 

motivation to respond (i. e., outcome valence). The main argument is that because 

ability and motivation to respond are both necessary conditions for an individual 

to react to an action (or stimulus), these response determinants combine 
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multiplicatively to influence one's proclivity to respond. As the expectancy- 

valence model suggests, without a sizeable reward (or valence), the motivation of 

individuals to respond to an attack will be low (and hence the likelihood of 

response will also be low), even in cases where they believe strongly in their 

ability to react effectively and earn the reward. Similarly, if individuals feel they 

are unable to react effectively to the attack they may not respond even if the 

associated rewards (and thus their motivation to respond) are high. 

In other words, expectancy-valence models predict responses using only the 

product of expectancy (ability to respond) and valence (motivation to respond). 

These models argue that high expectancies will not motivate a response unless 

there is a valued reward, nor will a valued reward induce action without a high 

expectancy. Therefore, the expectancy-valence theory suggests that the main 

effects of ability or motivation to respond alone will not be significant, but rather 

their interaction effect will be the key determinant of retaliatory behaviour. 

However, as Chen and Miller (1994) also argued, in the context of corporate 

competition firms almost always have some retaliatory ability in relation to one 

another and some expected rewards from responding to each other. In other 

words, it will be rare for null expectancies to cancel out entirely the influence of a 

reward. Similarly. rewards will rarely be so low as to completely nullify the 

effect of positive expectancy. Therefore, in a competitive context, such as the 
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case of disruptive strategic innovation. these tendencies can restrict the potential 

magnitude of the interaction effect between an established firm's ability and 

motivation to respond. This is so because in such a competitive environment. the 

main effects of these two response determinants are also expected to be important 

(as Propositions 1-3 have suggested). Consequently, a strict version of the 

expectancy-valence model is not expected to apply in this study (i. e., one that 

posits null main effects and determinative interaction effects). Rather, it is 

suggested that in addition to the main effects of ability and motivation to respond 

on the likelihood of response, the product between these two response 

determinants will also be an important factor influencing an incumbent's 

proclivity to embrace a disruptive strategic innovation. 

As discussed earlier, the ability of an established firm to respond to a strategic 

innovation is influenced by the degree of conflicts between the two different 

strategic positions in the industry. A firm's ability to embrace a disruptive 

strategic innovation will be high when the degree of conflicts is low and vice 

versa. On the other hand, the firm's motivation to respond is determined by 

managerial perceptions about (a) how similar the new business is to the traditional 

way of competing in the industry; and (b) how threatening this new business is to 

an established firm's existing business. Following the arguments presented 

above, the interaction effects between ability and motivation to respond will 
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significantly affect the likelihood that an established firm will embrace the 

disruptive strategic innovation and enter the new business. 

Specifically, I expect to find a positive relationship between an established firm's 

proclivity to respond to the strategic innovation and each of the first and second 

order products between the inverse of the degree of conflicts (indicating ability to 

respond) and (a) the degree of similarity between the two businesses; and (b) the 

level of threat that the new business poses to the existing business. Therefore: 

Proposition 4: The first and second order products between the inverse of the 

degree of conflicts and (a) the degree of similarity between the two busilresses; 

and (b) the level of threat that the new business poses to the existing business will 

be positively correlated with the likelihood that an established firm will embrace 

the disruptive strategic innovation and enter the new business. 
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2.3. Model Specification 

Following the discussion in this chapter, I propose that the likelihood that an 

established firm will respond to a disruptive strategic innovation and enter the 

new business will depend on the following factors (expressed as a mathematical 

function): 

Likelihood of response =. f (degree of conflicts between the two businesses: 

degree of similarity between the two businesses; 

level of threat the new business poses to existing business; 

interaction effects) 

It should be emphasised here that the proposed theoretical model does not claim 

to be exhaustive in the treatment of the factors that influence a firm's likelihood of 

response. The identified independent variables are intended to explain some, but 

not all, of the variance in the dependent variable (i. e., likelihood of response). It 

should be acknowledged that other factors could be important determinants of a 

firm's proclivity to embrace a disruptive strategic innovation. These may include 

for example variables such as leadership, culture, planning processes, the firm's 

specific choice of competitive strategy and industry positioning, its overall 

financial and managerial resources as well as the skill level of its labour force. In 

addition, as discussed in the beginning of Sections 2.2.1/2. the various action 

characteristics identified in the competitive interaction literature that influence a 

firm's ability and motivation to respond to competitive actions in an industry 
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could also be significant predictors of response. As highlighted in those sections. 

these characteristics may include the competitive impact of the action, the 

intensity or centrality of the attack, whether the action is strategic or tactical, the 

overall level of implementation requirement necessary, etc. 

These factors, however, were not included in the proposed theoretical model since 

the aim of the thesis was not to identify and test all potential variables that may 

explain a firm's likelihood of response. Rather, the main objective was to focus 

only on certain factors that are unique about disruptive strategic innovation 

(relative to other types of competitive actions) and provide empirical evidence on 

their role and overall importance. It is for this reason, therefore, that the thesis 

concentrated on two streams of literature (i. e., strategic positioning and disruptive 

innovation) that are particularly relevant in addressing the first research question. 

These two streams of research provided the relevant theoretical background to 

identify the specific factors that are expected to influence the decision of 

established firms on whether or not to embrace the new way of competing in the 

industry. 
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CHAPTER 3 

3. Determining the Effectiveness of Response to 
Strategic Innovation 

Chapter 2 examined the factors that influence the decision by established firms to 

respond to a disruptive strategic innovation and move to the newly identified 

strategic position. Not all firms, however, choose to embrace the new way of 

competing in the industry. As suggested in the previous chapter. based on the 

perceived values incumbents assign to the variables affecting their ability and 

motivation to respond, some firms may decide to enter the new business while 

others may prefer to remain focused in their traditional business. This chapter 

focuses only on those established firms that do decide to embrace the disruptive 

strategic innovation and enter the new business. The objective is to identify the 

factors that affect the overall effectiveness of these incumbents to compete in two 

different and conflicting strategic positions at the same time, and thus provide 
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answers to the second research question. Specifically, drawing on various 

theoretical backgrounds and insights from field research, the chapter will argue 

that a firm's effectiveness will be a function of the following five variables: 

(a) The degree of conflicts between the two strategic positions 

(b) The degree of strategic relatedness between these two positions 
(c) Whether an established firm creates a separate unit (division or subsidiary) 

specifically to compete in the new business 

(d) The degree of autonomy given to this new unit 

(e) The administrative mechanisms employed by the corporate headquarters to 

manage the new unit '` l. 

3.1. Theoretical Considerations: An Overview 

In addressing the effectiveness of an established firm to embrace a disruptive 

strategic innovation, I will draw from different theoretical backgrounds that are 

relevant to this study. First, I will revisit the strategic positioning literature and 

the earlier discussion on conflicts (or positioning trade-offs) that exist between 

two different strategic positions. In Chapter 2,1 argued that the overall degree of 

conflicts is an important determinant of a firm's ability to respond to a disruptive 

strategic innovation, and hence of its proclivity to embrace the new way of doing 

business. In this chapter, I will argue that a firm's ability to respond to a strategic 

innovation will also affect its overall effectiveness in competing in both positions 

21 The last two factors will only apply to situations where the firm has formed a separate unit to 
compete in the new business. 
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simultaneously. Consequently, I will claim that the degree of conflicts between 

the two strategic positions is also an important factor influencing the effectivenes' 

of response. 

Second, I will draw from the related diversification literature and suggest that this 

stream of research has a lot to offer us in understanding strategic innovation, and 

how a company can play two games at the same time. Throughout this thesis, I 

have maintained that a strategic innovation leads to a fundamentally different (and 

conflicting) way of competing in an industry. For all practical purposes, this new 

way can be thought of as a new business. Therefore, established firms that decide 

to embrace this new business will be, in essence, like diversified companies 

competing in two different (but related) business units. Hence, theoretical 

arguments presented in the related diversification literature regarding factors that 

affect the performance of related diversifiers can also be applied in the case of 

disruptive strategic innovation. In particular, the resource sharing and 

competence transfer theories of related diversification can offer useful insights 

with regard to the factors that may affect an established firm's overall 

effectiveness to compete in two different strategic positions at the same time. 

Third, I will rely on relevant theoretical arguments discussed in the technological 

innovation literature to identify additional factors influencing the effectiveness of 

competitors' response. In Chapter 2.1 discussed the recent work on disruptive 
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technologies by Christensen and his colleagues. The focus of that discussion was 

on the factors that influence the motivation of established firms to respond to 

disruptive innovations. In this chapter, I will extend the arguments presented 

there by shifting the attention to the appropriate managerial policies that 

incumbent firms can employ to manage disruptive new technologies. I will then 

generalise the analysis to the case of disruptive strategic innovation to identify 

certain policies that established firms could use to effectively compete in two 

different strategic positions simultaneously. 

Fourth, I will draw from a stream of research in the organisational theory 

literature that examines how multi-business firms can use appropriate 

organisational structures and administrative mechanisms to effectively manage 

their different business units (or divisions). This discussion is based again on the 

premise that by competing in two different strategic positions, an established firm 

can essentially be regarded as a diversified company with two different strategic 

business units (SBUs). I will concentrate particularly on certain arguments from 

the organisational theory regarding ways a diversified firm can employ to 

simultaneously achieve integration and decentralisation between corporate 

headquarters and business units, thereby managing effectively internal 

differentiation within the firm. I will then argue that established firms that 

embrace a disruptive strategic innovation could use similar policies to improve 

their effectiveness to play two games at the same time. 
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Finally, in addressing the effectiveness of response I will use insights that were 

generated from my field research. This fieldwork included numerous interviews 

with top executives of established firms in various European and US industries22. 

The interviews identified certain managerial policies that these companies 

employed to compete simultaneously in two different strategic positions. Certain 

policies that were common in these companies will be examined in more detail in 

order to provide additional support for the various propositions developed in this 

chapter and complement the relevant theoretical arguments regarding the second 

research question. 

The use of a multi-theoretical approach 

The approach employed in this thesis to address the effectiveness of response is 

rather unique compared to most studies in the strategic management field. In 

devising the theoretical model to examine how established firms can play two 

games at the same time, I selectively adopt multiple theoretical perspectives from 

the relevant strategy literature. As discussed above, the theory section for this 

second research question is based on four different theoretical literatures (i. e., 

strategic positioning, diversification, technological innovation, and organisational 

theory) that were carefully selected to provide the relevant theoretical background 

The following companies have participated in the field research: Royal & Sun Alliance, 
Commercial & General Union (CGU), Direct Line Insurance, and HSBC Bank in the UK: Lan & 
Spar Bank in Denmark; and Edward Jones & Co.. Dell Computer, Hewlett-Packard. Hewitt 
Associates, and Schlumberger in the US. 

-98- 



CHAPTER 3. Determining the Effectiveness of Response to Strategic Innovation 

for the proposed model. This multi-theoretical approach is different from 

traditional approaches used in management studies, where researchers usually rely 

on a single theoretical framework to build their arguments and develop 

appropriate propositions to address the research question(s) under study. 

The reason I decided to use this multi-theoretical approach is the following. By 

embracing a disruptive strategic innovation (as defined in this thesis) a company 

will have to decide explicitly what business it is in, and how it can redefine this 

business in order to compete effectively in the two alternative strategic positions. 

Such a decision will require a careful consideration of various elements of the 

firm's overall strategy and industry positioning. The task of examining the 

effectiveness of an established firm to compete in two different strategic positions 

is similar, in essence, to the task of analysing a firm's overall choice of strategy, 

and identifying the factors that will enable it to build a long-term competitive 

advantage. Such a task, therefore, would require a comprehensive investigation of 

different perspectives and ideas drawn from various theoretical backgrounds in 

the strategy literature rather than from a single theoretical lens or stream of 

research, which would be much more limited in scope. 

Therefore, I believe the multi-theoretical approach used in this research to address 

the effectiveness of response is more appropriate than the traditional reliance on a 

single theoretical background. Drawing on the four different streams of literature. 
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as well as on insights from field research, will enable me to identify the critical 

factors that influence the effectiveness of an established firm to play two games at 

the same time at a more abstract (or macro) level of analysis. The benefits of 

using this approach outweigh any potential disadvantages derived from a lack of a 

more thorough examination of a specific stream of literature that the use of a 

single theoretical lens would entail. The following sections focus on each of the 

four theoretical literatures and develop a set of propositions to address the second 

research question. 

3.2. Insights from the Strategic Positioning Literature 

Chapter 2 relied on theoretical arguments in the strategic positioning literature to 

suggest that the degree of conflicts is an important determinant of the likelihood 

that an established firm will respond to a disruptive strategic innovation. 

Specifically, it was argued that conflicts limit an established firm's ability to 

embrace the new way of competing in the industry: the higher the degree of 

conflicts between the two alternative strategic positions is, the lower the ability of 

an incumbent firm to embrace the new way of doing business. This is so because 

by competing with two different and conflicting business models in operation. the 

firm increases the risk of hurting its existing business and/or undermining its 

success in the new business. 
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Additional theoretical support for the negative impact of conflicts on an 

established firm's ability to play effectively two games at the same time can also 

be found in the relevant literature on low cost and differentiation. The question as 

to whether a company can simultaneously achieve both low-cost and 

differentiation advantage (by occupying two different strategic positions in the 

same industry) has led to major debates among management scholars. The root of 

this debate lies primarily on the overall role of trade-offs (or conflicts) in 

successfully pursuing both types of competitive advantage. 

In his original work on strategic positioning, Porter (1980) argued that firms could 

pursue either a low-cost or a differentiation advantage in their industry but not 

both-) -I. In the first case, firms seek to attain a lower cost than the other 

competitors while maintaining a perceived value to buyers that is comparable to 

these competitors (i. e., achieving parity or proximity in differentiation relative to 

their rivals). A low-cost strategy emphasises the need to incur the lowest costs in 

an industry. According to Porter, 

"[This strategy requires] aggressive construction of efficient-scale facilities, 

vigorous pursuit of cost reductions from experience, tight cost and overhead 

control, avoidance of marginal customer accounts, and cost minimisation in areas 

like R&D, service, sales force, advertising, and so on. ... 
Low cost relative to 

23 In his hook Competitive Strategy. Porter suggested that there are three potentially successful 
generic strategic approaches to outperforming other firms in an industry: (1) overall cost 
leadership: (2) differentiation: and (3) focus (where the target is a particular segment of the 
industry only). His 1996 article on activity-based positioning (i. e.. variety-based. needs-based. and 
access-based positioning) builds on and extends his earlier work on the three generic competitive 
strategies by carrying the understanding of these strategies to a greater level of specificity. 
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competitors becomes the theme running through the entire strategy. though 

quality, service, and other areas cannot be ignored" (1980: 35). 

On the other hand, firms that pursue a differentiation advantage seek to offer a 

higher perceived value to buyers while maintaining a cost that is comparable to 

competitors (i. e., achieving cost parity or proximity relative to their rivals). In a 

differentiation strategy, a firm seeks to be unique in its industry along dimensions 

that are widely valued by buyers. Such a strategy "does not allow the firm to 

ignore costs, but rather they are not the primary strategic target" (Porter, 1980: 

37). Porter maintained that firms cannot successfully pursue both low-cost and 

differentiation advantages as the two strategies are usually incompatible. A firm 

that engages in both strategies simultaneously, he claimed, becomes "stuck in the 

middle. " In his view, a combination of low cost and differentiation is a recipe for 

strategic mediocrity and low performance since the firm is often unable to build 

and maintain any competitive advantage. 

Porter's assertions have led to debates among management scholars. Certain 

authors (e. g., Dess & Davis, 1984) agree with Porter that it is not possible to 

maintain both a low-cost and a differentiation advantage in the same industry. 

This assertion is based primarily on a simple economic idea that higher quality 

requires higher cost of inputs. Hence, in order to achieve above-average returns in 

their industry. firms have to pursue one of the two types of competitive advantage 

since the two strategies are generally inconsistent This inconsistency occurs 
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primarily because of trade-offs that exist between the two types of strategic 

positioning. A firm that tries to do both at the same time usually offers less value 

to customers than firms that have chosen to pursue a differentiation advantage. 

and incurs higher costs than firms that have sought to attain a cost advantage24 

In contrast, a number of researchers argue that it is possible to achieve 

simultaneously both types of competitive advantage in the same industry (e. g.. 

Cronshaw, Davis, & Kay, 1994; Hall, 1980; White, 1986). These authors rely 

primarily on empirical results (using the PIMS and other data sources), as well as 

anecdotal evidence to support the argument that intermediate positions based on a 

combination of low cost and differentiation may be profitable, and can often lead 

to a competitive advantage. 

Finally, some authors use a contingency approach to suggest that particular 

conditions may affect the compatibility of low cost and differentiation (e. g., 

Hambrick, 1983; Hill, 1988b; Miller, 1988; Murray, 1988). Their assertion is that 

under certain contingencies, a firm can manage successfully the underlying trade- 

According to Porter (1985), a firm can simultaneously achieve both cost leadership and 
differentiation only under three conditions: (1) when all competitors are stuck in the middle; (2) 

when cost is strongly affected by market share or interrelationships; and (3) when a firm pioneers a 
major innovation. He also suggests that sometimes a firm may he able to pursue more that one 
generic strategy only if it strictly separates the units pursuing different generic strategies. 
Otherwise, the firm runs the risk of jeopardising the ability of any of these units to achieve and 
maintain a competitive advantage. However. even in those cases, Porter maintains, a risk exists of 
a possible spillover among these units of corporate policies and culture that will lead to a sub- 
optinmiscd approach to competing. As a result, the firm will eventually need to make a trade-off in 

choosing the type of competitive advantage it intends to pursue in order to be able to sustain this 
adv antanze in the long run (Porter. 1985: 18). 
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offs between the two types of strategic positioning. These contingencies may 

include the presence of learning effects, economies of scale and scope, switching 

costs, brand or customer loyalty, technological or product innovations, etc. The 

contingency approach suggests that firms can sometimes reduce (or completely 

eliminate) the associated risks involved in pursuing both strategies, and can 

subsequently attain both a low-cost and a differentiation advantage. According to 

Hill (1988b), the simultaneous and continuous pursuit of both low-cost and 

differentiation strategies may, in certain cases, be necessary to create and maintain 

a sustainable competitive advantage in the industry. 

Therefore, following the preceding discussion, it can be suggested that trade-offs 

between the two respective types of strategic positioning are an important 

determinant of whether a firm will be able to attain both a low-cost and a 

differentiation advantage. As the contingency approach suggests, unless these 

positioning trade-offs are offset or significantly reduced by certain market- or 

firm-related contingencies, firms may not be able to pursue both types of 

competitive advantage simultaneously. 

These ideas on low cost and differentiation can also be extended to the case of 

disruptive strategic innovation. Similar arguments can be presented to highlight 

the role of conflicts in enabling an incumbent firm to play effectively two games 

at the same time. Specifically. based on the theoretical arguments discussed in 
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this section, we would expect the degree of conflicts (or positioning trade-offs) to 

be negatively correlated with the effectiveness of an established firm to compete 

simultaneously in two different strategic positions in the same industry. Hence: 

Proposition 5: The higher the degree of conflicts between the two different 

strategic positions (or businesses) that are created in the industry following the 

introduction of a disruptive strategic innovation, the less effective an established 

firm will be in competing in both positions simultaneous/v. 

3.3. Insights from the Related Diversification Literature 

Before reviewing the relevant literature on related diversification, it is necessary 

first to explain why I use insights from this literature to examine the effectiveness 

of an established firm to play two games at the same time. As discussed 

extensively throughout this thesis, a disruptive strategic innovation leads to the 

identification of a new strategic position that breaks the existing rules of the game 

in the industry. This new position requires firms to compete with a fundamentally 

different business model in operation compared to the traditional way of doing 

business. In essence, therefore, a company that decides to embrace the strategic 

innovation and move to the new position will find itself competing in a new 

business and facing radically different competitive conditions. 
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The new business will often require new skills and competencies, different kinds 

of resources, different processes and systems to be put in place, new distribution 

and delivery channels, new technologies or technical know-how, etc. But, above 

all, it will require a new strategy, distinct from the company's existing way of 

doing business, which will involve a new set of activities specifically designed for 

this new strategic position. Therefore, it can be argued that an established 

company that embraces a disruptive strategic innovation will be competing in two 

different types of businesses. For all practical purposes, this incumbent will be 

like a diversified firm with two distinct business units. The only difference in the 

case of a disruptive strategic innovation is the fact that the two units will be in the 

same industry (as defined by traditional measures such as the standard industrial 

classification, or SIC, codes), and conflict with each other. 

In fact, because the two strategic positions (or business units) are in the same 

industry, it can be argued that the two types of businesses are related: retail 

banking is related to direct banking; low-cost airline service is related to hub-and- 

spoke service; full-service retail brokerage is related to online trading, etc. 

Therefore, a disruptive strategic innovation can be regarded as a particular 

example of related diversification (with the existence of conflicts adding an extra 

dimension to consider). The following two examples from the European airline 

industry and the UK banking industry, respectively, illustrate this point. 
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Example 1: European airline industry 

Traditionally, established airline companies in Europe (such as British Airways, 

Air France, KLM, and Lufthansa) have competed in the full-service airline 

business, using the hub-and-spoke system and offering a number of ancillary 

services (e. g., meals, interline baggage checking, assigned seats, premium classes 

of service, etc. ). In response to the introduction of low-cost, point-to-point airline 

services by new entrants in the market such as easyJet and Ryanair, some of these 

established competitors have decided to introduce their own low-cost service. For 

example, British Airways and KLM have both entered the new low-cost airline 

business through their subsidiary companies Go Air and Buzz, respectively. 

As discussed in Chapter 1, the competitive dynamics of the low-cost, no frills, 

point-to-point airline business are fundamentally different from the traditional 

full-service, hub-and-spoke business. For example, the targeted customer 

segment for the low-cost business (mainly leisure and price-conscious travellers) 

is very different from the full-service business, which focuses primarily on 

business travellers. The two types of businesses also differ along other 

dimensions such as the type and location of airports used, the particular routes 

served, the ticketing and reservations policies that need to be put in place in each 

business, the in-flight and on the ground services offered, the role of travel agents, 

etc. As a result, traditional full-service airlines that decide to embrace the new 

low-cost airline business (like British Airways and KLM) will essentially be 
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competing in two different types of businesses. These airlines can therefore be 

regarded as `diversified' companies operating in two different strategic business 

units (or SBUs). 

However, even though these two businesses differ along a number of competitive 

dimensions, they are both part of the European airline industry. As such, they 

both need certain assets and resources that are similar between the two businesses 

since they affect the airline industry as a whole. For example, common resources 

may include access to airport slots, a certain fleet of aircraft, experienced pilots 

and flight attendants as well as other skilled staff, strong brand awareness and 

customer loyalty, reputation for reliable service and high standards of safety, etc. 

These common resources exist because the low-cost and full-service businesses 

are related, as each one represents a particular way of competing in the airline 

industry. Therefore, since the two types of businesses can share some of these 

common resources, an airline company can exploit the underlying synergies to 

reap economies of scope and/or organisational learning benefits across the two 

businesses. More on this issue though to follow later. 

Example 2: UK banking industry 

In Chapter 1,1 described how Midland Bank introduced in 1989 (through its 

subsidiary First Direct) direct banking services in the UK retail banking industry. 

As explained in that chapter, the new direct banking business requires a 
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fundamentally different way of competing in the industry. Compared to 

traditional branch-based banks, direct banks usually target a different customer 

segment (mainly upscale customers and busy professionals). use alternative 

distribution channels, offer new types of products and services, employ staff with 

different skills and competencies, use state-of-the-art telephony systems, the latest 

technology on computer software and the Internet, etc. Therefore, established 

banks that decide to embrace direct banking, while at the same time maintaining 

their retail branch operations, will essentially be operating in two different types 

of businesses. Like the case in the airline industry, these banks can be regarded as 

`diversified' companies competing in two distinct strategic business units. 

The two types of businesses, however, represent different ways of competing in 

the UK banking industry that require certain common resources and skills. For 

example, the two businesses use similar back-office activities for clearing and 

settlement of transactions. They also require similar organisational capabilities to 

build good customer relationships and service reputation. Moreover, both direct 

and retail banks need to employ staff with particular skills and competencies to 

provide financial advice and personal service to customers, and use specific 

computer technologies and other technical expertise to support their banking 

operations. These various skills and resources are similar between branch-based 

banking and direct banking because the two types of businesses are related: each 

one represents a particular way of competing in the banking industry. 
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As illustrated by these two examples, disruptive strategic innovation shares some 

common characteristics with related diversification. Established firms that 

embrace the new way of doing business, thereby competing in two different 

strategic positions in the same industry, can be regarded as special cases of related 

diversified companies. The arguments presented in these two examples can also 

be applied to other disruptive strategic innovations as well (e. g., online brokerage, 

direct insurance, home-delivery grocery service, electronic exchanges, etc. ). 

Therefore, strategic innovation may be regarded as a particular example of related 

diversification. As such, the related diversification literature can provide useful 

insights with regard to the factors that influence the effectiveness of an established 

firm to manage two different strategic positions simultaneously. Specifically, this 

thesis will argue that the more related the two strategic positions are, the more 

effective the firm will be in competing in both positions at the same time. This, 

however, raises the question of what is related? I turn to this issue next. 

The notion of relatedness in the diversification literature 

Over the last three decades, research on diversification has focused primarily on 

the superiority of related over unrelated diversification. The strategy of related 

diversification is considered superior because it allows the firm to exploit 

interrelationships. or synergies, among its different business units (e. g.. in 

manufacturing or distribution) to achieve cost or differentiation advantage (or 
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both) over single-business firms and unrelated diversifiers (e. g., Porter. 1987). 

Specifically, the corporate centre in related diversifiers is expected to identify 

important resources residing in any one of its business units, and then transfer and 

utilise these resources in another business unit to reap economies of scope and/or 

organisational learning benefits across the two units. 

Because certain resources are neither tradable nor imitable through external 

market mechanisms, internal resource sharing among related units becomes an 

important source of an organisation's competitive advantage (e. g., Amit & 

Schoemaker, 1993; Dierickx & Cool, 1989; Markides & Williamson, 1994,1996). 

Opportunities for resource sharing among different business units underpin the 

potential economic benefits of resource relatedness such as economies of scope 

and organisational learning. These opportunities are driven by the degree of 

relatedness among underlying resources, where higher relatedness results in more 

opportunities for resource sharing. Through resource sharing and competence 

transfer, a related diversified firm can either reduce overall operating costs in one 

or more of its business units or divisions, and/or better differentiate the products 

of one or more divisions resulting in a price premium (e. g., Hill, Hitt, & 

Hoskisson, 1992; Prahalad & Hamel, 1990). 

Resource sharing enables either an increase in utilisation of the resource, leading to economies 
of scope, or an increase in organisational learning. 
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Traditional measures look at relatedness at the industry or market level. 

Generally, these measures use: (a) an objective index, like the entropy index or 

SIC code, which assumes that if two businesses share the same SIC code they 

must have common input requirements and similar production/technology 

functions (e. g., Palepu, 1985); and/or (b) a more subjective measure such as 

Rumelt's (1974) diversification categories (e. g., Bettis, 1981; Christensen & 

Montgomery, 1981; Rumelt, 1982). However, even though the advantages of 

related diversification are usually cast in terms of the cost of differentiation and 

organisational learning benefits that arise from the cross-utilisation of a firm's 

underlying resources, the actual measurement of relatedness between two 

businesses often does not consider the underlying resources residing in these 

businesses, nor does it take into account how strategically important these 

resources are. 

As Markides and Williamson (1994) argue, because traditional measures of 

relatedness do not consider the strategic importance of common resources among 

different business units, these measures often provide an incomplete and 

potentially exaggerated picture of the scope for a corporation to exploit 

interrelationships between its business units. In their words. 

"Two markets may be closely related, but if the opportunity to rapidly build 

assets using competencies from elsewhere in the corporation does no more than 

generate asset stocks which others can buy or contract in at similar cost, then no 

competitive advantage will ensue from a strategy of diversification between 

them" (1994: 157). 
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Consequently, the authors suggest, any measure of relatedness should consider not 

only whether the underlying assets among a firm's business units are related. but 

also examine whether these assets are a potential source of competitive advantage. 

A more appropriate measure of relatedness, they argue, would be one that takes 

into consideration whether the underlying assets are strategic, i. e., they are 

imperfectly imitable, imperfectly substitutable, and imperfectly tradable (e. g.. 

Barney, 1986; Dierickx & Cool, 1989). Long-term competitive advantage 

critically depends on this type of strategic assets, which are often intangible and 

market-specific. 

Verdin and Williamson (1994) identified five broad groups of strategic assets that 

underpin a firm's cost or differentiation advantage. These groups are: (1) 

Customer assets, such as brand recognition, customer loyalty, and installed base. 

(2) Channel assets, such as established channel access, distributor loyalty, and 

pipeline stock. (3) Input assets, such as knowledge of imperfect factor markets. 

loyalty of suppliers, and financial capacity. (4) Process assets, such as proprietary 

technology, functional experience (e. (:,., in marketing or production), and 

organisational systems. (5) Market knowledge assets. such as accumulated 

information on the goals and behaviour of competitors, and the reactions of 

customers, suppliers, and rival firms to different phases of the business cycle. 
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Strategic relatedness attempts to capture explicitly the degree of similarity 

between the strategic assets that reside in different markets, and their overall 

importance in building long-term competitive advantage. Specifically, the 

strategic relatedness between two markets (or business units) is high when the 

amount of non-tradable, non-substitutable, and imperfectly imitable assets that are 

common in both markets is high. The higher the degree of strategic relatedness 

between two markets, other things equal, the larger would be the expected returns 

from diversification of firms from one to the other. 

Markides and Williamson (1994,1996) provide empirical evidence to support the 

assertion that strategic relatedness is superior to traditional market relatedness in 

predicting when related diversifiers outperform unrelated ones. Their empirical 

results showed that: 

(1) Strategic relatedness is superior to market relatedness, and that related firms 

outperform unrelated ones only where they compete across markets where 

similar types of accumulated strategic assets are important. 

(2) Within a population of related-diversified firms (as defined in the traditional 

way), those related firms that compete across markets where certain types of 

strategic assets are important outperform the related firms that compete in 

markets where these accumulated assets are less important. 

These results, therefore, imply that it is relatedness of strategic assets between 

business units that is important, not the market-level relatedness between 

businesses. By sharing existing strategic assets among different business units. 
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and transferring core competencies to build new strategic assets faster and at a 

lower cost than rival firms, a strategically related diversified firm can improve its 

performance and enjoy above-average returns over the long term26. These 

opportunities for benefiting from resource sharing and competence transfer 

underpin the dynamic advantages of strategic relatedness. 

Extending strategic relatedness to the study of disruptive strategic innovation 

The existing theoretical arguments regarding strategic relatedness can also be 

applied to the case of disruptive strategic innovation. As discussed in the 

beginning of this section, the two different types of businesses that are created 

following the introduction of a strategic innovation will be related. As a result, 

these businesses (or strategic positions) will share certain underlying assets (such 

as customer, channel, input, process, and market knowledge assets) that are 

important for building a competitive advantage in the industry. In other words, 

the two businesses will enjoy a certain degree of overlap between the strategic 

assets and resources required to compete effectively in each position. 

21' In Markides and Williamson's (1994.1996) theoretical models, core competencies act as 
catalysts in the production of strategic assets. They consist of the pool of experience, knowledge 

and systems, etc. that exist elsewhere in the same corporation which can he deployed to reduce the 
cost or time required either to create a new strategic asset or expand the stock of an existing one. 
An example of' a core competence would he Honda's experience in building competitive dealer 

networks for distributing and servicing a particular class of consumer durables. Each of these 

networks (e. g., one for motorbikes and another for lawn mowers) would he a separate strategic 
asset. 
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To illustrate this point, I will refer again to the example in the European airline 

industry described earlier. The two different strategic positions in this industry 

are: (a) the traditional full-service, hub-and-spoke business; and (b) the new low- 

cost, point-to-point business. Tables 8&9 list the key assets and resources 

needed to compete effectively in each of these two strategic positions, 

respectively. 

Table 8. Important assets in the traditional full-service airline business 

Underlying assets and resources 

A Ileet of aircraft 

Access to slots in all major airports (as well as in some secondary ones) 

Efficient ticketing and reservation systems 

Experienced pilots and flight attendants 

Other skilled stal'C to provide various ancillary services hoth in the air and on the ground 

An efficient distrihution network of travel agents and offices 

Brand awareness and recognition 

Customer loyalty 

Reputation for high-quality service and good customer relations 

Reputation for reliable service 

Established record for maintaining high standards of sat'ety 

Strong financial capacity 

Marketing, expertise in distribution channels and the associated infrastructure (i. e.. push 

marketing capability) 

Marketing expertise in media promotion and advertising (i. e.. pull marketing capability) 

Market knowledge assets such as accumulated information on competitor hchaviour 
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Table 9. Important assets in the new low-cost airline business 

Underlying assets and resources 

A fleet of aircraft 

Access to slots in secondary airports 

Efficient direct (automated) ticketing services through the telephone or the Internet 

Experienced pilots and flight attendants 

Other skilled staff in information technology to build & support online hooking facilities 

Brand awareness and recognition 

Customer loyalty 

Reputation for reliable service 

Established record for maintaining high standards of safety 

Strong financial capacity 

Marketing expertise in media promotion and advertising (i. e.. pull marketing capability) 

Market knowledge assets such as accumulated information on competitor behaviour 

Market knowledge assets such as accumulated information on price elasticity of demand 

Tables 8&9 illustrate that the traditional full-service, hub-and-spoke airline 

business and the new low-cost, point-to-point business need certain similar assets 

and resources. Specifically, both ways of operating require: (1) a fleet of aircraft; 

(2) access to slots in particular airports; (3) experienced pilots and flight 

attendants; (4) brand awareness and recognition; (5) customer loyalty; (6) 

reputation for reliable service; (7) established record for maintaining high 

standards of safety; (8) strong financial capacity; (9) marketing expertise in media 

promotion and advertising; and (10) accumulated information on competitor 

behaviour. 
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Since the two types of businesses require similar assets, then they are related in 

the traditional sense. If these similar assets are also non-tradable, non- 

substitutable, and imperfectly imitable (i. e., they are strategic), then the 

relatedness between the traditional full-service airline business and the new loNAw- 

cost business will be strategic. Clearly, the same arguments apply to any other 

industry as well. In general, the strategic relatedness between two different 

strategic positions (or businesses) in the same industry will be high when the 

amount of strategic assets that are common in both businesses is high. 

If two businesses are strategically related (in the sense described above) then they 

can share resources and exploit synergies among themselves. As Prahalad and 

Bettis (1986: 490) have suggested, strategically similar businesses within a firm 

can be managed using a dominant logic that is "the way in which managers 

conceptualise the business and make critical resource allocation decisions -be it in 

technologies, product development, distribution, advertising, or in human resource 

management. " Instead of emphasising relatedness at the operational level, 

Prahalad and Bettis's dominant logic theory focuses at the strategic level, and thus 

influences the choice of strategy that top management believes is right for the 

company. When senior managers of an established firm, which embraced a 

disruptive strategic innovation, have a dominant logic that considers certain 

strategic assets important for the two strategic positions. then these managers will 

be more willing to exchange strategic resources between the two businesses. 
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Therefore, an established firm that competes in two different strategic positions 

can share its strategic assets and resources between the two businesses, and 

transfer the necessary competencies to achieve economies of scope and/or 

organisational learning benefits. These economic benefits, in turn, will enable the 

firm to improve its performance in both positions. For example, the firm can 

leverage its existing reputation for service quality to attract customers in the new 

business and increase its market share. It may also benefit from its existing 

distributor relationships and supplier loyalty to gain access to new channels that 

may be necessary to compete effectively in the new business. Alternatively, the 

firm can utilise the skills and experiences of its existing employee base to achieve 

cost or differentiation advantages in the new business faster or at a lower cost than 

its competitors. It is therefore expected that the degree of strategic relatedness 

between two different strategic positions in the industry will be positively related 

with the overall effectiveness of an established firm to compete in both positions 

simultaneously. Hence: 

Proposition 6: The higher the degree of strategic relatedness between the two 

differennt strategic positions (or businesses) that are created in the industry 

following the introduction of a disruptive strategic innovation, the more effective 

an established firnt will be in competing in both positions simultaneously. 

- 119- 



CHAPTER 3. Determining the Effectiveness of Response to Strategic Innovation 

3.4. Insights from the Technological Innovation Literature 

The literature on technological innovation also provides a relevant theoretical 

background regarding the effectiveness of an established firm to compete in two 

different and conflicting strategic positions in the same industry. As the 

discussion on disruptive technologies in Chapter 2 has illustrated, a strategic 

innovation shares many similarities with a disruptive technology. Both types of 

innovation break the existing rules of the game in the industry, and require firms 

to compete with a fundamentally different business model in operation which 

conflicts with the traditional way of competing. Therefore, the relevant literature 

on disruptive technologies can also offer useful insights with regard to how an 

established firm can effectively embrace a disruptive strategic innovation. 

Similar to strategic innovation, following the introduction of a disruptive new 

technology, incumbent firms in the industry often face a major dilemma: Should 

they replace their existing technology with the new one or, alternatively, maintain 

both technologies simultaneously? The fact that the new technology often 

appears while the old one is still growing makes this decision a difficult one. As 

Cooper and Smith (1992: 60) assert: 

"When faced with a major product innovation, a firm often must contend with the 

challenges of assessing the potential of an unproven technology and the speed 

with which market acceptance will occur. Further, it must appraise the resources 

and skill,, required to compete at a time when the requirement, for success are not 

clear. Overall, a firm must decide whether and when to enter under rather 

uncertain circumstances. " 
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A disruptive technology (like a strategic innovation) brings to the market a 

different value proposition by emphasising different product or service attributes 

from the ones mainstream customers have traditionally valued. The new 

technology often targets a different customer segment, and requires different 

organisational processes and systems to be put in place. Moreover. it captures at 

first a small segment of the market that has an uncertain growth potential. 

However, over time, the new technology improves and becomes a major (even 

dominant in certain cases) way of doing business in the industry. As a result, 

increasing numbers of customers start to migrate from the old to the new 

technology. At that point, a number of incumbent firms realise that the potential 

rewards of embracing the new technology may outweigh the risks associated with 

maintaining both technologies at the same time, and subsequently take the 

decision to adopt the new technology. 

Similar to a strategic innovation, responding to a disruptive technology would 

require an established competitor to be capable of entering the new technological 

field and 'notii'ated enough to do so despite the potential conflicts involved. 

These conflicts may include the risks of undermining the value of its current 

technology, cannibalising existing products and services, destroying existing skills 

and technical capabilities, shifting mainstream customers from high-value 

activities in the old technology to low-margin ones in the new technology, etc. 
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Established companies that decide to embrace the new technology, while at the 

same time maintaining their existing positions in the old technological field, will 

face the same crucial question as companies that respond to a disruptive strategic 

innovation do. Namely, can they successfully compete with two different and 

conflicting technologies in place at the same time, and if so, how? Therefore, 

insights from the disruptive technology literature with regard to this question will 

improve our understanding on how an established firm can play two games at the 

same time. The following section provides a brief review of the relevant literature 

on disruptive technological innovation by focussing on ways incumbent firms can 

employ to simultaneously maintain two alternative technologies. 

Technological innovation literature: Managing two conflicting technologies 

According to Cooper and Smith (1992), when a disruptive new technology is 

introduced in an industry, long-standing competitive strengths in the old 

technology may not necessarily provide an advantage in the new environment. 

Competing successfully in the new technological field will often require new 

skills and resources that are different from the established business. Moreover, 

the existing technical capabilities that an incumbent firm possesses may become 

essentially irrelevant for the new technology. As Cooper and Schendel (1976: 69) 

argued: 

"The skills, attitudes and assumptions which under-gird successful , tratet} in a 

traditional technology may require modification in ways both major and subtle to 

bring about equivalent success in the new technology. " 
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This is particularly the case when the new technology is competence-destroying 

rather than competence-enhancing (e. g., Abernathy & Clark, 1985; Tushman & 

Anderson, 1986). According to Tushman and Anderson (1986). a competence- 

destroying technology (which is often initiated by new firms) can either (a) create 

a new product class or substitutes for an existing product; or (b) introduce a new 

way of making a given product that is fundamentally different from the existing 

process. As a result, such type of disruptive technology usually requires new 

skills, capabilities, and knowledge in both the development and production of a 

product. As Tushman and Anderson (1986: 442) claim, "The hallmark of 

competence-destroying discontinuities is that mastery of the new technology 

fundamentally alters the set of relevant competencies within a product class. " 

In fact, past success in a single technical field may make it even more difficult for 

the incumbent firm to compete effectively in a new technological environment. 

This is particularly the case when the firm has become a specialist in the old 

technology. In this situation, the incumbent's existing resources are often too 

specialised to be applied in the new environment. As a result, following the 

introduction of a new competence-destroying technology, an established 

competitor often finds itself in a competency trap, unable to compete effectively 

in the new field. The firm's decision. therefore. to embrace the new technology 

becomes difficult because the risks associated with an unsuccessful response are 
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too big. As Mitchell and Singh (1993) found in their study in the medical 

diagnostic imaging industry, a failed attempt to expand into a new technological 

field may sometimes be even more harmful to an incumbent's existing business 

than non-expansion. 

Therefore, following the introduction of a radical technological innovation, 

established firms face the following important question: How can they adopt the 

new technology without undermining the value of their existing technology, and 

thereby hurting their established business? Firms that achieve the crucial balance 

of maintaining their existing technology while simultaneously embracing the new 

one will be able to enjoy superior returns in the long term. The key issue, 

however, is how to do that successfully. I turn to this point next. 

Recent work on disruptive technologies suggests that competing effectively in two 

different technological environments is possible under certain conditions. A 

number of authors argue that an established firm can successfully maintain its 

existing technology while at the same time move into the new technological field 

it it separates the technologies into two independent units (e. g.. Bower & 

Christensen, 1995; Christensen, 1997; Christensen & Bower, 1996, Cooper & 

Smith, 199?: Utterback, 1994). These authors suggest that by setting up different. 

autonomous units (or divisions) the firm can avoid the pitfalls that exist between 

the two conflicting technologies and minimise the underlying risks. This will 
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subsequently enable the firm to compete successfully in both technological fields 

simultaneously. 

For example, Bower and Christensen (1995) argue that an incumbent firm must 

place responsibility for building a disruptive-technology business in an 

independent organisation by forming teams into skunk-works projects to keep 

them away from the mainstream business. This way the firm will avoid any 

potential spillover of the established corporate culture, policies, and systems that 

may impede the development of the new technology. As the authors claim: 

"To commercialise and develop the new technologies, managers must protect 

them from the processes and incentives that are geared to serving established 

customers. And the only way to protect them is to create organisations that are 

completely independent from the mainstream business" (1995: 44-45). 

Setting up a separate organisation, they argue, is essential when the disruptive 

technology has a lower profit margin than the existing business and serves the 

unique needs of a new customer segment-7. Companies should keep the new unit 

independent from their mainstream business even when the emerging market that 

develops around the disruptive technology becomes large and commercially 

viable. Integrating the new unit into the mainstream organisation. they claim, can 

11 

- The authors maintain that an independent organisation is not necessary when the technology is 
sustaining (i. e.. it maintains a rate of improvement by giving mainstream customers something 
more or better in the attributes they already value), or when it is more financially attractive than 
existing products. This is so because in those situations the company's normal resource-allocation 
process naturally provides the new business with the resources needed. 
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be disastrous as major conflicts often arise between the new business and the 

existing one over resource allocation policies, and whether or when to cannibalise 

established products and services28 

Cooper and Smith (1992) also provide support in favour of separating two 

different technologies into independent units. In a study on how established 

leading firms responded to various threatening technological innovations, the 

authors assert that a decision to embrace the newly created business must take into 

consideration, among other things, the degree of organisational separation 

between the new and traditional product activities. Specifically, they considered 

whether the leading incumbents created a separate, independent organisation to 

compete in the new technology or forged, instead, close organisational linkages 

between new and traditional product activities. Their findings indicated that "in a 

number of cases where the new and traditional technologies were fundamentally 

different, decisions to use the established organisation proved to be ill-advised" 

(1992: 64). 

Other management scholars have also addressed the potential advantages of 

creating a separate unit to compete in the new technology. For example, 

Utterback (1994) argues that established firms can gain a foothold in markets 

S Bower and Christensen argue that keeping the two businesses separate is necessary despite the 
potential savings that may result from sharing the fixed costs associated with engineering. 

- 17 
manufacturing. sales, and distribution activities across a broader group ot'customers and product,,. 
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generated by a radical technological innovation by setting up autonomous. 

independent units to exploit the organisational flexibility and entrepreneurial spirit 

that are required to succeed in the new environment. Utterback offers various 

examples of how established competitors organised separate units (or divisions) to 

bridge technological discontinuities. 

In particular, he describes how IBM successfully entered the personal computer 

market through a separate dedicated unit set up far from the company's 

headquarters. He also offers the examples of Ford Motor Company and General 

Motors that both formed separate units (Team Taurus and Saturn Motor 

Company) to introduce their respective new model cars in the market. In each 

case, Utterback argues, 

"The task of creating the competencies needed to successfully bridge into chosen 

markets hinged on creating organisations with clear mandates and a great deal of 

independence from the staffs, committees, and other encumbrances of their 

parent companies" (1994: 229). 

In summary, the preceding discussion has suggested that one way that an 

established firm can manage successfully two conflicting technologies at the same 

time is to place responsibility for building a disruptive-technology business in an 

independent organisation (or business unit). Based on the argument that a 

disruptive technology shares many similarities with a disruptive strategic 

innovation, the ideas presented above can also apply in the case of strategic 

innovation. It can therefore be argued that one way that an established firm can 
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embrace a disruptive strategic innovation successfully will be to form a separate 

unit (division or subsidiary) to compete in the new business. By creating this new 

unit, the firm can reduce (or completely eliminate) some of the underlying risks 

involved between the two conflicting strategic positions, and hence compete 

effectively in both positions simultaneously. 

For example, when the responsibility for building the new business is placed in a 

separate unit, this unit will be able to focus on a specific customer segment that 

particularly values the product or service attributes made available by the 

disruptive innovation (e. g., faster and more convenient banking services, cheaper 

insurance products, low-cost flying, low-commission online brokerage services, 

etc. ). Since often these new customers are different from the organisation's 

mainstream customers, the firm will avoid, to a large extent, any cannibalisation 

issues that may arise following its decision to embrace the strategic innovation. 

Moreover, by entering the new strategic position as a separate unit (with its own 

culture, incentives, and priorities), the firm may also be able to manage effectively 

various other conflicts as well. These may include: the risk of undermining the 

company's image or reputation and the value associated with it; the risk of 

destroying the overall culture of the organisation; the risk of adding activities that 

may confuse the employees and customers regarding the company's incentives 

and priorities; and finally, the risk of defocusing the organisation by trying to do 

everything for everybody. Therefore. the firm will be able to reduce the negative 
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impact that these risks have on its effectiveness to compete in the two different 

strategic positions. 

Insights from the field research 

The insights generated from my field research also provide support for the 

arguments discussed above. Various established companies that participated in 

this fieldwork have embraced a disruptive strategic innovation by setting up a 

separate unit (division or subsidiary) to compete in the new business. These 

companies include HSBC Bank, Royal Bank of Scotland, British Airways, and 

Royal & Sun Alliance. Many of the senior executives that I interviewed as part of 

the field research have stressed the fact that the main reason for creating the new 

organisation was to minimise the underlying risks associated with playing two 

games at the same time. (Table 10 provides a summary of the main finding,, from 

this field research regarding different ways an established firm can employ to 

manage the underlying conflicts between two different strategic positions. ) 
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Table 10. Insights from the field research 

Potential conflicts between two different 
strategic positions 

Proposed managerial policies to manage 
these conflicts 

Risk of cannibalising the existing customer Let the two businesses coexist under the same 
base. organisational structure and divisions for a 

period of time (e. g., Lan & Spar Bank). 

Use finer customer segmentation techniques 
Risk of destroying or undermining the value of (e. g., Edward Jones & Co.. HSBC Bank 
the existing distribution network. through First Direct). 

Offer new products/services as complimentary 
Risk of compromising the quality of service to the existing ones (e. g., HSBC Bank. 

offered to customers. Offer new products and services that differ 
from the existing ones along various 
dimensions such as price. quality, targeted 

Risk of undermining the company's image or customer segment. level of personal service 
reputation and the value associated with it. provided, etc. (e. g., Lan & Spar Bank. HSBC 

Bank). 

Share hack-office activities to minimise 
Risk of destroying the overall culture of the operating costs (e. g.. HSBC Bank). 
organisation. 

Offer a different value proposition to a new 
customer segment (e. g.. HSBC Bank, Lan ýc 

Risk of adding activities that may confuse the 
Spar Bank). 

employees and customers regarding the 
' 

Create a separate unit to compete in the new 
s incentives and priorities. company business (e. g.. HSBC Bank with First Direct. 

British Airways with Go Air. Royal Bank of 
Scotland with Direct Line Insurance, Royal 

Risk of defocusing the organisation by trying to Sun Alliance with Insurance Services). 

do everything for everybody. 
Create a new, distinct. culture for the new unit 
and try to protect (or 'ring-fence') it from the 
established business (e. g., HSBC Bank. Royal 

Risk of shifting customers from high-value Bank of' Scotland, British Airways). 

activities to low-margin ones. 
Use different evaluation & reward mechanisms. 
employee incentives, and budgetary/investment 

policies to manage the new unit (e. g.. HSBC 
Risk of legitimising the new business, thus Bank. Roal Bank of Scotland. British 
creating an incentive for other companies to Airways). ' 

also enter this market. 
Appoint a ne CEO (or division manager for 

the new unit (e. g.. HSBC Bank. Royal Bank of 
Scotland. British 
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For example, Royal & Sun Alliance has responded to the introduction of direct 

(telephone) insurance in the UK general insurance industry by forming a separate 

unit called Insurance Services29. At the time this new unit was formed (in 

October 1987), there was major concern in the company whether going direct 

would work. Members of the top management team were worried that if the new 

direct selling approach worked, it would upset the existing brokers. These 

concerns led to a debate among top managers whether Royal should introduce 

direct insurance or not. One of those in favour of the idea was the managing 

director, Peter Jordan. As Peter Tillotson (Manager, Direct & Retail Division) 

explained in an interview30, Jordan pushed the idea forward and the company 

finally decided to set up the new direct insurance business as a separate, stand- 

alone company to sell primarily motor insurance over the telephone. The unit was 

located in Bristol, away from the corporate headquarters. The physical separation 

from the head office, Tillotson argued, was important to avoid major internal 

conflicts regarding the culture of this new organisation, its targeted customer 

segment, the type of products and services it offered, and the use of a direct 

selling approach that bypassed the company's existing network of brokers and 

agents. 

- The new unit was initially created by Royal Insurance, More the company merged with Sun 
Alliance to form Royal & Sun Alliance. 
30 The interview took place in September 1998. in Horsham. West Sussex. 
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Midland Bank (now member of HSBC Group) also placed responsibility for 

building its direct banking business in an independent organisation by creating 

First Direct. As Graham Picken (Chairman of First Direct) explained in an 

interview I conducted with him in October 1998, Midland Bank decided to set up 

the new direct bank as a separate organisation primarily to manage the underlying 

conflicts between the two different strategic positions in the industry. In his 

opinion: 

"The question is not whether conflicts exist between the traditional retail banking 

business and direct banking. They do exist and are important. The key question 

is how well the company manages these conflicts, which will ultimately 

determine its success in competing in the two different businesses. " 

According to Picken, Midland Bank was able to manage the underlying conflicts 

successfully by allowing First Direct to operate (from the very beginning) as an 

independent organisation under a different name and with its own distinct culture. 

The new bank, he continued, was set up specifically as a green-field operation to 

offer a new value proposition to a newly identified customer segment, by 

distancing itself from the traditional branch-based activities and Midland's 

existing business and corporate culture. Another indication of the desire to create 

an entirely new organisation, Picken argued, was the fact that the name of the new 

unit did not include the word 'Bank' to further emphasise the disassociation from 

traditional banking. First Direct had the freedom to set up its own processes, 

organisational structure and incentives, and create its own distinct culture. Senior 

executives from other established firms that participated in the field research have 
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also emphasised the importance of creating a separate, independent organisation 

specifically to compete in the new business (see Table 10). 

Therefore, based on the discussion in this section, the following proposition will 

be tested: 

Proposition 7: On average, an established firm will be more effective in 

competing in two different strategic positions (or businesses) in the same industry 

simultaneously if it forms a separate unit (division or subsidiary) specifically to 

compete in the new business. 
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3.5. Insights from the Organisational Theory Literature 

Section 3.3 argued that a disruptive strategic innovation can be viewed as a 

special case of related diversification, and maintained that embracing the newly 

created business is like diversifying into a new (related) business unit. DrawinC 

from the related diversification literature, Proposition 6 then suggested that the 

more strategically related these two businesses are, the more effective an 

established firm will be in simultaneously competing in both strategic positions. 

Further, Section 3.4 also argued that, on average, one would expect an established 

firm to be more effective in maintaining two different strategic positions in the 

same industry if it forms a separate unit specifically to compete in the new 

business. These assertions can be summarised in the following statement: 

An established firm will be more effective in simultaneously competing in two 

different strategic positions in the same industry when (a) the degree of strategic 

relatedness between the two positions (or businesses) is high; and (b) it creates a 

separate unit (division or subsidiary) specifically to compete in the new business. 

This section develops these ideas further by focussing only on those established 

players that form a separate unit to compete in the new business. The objective 

here is to examine whether there are any significant performance differences 

within this group of established firms by identifying additional factors that may 

affect their effectiveness to play two games at the same time. Proposition 7 has 

suggested that by creating a separate unit an established firm will be better able to 

successfully embrace the new way of competing in the industry. without 
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undermining its existing business and strategic position. However, this assertion 

is rather limited in scope. It simply suggests that, on average, firms that form a 

separate unit will be more effective than those that choose to embrace the new 

way of competing in the industry through the company's existing organisational 

structure and divisions. The discussion in Section 3.4 did not address some 

important issues with regard to the performance of particular companies within 

the group of firms that did form a new unit. 

For example, would the decision to create a separate unit to compete in the new 

business lead to similar levels of performance for all the established firms 

regardless of how these firms manage this new unit? Would the actual degree of 

separation (or independence) given to the new unit be the same for all firms across 

all industries? Alternatively, would these firms employ the same policies and 

mechanisms to manage the new unit? The answers to these questions will most 

likely be `No'. One would expect that there would be a certain degree of variation 

among these established firms with regard to how they manage the new business, 

or how independent (or autonomous) the new unit is from the corporate 

headquarters. As a result. one would also expect to find some significant 

performance differences among these established firms on how effective they are 

in responding to a disruptive strategic innovation. It will be interesting, therefore. 

to explore these issues further and identify some additional factors that may affect 
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the overall effectiveness of these firms (thereby reducing the unexplained 

variability in the model). 

It becomes clear that since different firms often use different ways to manage the 

new unit, their overall effectiveness in embracing the disruptive strategic 

innovation would depend on the particular managerial policies they employ to 

create the underlying organisational context to compete in the new business. A 

key question then arises: What are the appropriate managerial policies (or 

administrative mechanisms) that the corporate headquarters of an established firm 

can employ to effectively manage the new business? Put differently, how can the 

corporate headquarters achieve a balance between maintaining (or improving) the 

firm's performance in the existing business while at the same time managing 

effectively the new unit to achieve a high level of performance in the new 

business? To answer these questions, this section draws from relevant arguments 

discussed in the organisational theory literature regarding the various policies a 

multi-business firm can employ to manage effectively its different divisions. This 

literature can offer useful insights to better understand how an established firm 

can compete successfully in two different and conflicting strategic positions in the 

same industry. 
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Identifying the appropriate managerial policies to manage the new unit 

Recent work in the organisational theory literature has argued that since different 

divisions (or business units) within the same multi-business firm often face 

different levels of volatility and uncertainty in their external environments, and 

often pursue different business level strategies, then the administrative 

mechanisms and controls that the corporate headquarters uses to manage these 

divisions should differ accordingly. These mechanisms may include creating a 

new, distinct culture for the various business units, using different evaluation and 

incentive systems, as well as different reward schemes. and budgetary and 

investment policies. In addition, the corporate headquarters can also grant these 

units different degrees of decision-making autonomy to take strategic, financial, 

and operational decisions. Through these mechanisms, the corporate headquarters 

can create the appropriate organisational context to manage effectively internal 

differentiation within the multi-business firm, and support its overall corporate 

strategy. 

A number of empirical studies have provided evidence suggesting that the design 

of such differentiated administrative systems can facilitate the implementation of 

the variety of strategic business unit (SBU) strategies being pursued by diversified 

corporations, and thus enable these companies to manage internal differentiation 

effectively (e. g., Govindarajan, 1986.1988, Govindarajan & Fisher. 1990; Gupta. 

1987, Gupta & Govindarajan, 1986, Lawrence & Lorsch, 1967). Although 
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several reasons exist for expecting the strategic contexts of SBUs to influence the 

characteristics of corporate-SBU relations and the use of different administrative 

mechanisms, the dominant rationale derives from the information-processing 

perspective on organisation design (e. g., Galbraith, 1973; Tushman & Nadler. 

1978). According to this perspective, unless an organisation's information- 

processing capacity adequately meets its need for information processing, the 

decisions that emerge will be flawed or late, thereby resulting in sub-optimal 

performance. 

Building on this principle, organisation theorists argue that a key purpose of 

organisational design is to enable each division (or business unit) of a multi- 

business firm to cope with its information-processing requirements and compete 

effectively in its market. These information-processing requirements are 

influenced by two main sources of uncertainty: (a) uncertainty of the external 

competitive environment; and (b) uncertainty of the tasks a division needs to 

perform according to its chosen competitive strategy. As Galbraith (1973) and 

Tushman and Nadler (1978) have suggested, the greater the uncertainty and/or 

diversity of the task, the greater the amount of information needed to be processed 

during the decision making and task execution in order to achieve a given level of 

performance. Therefore, uncertainty is the core concept upon which the 

organisation design frameworks are based (e. g.. Govindarajan. 1988; Gupta, 1987; 

Lawrence & Lorsch, 1967). 
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With regard to uncertainty of the external environment, it has been well 

established that the structures of organisations should be differentiated according 

to the characteristics of the external competitive environments they face (e. ̀ ., 

Lawrence & Lorsch, 1967). This argument is obviously applicable to multi- 

business firms: different divisions (or SBUs) compete in different industries and 

hence face different levels of environmental uncertainty. The relevant literature 

suggests that divisions that compete in an uncertain and volatile competitive 

environment (characterised by a high degree of complexity and unpredictable 

market demand) need a more decentralised organisational structure. This 

decentralised organisation is necessary to enable the divisions to deal effectively 

with the higher information-processing requirement they face due to the greater 

uncertainty in the market, and react quickly and flexibly to environmental changes 

and other disruptions. 

Conversely, divisions that compete in industries that are characterised by low 

levels of environmental complexity often face a relatively stable competitive 

environment and less volatility in the market. Since these divisions confront 

lower levels of uncertainty in their external environment, they require a lower 

level of internal information-processing capacity to respond effectively to any 

changes in the underlying market conditions. In these situations, therefore, a 

multi-business firm could adopt a more centralised control system in order to 
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achieve co-ordination and integration within the firm, and more effectively exploit 

potential interdependencies (e. g., Govindarajan, 1986; Lawrence & Lorsch. 1967). 

Regarding task uncertainty, various authors have argued recently that the 

competitive strategies adopted by divisions determine, to a large extent, the 

uncertainty with which these divisions must cope (e. g., Govindarajan, 1986.1988, 

Govindarajan & Fisher, 1990; Gupta, 1987; Gupta & Govindarajan, 1986). 

Contrary to the uncertainty in the external environment, the type of uncertainty 

that exists in these situations relates to the particular tasks that each division has to 

perform in order to compete effectively in its respective environment. As the task 

environment becomes more uncertain, there will be need for more information. 

Based on the characteristics of the competitive strategy a division chooses to 

follow, as well as its overall strategic context, the task uncertainty faced by this 

division will vary accordingly, and so will its information-processing requirement. 

A division that follows a differentiation strategy faces a higher level of 

uncertainty in its task environment because this strategy requires innovation, 

flexibility and dynamism to be effective (e. g., Porter, 1987). Such a division, 

therefore, would benefit from high degrees of decentralisation, as well as more 

flexible administrative mechanisms and controls. On the other hand, a division 

that follows a low-cost strategy often faces a more stable task environment 

characterised by lower degrees of uncertainty with regard to strategic and 
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operational decisions. Hence, this division requires less autonomy and more 

centralised administrative controls so that corporate headquarters can monitor 

divisional operations more closely to ensure that costs are controlled efficiently, 

and that the division benefits from scale economies (e. g., Govindarajan, 1986. 

1988; Gupta, 1987). According to Govindarajan (1988: 833): 

"Centralisation is possible at low levels of uncertainty because the information 

processed does not overburden an organisation's hierarchy. However, as 

uncertainty increases, more exceptions arise that must be referred upward in the 
hierarchy. As more exceptions are referred upward, the hierarchy becomes 

overloaded. Serious delays develop between the upward transmission of 
information about new situations and a response to that information downward. 

An effective way to deal with such a situation is to move the level of decision 

making to where information exists rather than to bring it upward in the 

hierarchy, suggesting decentralisation in decision making as a response to 

increased uncertainty. " 

In summary, a division that competes in an industry characterised by high levels 

of environmental and task uncertainty requires a higher degree of decentralisation 

(i. e., more decision-making autonomy), as well as more flexible administrative 

mechanisms and controls (such as evaluation and incentive systems). In contrast. 

a division that competes in an industry characterised by low levels of 

environmental and task uncertainty requires less autonomy and more centralised 

administrative mechanisms and controls. 
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Implications for strategic innovation 

Established firms that embrace a disruptive strategic innovation will often face a 

high level of uncertainty in the newly created business that will arise mainly from 

two distinct sources: (a) uncertainty in the new external competitive environment 

in which the firm will be competing; and (b) uncertainty with regard to the 

particular tasks this firm (or its newly formed unit) will perform in the new 

strategic position. These two types of uncertainty are described next. 

Environmental uncertainthv 

The first type of uncertainty with regard to the new external competitive 

environment arises because the established firm will have to compete in a new 

market that is characterised by fundamentally different competitive conditions 

than the ones currently in place in the industry (despite the fact that the new 

market will be in the same industry). As it has been demonstrated throughout this 

thesis, a disruptive strategic innovation breaks the established rules of the game in 

the industry and creates an essentially different business model. By responding to 

this innovation, therefore, the firm will essentially enter a new business that is 

radically different from the existing way of competing in the industry. 

Not only is the new business fundamentally different from the traditional one, it is 

also not thoroughly defined, particularly at the early stages. It is often the case 

that the underlying competitive dimensions in the new environment are not clear. 
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Consider for example the UK banking industry. The external environment that a 

traditional retail bank faces in this industry is very different from the new 

competitive environment that emerged following the introduction and dramatic 

growth of direct banking. As the following paragraphs explain, the degree of 

uncertainty that exists in these two environments also varies accordingly. 

The external competitive environment in the traditional retail banking business in 

the UK is more stable and less dynamic compared to the new direct banking 

business. This is so mainly because retail banking has reached a mature stage of 

evolution. This business is characterised by relatively high levels of industry 

concentration, with few major competitors controlling a large share of the market. 

Moreover, through their long service and experience in the industry, the 

established retail banks also got to know well the needs and preferences of their 

mainstream customers. As a result, the rules of the game are clear and well 

defined for all major banks and building societies operating in this traditional 

retail banking business. One can therefore argue that the external competitive 

environment that the established banks face in their mainstream branch-based 

business is characterised by relatively low leivels of uncertainty. 

In contrast, the external competitive environment in the new direct banking 

business is much more complex, dynamic, and volatile. Numerous arguments 

have been presented throughout this thesis suggesting that the new direct banking 
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business has radically redefined the existing competitive dimensions in the 

industry. Direct banks have targeted different customers with new/different needs 

and preferences, and offered these customers new/different products and services 

through new channels of distribution. Moreover, compared to the established 

banks and building societies competing in the traditional retail banking business, 

the competitors that entered the new direct business are also different. New start- 

up companies (like First Direct), niche players in the industry (like Yorkshire 

Bank), leading competitors (like Barclays and NatWest), as well as companies 

from other industries (like Egg, the direct banking arm of Prudential Insurance) 

have all entered the new business. These new competitors have targeted different 

customers, with different needs and preferences, and brought new products and 

services into the market. As a result, they have introduced more complexity and 

increased the overall volatility in the UK direct banking business. Therefore, the 

external competitive environment in this new business is characterised by 

relatively high levels of uncertainty. 

The example of the UK banking industry has demonstrated that the external 

competitive environment that is created following the introduction of a disruptive 

strategic innovation is characterised by a high degree of uncertainty. The same 

arguments presented above also apply in other industries where a disruptive 

strategic innovation has been introduced. Compared to the traditional business. 

the new competitive environment is significantly more complex and volatile, 
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particularly during the early growth stages of the newly identified business. 

These ideas can be summarised in the following statement: 

Established firms that embrace a disruptive strategic innovation are likely to face 

a high degree of uncertainty in the new external competitive environment. 

Task uncertainty 

Task uncertainty is generated primarily because established firms that enter the 

newly identified strategic position will almost always adopt a different 

competitive strategy in this new business compared to their existing way of 

competing. After all, a disruptive strategic innovation, by definition, leads to the 

identification of a new strategic position in the industry that breaks the existing 

rules of the game and requires firms to compete in a fundamentally different way. 

Therefore, established firms that embrace the strategic innovation will have to 

perform a new set of activities that are tailored particularly for this new position. 

These activities will most likely be very different from the ones incumbents have 

traditionally performed in their established business (in fact, the two sets of 

activities are often incompatible). Because the firms are not yet fully familiar 

with the new business and underlying competitive dimensions, the new set of 

activities (or tasks) will involve a high degree of uncertainty. Since the new 

business is still growing, established firms will have to be creative and flexible if 

they are to succeed in this new dynamic and volatile market. This need for 
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innovation and dynamism will also increase the uncertainty associated with the 

particular tasks that these firms will be required to perform. 

For example, an established airline company may find it difficult to combine and 

introduce all the different activities needed to compete in the new low-cost, point- 

to-point airline business simply because the company is not familiar with the new 

set of activities. The fact that the airline does not have any experience in this new 

type of business (which differs substantially from its traditional full-service, hub- 

and-spoke system) generates a certain degree of uncertainty with regard to the 

appropriate tasks it has to perform. The same is also true for a full-service 

brokerage firm embracing the new online trading business; or a retail bank 

entering the new direct banking business; or a traditional insurance company 

(with an extensive network of agents) offering its products and services directly to 

customers, etc. In general, any established firm that embraces a disruptive 

strategic innovation will face a certain degree of uncertainty in the activities/tasks 

that are required to compete in this new business. Therefore, the following 

assertion can be made: 

Established firms that embrace a disruptive strategic innovation are likely to face 

a high degree of task uncertainty with regard to the particular set of activities they 

will have to perform in this new strategic position. 
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Managing the new unit in the face of environmental and task uncertainty 

The preceding discussion has illustrated that established firms that embrace a 

disruptive strategic innovation will face a high degree of uncertainty in the new 

external competitive environment, as well as in the tailored set of activities (or 

tasks) that they will have to perform in order to succeed in the new business. A 

key question, therefore, arises: How can these firms manage effectively the new 

business in the face of this environmental and task uncertainty`? Before 

addressing this question, however, it is important to emphasise again that the 

established firms under consideration here are only those that have created a 

separate unit specifically to compete in the new business. Therefore, the main 

issue is how these incumbents can manage effectively the newly formed unit as a 

separate business. In other words, the aim is to identify the appropriate 

managerial policies that the corporate headquarters can employ to enable the new 

unit to deal effectively with the underlying uncertainty in its market. 

According to theoretical arguments in the organisational theory literature 

discussed earlier, the structures of organisations should be differentiated based on 

the overall level of environmental and task uncertainty they face. In particular. it 

was suggested that when divisions (or business units) face a high level of 

uncertainty, a more decentralised structure is proposed. Namely, the corporate 

headquarters should grant these divisions decision-making autonomy and use 

different administrative mechanisms to manage them more effectively. 
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The same arguments can also apply in situations where established firms have 

created a separate unit to embrace a disruptive strategic innovation. Because the 

new unit will compete in a business characterised by a high degree of 

environmental and task uncertainty, the corporate headquarters will have to grant 

this new organisation decision-making autonomy to take strategic, financial, and 

operational decisions. The corporate centre will also need to use different 

administrative mechanisms (compared to the traditional business) to manage the 

new unit effectively. In other words, the established firms will have to create the 

appropriate organisational context that will enable this new unit to compete well 

in the new business amidst the high levels of uncertainty it will face. 

The various administrative mechanisms that can be employed in the new unit may 

include different evaluation and reward systems, specific incentive schemes for 

the employees, as well as different budgetary and investment policies. The 

corporate headquarters may also create a distinct culture and a new mindset in this 

unit in order to support and promote its different strategy, and reinforce its 

tailored set of activities. For example, since the new business is at an early 

growth stage, the established firms may need to have longer time horizons in 

evaluating certain projects that are carried out by the new unit. They may also 

need to have different mechanisms in place for setting up the annual budget and 

deciding on major investments and other projects to be financed and carried out in 
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this unit. Since the new organisation competes in a growing business in an 

uncertain and volatile competitive environment, the corporate headquarters may 

need to use more subjective evaluation and reward measures for managers and 

employees in the new unit, compared perhaps to the more objective. output-based 

control measures used for assessing performance in the firm's mainstream 

business. 

For the same reasons, the overall incentive systems for these managers and 

employees should rely on criteria based more on growth objectives and subjective 

assessment measures, rather than on the unit's overall financial performance using 

pre-specified, strict formulas such as, for example, a certain percentage of the 

unit's operating profits. Like the case of any new entrepreneurial venture, the 

main objective for the unit at this early stage of evolution is to grow, attract new 

customers, and increase its market share. Profits will follow later. Finally, the 

corporate headquarters may actively try to create a new culture for this separate 

unit, which will be distinct from the firm's established corporate culture and the 

longstanding mindsets, norms, and values that are present in the traditional 

business. 
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Additional support from the field research 

The results of the fieldwork, which was carried out in the early stages of this 

research, also provide additional support for these ideas. For example, HSBC 

Bank, Royal Bank of Scotland, and British Airways have created separate units 

(or subsidiaries) to compete in the new business (First Direct. Direct Line 

Insurance, and Go Air, respectively), and used different managerial policies to 

manage these new units. As Table 10 in Section 3.4 indicated, these policies 

included different evaluation and reward mechanisms, employee incentives, and 

budgetary and investment policies. Moreover, as senior executives in these 

companies had stated in the interviews, the three newly formed organisations have 

also created their own distinct culture, which the parent companies actively tried 

to protect (or ring-fence) from the overall culture in their established businesses. 

For example. Graham Picken (Chairman of First Direct) argued that when the new 

direct bank was formed in 1989, Midland executives felt that in order to attract 

new customers they had to create a totally new unit as a green field operation, 

which would be independent from Midland's existing business. As a result, he 

maintained. 

"First Direct was formed as a stand-alone company and had the freedom to set up 

its own processes, organisational structure, incentive and control mechanisms, 

and create its own distinct culture. Kevin Newman [First Direct's Chief 

Executive] was able to act like a buffer zone, mediating the relationship between 

Midland Bank and First Direct, and maintaining the right balance between the 
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two organisations (both cultural and structural) in order to keep them 'separate 

but together'. " 

Similarly, Royal Bank of Scotland also employed different mechanisms to 

manage its newly formed company, Direct Line Insurance. According to Peter 

Woods (Founder of Direct Line), Royal Bank of Scotland gave the new company 

the operational autonomy to run the day-to-day operations. In his words: 

"I was given the freedom and power to build a new company that would be 

independent from Royal Bank of Scotland. As a result, I was able to hire new 

people from outside the bank, and set up Direct Line Insurance as a separate 
business with its own culture, processes, employment policies, and incentives. 

The company was characterised by a friendly, pleasant, and rewarding 

environment for people to work in31. " 

Finally, Barbara Cassani (Chief Executive of Go Air) has stressed the distinct 

culture of the newly formed airline to emphasise the difference in the 

organisational environment and management style at Go Air compared to British 

Airways32. In her opinion, Go's culture and the overall attitude of its employees 

are very different from British Airways. Go, she claimed, has a very diverse pool 

of employees, from top management to cabin crew. What keeps these people 

together is culture, "a sense of doing something they like and have fun. " 

Compared to British Airways, Cassani maintained. "The concept of Go is new, 

31 The interview with Peter Woods took place in January 1999. 
31 This information is based on a presentation Barbara Cassani gave at London Business School in 
November 1998. 
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exciting, and keeps everybody together. Everything about Go is not British 

Airways. " 

Based on the theoretical arguments presented in this section, as well as the 

insights generated from the field research, two additional propositions will be 

examined: 

Proposition 8: An established firm that responds to a disruptive strategic 

innovation by creating a separate unlit specifically to compete in the new business 

will be more effective in competing in the two different strategic positions the 

higher the degree of decision-making autonomy (or decentralisation) the 

corporate headquarters grants to this unit. 

Proposition 9: An established firn that responds to a disruptive strategic 

innovation by creating a separate unit specifically to compete in the new business 

will be more effective in competing in the two different strategic positions the 

more different the administrative mechanisms that the corporate headquarters 

employs to manage this new writ are (such as culture, budgetary and investment 

policies, evaluation and incentive svstenis, and rewards) compared to the 

established business. 
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3.6. Model Specification 

Following the discussion in this chapter, I propose that the effectiveness of an 

established firm to compete in two different and conflicting strategic positions in 

the same industry simultaneously will depend on the following factors (expressed 

as a mathematical function): 

Effectiveness =f (degree of conflicts between the two businesses; 

degree of strategic relatedness between the two businesses; 

separation of the new business into an independent unit; 

degree of autonomy given to the new unit*; 

administrative mechanisms employed to manage the new unit*) 

* Note: These two factors are only applicable in the case where an established firm 

has formed a separate unit (division or subsidiary) specifically to compete in the 

new business. 

Similar to the model developed in Chapter 2 to address the first research question 

on the factors affecting a firm's likelihood of response, the above-proposed 

theoretical model does not exhaustively explore all the factors that influence the 

effectiveness of an established firm to play two games at the same time. Rather. 

like the case for the likelihood of response, the identified independent variables in 

this model are intended to explain some, but not all, of the variance in the 

effectiveness of response. The aim is to examine whether these variables (which 

were identified through a selective and carefully-crafted use of different 

theoretical backgrounds) are important in explaining a firm's effectiveness to 
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compete in two different and conflicting strategic positions in the same industry. 

Additional variables could also be identified as key determinants of effectiveness 

so that by incorporating them in the analysis, the explanatory power of the model 

(or R2) could be enhanced. However, since that was not the objective of this 

thesis, these other potentially significant factors were not considered, by design, in 

the proposed theoretical model. 
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CHAPTER 4 

4. Research Design and Methodology 

The previous two chapters have provided the relevant theoretical background and 

literature review for the thesis. Chapter 2 focused on the first research question 

concerning the factors that influence the decision by established firms to embrace 

a disruptive strategic innovation and move to the newly identified strategic 

position. Chapter 3, on the other hand, addressed the second question regarding 

how established firms can compete effectively in two different and conflicting 

strategic positions in the same industry simultaneously. Based on the relevant 

theories, as well as insights from the field research, a number of propositions were 

developed to address the two research questions. These propositions. and the 

respective theoretical models, are restated here. 

-15- 



CHAPTER 4. Research Design and Methodology 

Research Question 1: Theoretical model and propositions 

The proposed theoretical model developed in Chapter 2 to address the first 

research question is the following: 

Likelihood of response =f (degree of conflicts between the two businesses; 

degree of similarity between the two businesses; 

level of threat the new business poses to existing business; 

interaction effects) 

Based on this model, four propositions were generated to examine the factors that 

influence the likelihood that an established firm will embrace the disruptive 

strategic innovation and enter the new business. These propositions are: 

Proposition 1: The higher the degree of conflicts between an established firm's 

existing strategic position and the newly identified one, the lower the firm's ability 

to respond, and thus the lower the likelihood that it will embrace the disruptive 

strategic innovation and enter the new business. 

Proposition 2: The more similar the new business is perceived to be by an 

established firnt compared to the traditional way of competing in the industry, the 

higher the firm's motivation to respond, and thus the higher the likelihood that it 

will embrace the disruptive strategic innovation and enter the new business. 

Proposition 3: The more threatening the new business is perceived to be by an 

established firm. the higher that f f1 rm s motivation to respond, and thus the higher 

the likelihood that it will embrace the disruptive strategic innovation and enter the 

neue' business. 
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Proposition 4: The first and second order products between the inverse of the 
degree of conflicts and (a) the degree of similarity between the two businesses; 

and (b) the level of threat that the new business poses to the existing business will 
be positive/v correlated with the likelihood that an established firm will embrace 

the disruptive strategic innovation and enter the new business. 

Research Question 2: Theoretical model and propositions 

The theoretical model developed in Chapter 3 to examine the second research 

question is the following: 

Effectiveness =. f (degree of conflicts between the two businesses; 

degree of strategic relatedness between the two businesses: 

separation of the new business into an independent unit: 

degree of autonomy given to the new unit*; 

administrative mechanisms employed to manage the new unit*) 

* Note: These two factors are only applicable in the case where an established firm 

has formed a separate unit (division or subsidiary) specifically to compete in the 

new business. 

This model will be used to test the following five propositions regarding the 

factors that influence the effectiveness of an established firm to compete 

simultaneously in two different and conflicting strategic positions in the same 

industry. 
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Proposition 5: The higher the degree of conflicts between the two different 

strategic positions (or businesses) that are created in the industry, following the 

introduction of a disruptive strategic innovation, the less effective an established 

firm will be in competing in both positions simultaneously. 

Proposition 6: The higher the degree of strategic relatedness between the two 

different strategic positions (or businesses) that are created in the industry 

following the introduction of a disruptive strategic innovation, the more effective 

an established firm will be in competing in both positions simultaneously. 

Proposition 7: On average, an established firm will be more effective in 

competing in two different strategic positions (or businesses) in the same industry 

simultaneously if it forms a separate unit (division or subsidiary) specifically to 

compete in the new business. 

Proposition 8: An established firm that responds to a disruptive strategic 

innovation by creating a separate unit specifically to compete in the new business 

«will be more effective in competing in the two different strategic positions the 

higher the degree of decision-making autonomy (or decentralisation) the 

corporate headquarters grants to this unit. 

Proposition 9: An established firm that responds to a disruptive strategic 

innovation by creating a separate unit specifically to compete in the new business 

will be more effective in competing in the two different strategic positions the 

more dlfterellt the administrative mechanisms that the corporate headquarters 

employs to manage this new unit are (such as culture, budgetary and investment 

policies, evaluation and incentive systems, and rewards) compared to the 

established business. 
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4.1. Research Design 

The research design is based on an action-response framework. The actions that 

are considered in the research are different disruptive strategic innovations 

introduced in various European and North American industries (the innovations 

were mainly introduced in the UK and the US). Strategic innovation is defined as 

a new, fundamentally different way of competing in an existing industry which 

conflicts with the old, traditional way. The research focuses on the respective 

responses by the established competitors in each industry under consideration, 

with the objective to identify whether and how these incumbents respond to these 

disruptive strategic innovations. This research, therefore, adopts a similar design 

with the one that Chen and his colleagues have used in a number of studies on 

competitive interaction (e. g., Chen & Hambrick, 1995; Chen & MacMillan, 1992; 

Chen & Miller, 1994; Chen, Smith, & Grimm, 1992; Smith et al., 1989,1991). 

Table 11 lists the various disruptive strategic innovations examined in the thesis. 

These actions satisfy the two criteria used in the definition of a disruptive strategic 

innovation: they all identified a new way of competing in an existing industry that 

is radically different from the traditional way of playing the game and also 

conflicting with the established business. 
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Table 11. Disruptive strategic innovations examined in the thesis 

Direct bunking 

(Telephone, PC, or Internet banking) 

Direct general insurance 

(For personal general insurance products such as motor, property, and casualty) 

Direct life & health insurance 

(For individual life & health insurance products, including annuities and pensions) 

Honie-ordering and delivery grocery set-vice 

Online brokerage trading 

Low-cost, no-frills, point-to-point airline service 

Screen-bused electronic trading systems (for stock exchanges) 

(These systems are also known as Electronic Communications Networks or ECNs) 

These disruptive strategic innovations were chosen for two main reasons. First, 

they have all been introduced in industries that are characterised by relatively 

well-defined competitive dimensions. This made it easier to compare the 

traditional way of competing in each of these industries with the new way of 

playing the game following the strategic innovation. As a result, I was able to 

determine (a) whether the newly created business was fundamentally different 

from the existing strategic position in the industry; and (b) whether it conflicted 

with that position. Thereby. I could more objectively classify these "actions" as 

disruptive strategic innovations. 
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Second, these disruptive strategic innovations were selected because they have 

provoked a response by certain established firms in each of the respective 

industries. Several secondary sources were used to identify these responses 

(mainly industry and analyst reports, as well as articles in various business 

journals and newspapers such as Fortune, Business Week, Forbes, The Financial 

Times, The Wall Street Journal, etc. ). It was important for the purposes of this 

study to select strategic innovations that have provoked at least some responses by 

established firms in the industry to have the necessary variation in the data, which 

would then make it possible to address the two research questions empirically. 

Particularly for the second question, it was essential to collect data from a 

statistically large sample of companies that embraced the strategic innovation and 

simultaneously competed in two different strategic positions. This question could 

not have been addressed otherwise. 

With regard to those established firms that did not embrace the new way of 

competing in the industry, it is reasonable to assume that, since the strategic 

innovations were introduced in the period between the late 1980s and mid 1990s, 

these firms had enough time to evaluate the new competitive environment and 

make their decisions accordingly. This minimises the risk of potential sample 

and/or non-response bias across the different industries. 
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The strategic innovations under consideration were introduced in eleven industries 

in Europe and North America. These industries (seven in Europe and four in 

North America) are listed in Table 12. 

Table 12. Industries covered in the thesis 

UK banking industry 

UK general insurance industry 

UK life insurance and pensions industry 

UK retail supermarket industry 

UK retail brokerage industry 

European airline industry 

European stock exchanges 

US general insurance industry 

US life and health insurance industry 

US retail brokerage industry 

US and Canadian stock exchanges 

The research design in this thesis has some distinct advantages over other studies 

that employ a similar action-response framework to examine competitive 

interaction. Previous research in this area has focused mainly on a single industry 

(e. g.. Chen et al. 1992, Chen & MacMillan, 1992, Chen & Miller, 1994, Smith et 

al., 1989,1991). In contrast. the sample used in this thesis is reasonably 

representative of a wide range of industries from Europe and North America. 

This design improves substantially the applicability of the research findings. 
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which can then be generalised more widely across different industry and country 

environments. The distribution of responses by established firms in each of the 

eleven industries and other descriptive statistics about the data are provided in the 

next section. 

4.2. Methodology 

Two different methods were employed in the thesis: (a) field research: and (b) 

survey questionnaire methodology. This section describes the two methods in 

more detail, and provides some relevant information about the field research 

process and the sample data collected from the questionnaires. Issues regarding 

the measurement of the various variables examined in the thesis, as well as some 

additional methodological considerations are also discussed. 

4.2.1. Field Research 

Table 13 lists the ten companies in Europe and the United States that were 

included in the field research. Information is provided about the date the 

interviews took place and the positions of the respective executives who 

participated in these interviews. 
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Table 13. The field research process 

Companies in Europe Companies in the United States 

RovaI & Sun Alliance (UK) Echt 'aid Jones & Co. 

" Date: September 1998 " Date: November 1997 

" Position: Divisional Manager, Integration " Position: Managing Principal (CEO) 

(Direct & Retail) " Date: December 1997 

" Position: (1) COO: and (2) Principal. Fixed 

Income Trading 

Direct Line Insurance (UK) Dell Commuter 

" Date: January 1999 " Date: December 1997 

" Position: Founder and ex-CEO " Position: International Scheduling Spcciali,, t 

Coin, nercial & General Union (UK) Hewlett-Packard 

" Date: February 1999 " Date: December 1997 

" Position: Group Executive Director " Position: N/A 

HSRC Bank (UK) Schltunthei cer 

" Date: October 1998 " Date: December 1997 

" Position: Chairman (First Direct) " Position: Director 

Lein & Spar Bank (Denmark) Hewitt Associates 

" Date: November 1998 " Date: December 1997 

" Position: CEO " Position: (1) Managing Principal (CEO): 

and (2) Principal. Health Care Practice 

The interviews were conducted in person (mainly at the company's Head Office), 

and usually lasted between two and four hours depending on the number of people 

interviewed in each company. For the ones in the United States, I visited Dell 

Computer, Hewlett-Packard, and Schlumberger in Austin. Texas, Edward Jones & 

Co. in St. Louis, Missouri, and Hewitt Associates in Chicago, Illinois. Following 

the interviews, I prepared several short case studies describing the various insights 

-164- 



CHAPTER 4. Research Design and Methodology 

that were generated. The main findings of this fieldwork were described earlier in 

Chapter 3 (see Table 10). 

The companies that participated in the field research can be classified into three 

different categories: (a) ones that have strategically innovated in their industry 

(e. g., Direct Line Insurance, Lan & Spar Bank, Edward Jones & Co.. and Dell 

Computer); (b) incumbents that faced a disruptive strategic innovation (e. g., 

Royal & Sun Alliance, and Commercial & General Union): and (c) firms that 

appear to play two games at the same time (e. g., HSBC Bank, Hewlett-Packard, 

Schlumberger, and Hewitt Associates). Through this specially designed field 

research process, I was able to generate new ideas and insights with regard to the 

following issues. First, how can companies come up with an innovative new idea 

that breaks the existing rules of the came in the industry and successfully 

implement it? Second, how do established players in the industry view a 

disruptive strategic innovation, and what are some of the factors/concerns 

influencing their decision on whether or not to respond to such a disruption? 

Third, what are some of the managerial policies incumbent firms can employ to 

manage effectively the underlying trade-offs that exist between two conflicting 

business models. The interviews provided several practical examples of how 

companies can deal effectively with these three key issues. Overall, the field 

research process enabled me to develop a better understanding about disruptive 

strategic innovation to complement the relevant literature and theory on this topic. 
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4.2.2. Survey Questionnaire Methodology 

In the second phase of the research, I used the ideas developed from the fieldwork 

and the relevant streams of literature on disruptive strategic innovation (discussed 

in Chapters 2& 3) to prepare a detailed questionnaire addressing the two research 

questions. A thirteen-page questionnaire specific for each industry was 

professionally produced and sent by first class mail. A personalised cover letter 

guaranteed full confidentiality and anonymity to respondents, ensuring that only 

aggregate data from all participating companies would be used in the analysis. As 

an incentive, the letter promised the participating companies a copy of the 

research findings. A preaddressed, stamped return envelope was also included 

with the mailing. 

The questionnaire was developed and refined on the basis of several sources: (1) 

the insights generated from the interviews to help identify some of the salient 

issues; (2) review of previous research to locate questionnaire instruments 

appropriate for this study; and (3) discussions of the preliminary drafts of the 

questionnaire with academics in the fields of strategy and marketing to assess 

content validity. A separate questionnaire was prepared for each of the eleven 

industries (a copy of the questionnaire sent to the UK banking industry is 

provided in Appendix A for reference). The questionnaires were sent to the major 

established firms in the eleven industries (see Appendix B). These companies 

were selected based on data published in various market report,, and industry- 
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rankings such as the Bankers' Almanac World Ranking, Association of British 

Insurers Annual Returns, the Financial Times World Insurance Yearbook, 

industry reports by Key Note and Mintel, as well as other relevant secondary 

sources. 

4.2.3. Data 

A total of 740 questionnaires were sent to senior executives in 240 established 

firms in the eleven sample industries. Table 14 provides some summary statistics 

about the survey. 

Table 14. Survey questionnaire methodology: Summary statistics 

Number of questionnaires sent 740 

Number of questionnaires received 1 15 

Response rate 15.59 

Number of questionnaires received from the same company 14 

Number of non-usable questionnaires 3 

Number of usable questionnaires 98 

Percent of usable questionnaires (out of the total 740 sent) 13.? c7ý 

The unit of analysis in the data is the firm. The usable questionnaires represent 

responses from 98 different established firms, and thus form the sample for the 

statistical analysis. The response rate of 15.5% is comparable to other similar 

large-scale surveys of executives and managers (e. g., Achrol & Stern. 1988: 
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Gatignon & Robertson, 1989; Gatignon, Robertson, & Fein, 1997: Robertson. 

Rymon, & Eliashberg, 1995). The questionnaires were sent to different members 

of the firm's top management team who had direct responsibility with regard to 

the disruptive strategic innovation under consideration. The names and positions 

of these executives were obtained by contacting the Head Office of all the selected 

companies in the eleven industries. In most cases, these people were the Chief 

Executive Officer (CEO), the Chief Operating or Financial Officer (COO or 

CFO), the Head of Strategy, or a Senior Vice President. More than one 

questionnaire was sent to each company in order to get responses from different 

executives within the same organisation, and hence control for potential single- 

response bias. 

Fourteen companies returned two completed questionnaires. In these situations, 

the following decision rule was used to select one of the two questionnaires for 

the statistical analysis. I compared the positions of the responding executives 

(this information was provided in the survey) and selected the questionnaire that 

was completed by the higher-ranking executive. I was able to carry out this 

process for all 14 'double' responses. I evaluated single-response bias by 

comparing the answers from both respondents within the same company to 

various randomly selected questions. No significant differences were found in the 

answers given by the two executives, suggesting that single-response bias may not 

he a substantial problem. 
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As illustrated in Table 15, the industries were all well represented in the sample. 

Moreover, the sample was relatively balanced with regard to whether the 98 

companies that participated in the survey had responded to the disruptive strategic 

innovation or not (60 of them embraced the new business in their industry while 

38 did not). 

Table 15. Distribution of industries represented in the sample 

Industry # of companies in 
the sample 

% of sample 

UK banking industry 13 13.3 cl( 

UK general insurance industry 9 9.2c 

UK life insurance and pensions industry 7 7.1 c1c 

UK retail supermarket industry 10 l0.2 % 

UK retail brokerage industry 4 4.1 ý/( 

European airline industry 10 10.2 Yý 

European stock exchanges 1? 12.2(-/( 

US general insurance industry 8 8.2Y 

US life and health insurance industry 9 9.2YY 

US retail brokerage industry 9 92 Yc 

US and Canadian stock exchanges 7 7.1 cl( 

Total sample 98 100 9c 
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4.2.4. Measurement 

The variables used in the proposed theoretical models to address the two research 

questions are described here. Internal reliability estimates (Cronbach's alphas) for 

all the multi-item measures are also provided. 

INDEPENDENT VARIABLES 

Degree of conflicts 

The degree of conflicts between the two different strategic positions in the 

industry was estimated based on managerial perceptions about various risks that 

established firms might face by competing simultaneously in both businesses. 

The following ten conflicts (or risks) were used to measure this variable. 

Table 16. Conflicts included in the questionnaire 

I. Risk of cannibalising existing customer base 

2. Risk of undermining the value of existing distribution network 

3. Risk of compromising quality of service offered to customers 

4. Risk of undermining the company's image or reputation and the value associated 
with lt 

5. Risk of destroying the overall culture of the organisation 

6. Risk of losing focus through adding activities that may confuse the employees and 
customers regarding the company's incentives and priorities 

7. Risk of trying to do everything for everybody, thus defocusing the organisation 

8. Risk of destroying existing distribution network 

9. Risk of shifting customers from high-value activities to low-margin ones 
10. Risk of legitimising the new huffiness, thus creating an incentive for other 

companies to also enter this market 
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Respondents were asked to assess the difficulty of trying to compete 

simultaneously in the two different strategic positions in their industry based on 

these underlying risks. A five-point (Likert) scale was used to measure the extent 

(or size) of each of the risks, ranging from "Not at all" (=1) to "Very much" (=5). 

The scores for the ten items were averaged to provide a mean value of the degree 

of conflicts for every established firm in the sample. The higher the value was, 

the higher the degree of conflicts between the firm's existing business and the 

new way of competing in the industry (and subsequently the lower its ability to 

respond to the strategic innovation). Values ranged from 1 to 4.44, with an 

overall mean of 1.91 (Cronbach's alpha = 0.87). 

In order to test for the interaction effects on the likelihood of response (see 

Proposition 4), the scale was reverse-coded (i. e., for each firm the mean value of 

the ten items calculated earlier was subtracted from 6). A high value in this 

reversed scale was associated with a low level of conflicts, thus indicating that the 

firm's ability to respond to the disruptive strategic innovation was high. 

Level of threat that the new business poses to the existing business 

A four-item scale was used to operationalise this variable. Respondents were 

asked to indicate their agreement on whether (a) the new business was a threat to 

the traditional business: (b) the size of the new business would grow significantly 

relative to the size of the traditional business: (c) the importance of maintaining 
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the existing way of competing in the industry would decrease significantly: and 

(d) companies would invest proportionately more in the new business than in 

maintaining their existing way of competing. A five-point scale was used. 

ranging from "Strongly disagree" (=1) to "Strongly agree" (=5). A mean score of 

the four items was calculated as the measure for statistical analysis. The higher 

the score was, the more threatening the new business was perceived to be to the 

existing business. Values ranged from 1.25 to 5, with an overall mean of 3.32 

(Cronbach's alpha = 0.7733). 

Degree of strategic relatedness/similarity between the two businesses 

Following Verdin and Williamson (1994) and Markides and Williamson (1994, 

1996), 1 operationalised strategic relatedness based on three broad categories of 

strategic assets: (1) customer assets (such as service reputation, customer loyalty, 

brand awareness, and good customer relationships); (2) channel assets (such as 

access to distribution channels and supply networks, and good 

distribution/network relationships); and (3) process assets (such as efficient 

supply chains for made-to-order or standardised products and services, human 

capital, and the overall skill level of the labour force). 

'` The internal reliability estimate of 0.77 for this measure was comfortably above the lower limits 

of acceptability. generally considered to he around 0.5 to 0.6 (Nunnall\. 1978). 
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Eight different indicators of these strategic assets were identified for each of the 

eleven industries in the sample. These indicators included: service requirement 

(i. e., the extent of personal and technical service support a company offers to its 

customers); product or service customisation versus standardisation; media 

advertising; push marketing (i. e., the importance of maintaining a high level of 

marketing expenditures on distribution channels and the associated infrastructure); 

and the overall skill level of the labour force (i. e., the importance of maintaining 

an employee base of high-skilled staff versus one of cost-effective, low-skilled 

staff)34. Respondents were asked to rate the importance of these strategic-asset 

indicators in order to compete effectively in (a) the traditional business; and (b) 

the new business. A five-point scale was used, ranging from "Not important at 

all" (=1) to "Very important" (=5). 

To measure the degree of strategic relatedness between the two businesses (i. e., 

the extent to which the two businesses emphasise the same strategic assets), I 

created a variable counting the number of strategic-asset indicators considered by 

the responding executives to be "Important" or "Very important" for each of the 

two businesses (i. e., those indicators that were rated either `4' or '5' on the scale 

for both the traditional business and the newly created one). The variable was 

coded from 0 (which means that none of the eight indicators was considered 

3' In two of the questionnaires (one for the UK retail supermarket industry and the other for the 
European airline industry ), the choice of indicators used varied slightly in order to better capture 
the importance of some of the underlying strategic assets relevant in these two industries. 
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important for both businesses) to 8 (which means that all eight indicators were 

considered important for the two businesses). The higher the value of this 

variable was, the higher the degree of strategic relatedness between the two 

businesses. Values ranged from 0 to 8, and the mean was 3.8. 

The same variable was also used as the measure for the degree of similarity 

between the two businesses (examined in Proposition 2). The reasoning behind 

this decision was that a high degree of strategic relatedness would also indicate a 

high degree of similarity between the two businesses. Managerial perceptions 

about these two concepts are expected to be in agreement. Consequently, the 

proposed measure for the degree of strategic relatedness also captured adequately 

the extent to which the two businesses were perceived by the responding 

executives to be similar. 

Separation of the new business into an independent unit 

A single question was used to ask the respondents whether a new unit (division or 

subsidiary) was formed in their organisation specifically to compete in the new 

business. Out of the 68 companies that embraced the disruptive strategic 

innovation, 42 (or 62%) formed a new unit while the remaining 26 (or 38c%%) 

competed in the new business within their existing organisational structure and 

divisions. 
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Degree of autonomy 

Based on instruments developed by Hill (1988a), the degree of autonomy (or 

decentralisation) was operationalised using an eighteen-item scale that measured 

headquarters involvement in various operational, strategic, and financial decisions 

affecting the new unit. The values used in the scale ranged from "Always the 

responsibility of corporate headquarters" (=1) to "Never the responsibility of 

corporate headquarters" (=5). A mean score of the eighteen items was calculated 

as the measure for statistical analysis. The higher the score was, the higher the 

degree of decision-making autonomy granted to the new unit. Values ranged 

from 1 to 4.56, with an overall mean of 2.87 (Cronbach's alpha = 0.97). 

Administrative mechanisms 

The four administrative mechanisms examined in the thesis to test Proposition 9 

were: (a) culture; (b) budgetary and investment policies; (c) evaluation and 

incentive systems; and (d) rewards. Using a single question for each of these four 

variables, respondents were asked to evaluate how different these mechanisms 

were in the new unit compared to the established business. A six-point scale was 

used, anchored by "Same" (=1) and "Very different" (=6). The higher the score 

was, the more different the respective mechanism (employed by the corporate 

headquarters to manage the new unit) compared to that in the established 

business. 
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DEPENDENT VARIABLES 

Likelihood of response 

Likelihood of response (defined as the estimated probability that an established 

firm would embrace the disruptive strategic innovation and enter the new 

business) constitutes a dichotomous variable. Therefore, a single question was 

used to ask the respondents whether their company responded to the strategic 

innovation introduced in their industry: 1 represents an established firm that 

responded (i. e., embraced the strategic innovation), and 0 represents non- 

response. 

Effectiveness 

The measure employed for the effectiveness of established firms reflected the 

specific theoretical concerns of this thesis. The aim of the second research 

question was to examine how established firms can compete effectively in two 

different and conflicting strategic positions in the same industry simultaneously. 

Therefore, the focus was not on the absolute financial performance of these firms. 

The latter would depend on a number of factors such as industry and country 

characteristics (and how these varied at the time of response), the state of the 

economy, a firm's particular choice of corporate strategy and implementation 

processes, etc. (e. g., Lenz. 1981). These financial data would he meaningless 

from the perspective of this thesis unless the effects of economy, industry. 

country, and strategic choice were first factored out -a virtually impossible task. 
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Moreover, market- or profit-related performance measures (such as market share 

changes or profitability ratios) are generally available at the aggregate firm level. 

and thus would not have captured the specific focus of this thesis on an 

established firm's effectiveness to compete in two different strategic positions at 

the same time (more on this issue is provided in the next section). 

Therefore, in light of these considerations, and in the interest of increasing 

validity, an established firm's effectiveness was operationalised based on 

managerial perceptions regarding several dimensions of performance rather than a 

single attribute. Specifically, respondents were asked to rate their company's 

effectiveness in responding to the disruptive strategic innovation introduced in 

their industry along the following nine dimensions: (i) prevented the new business 

from expanding into the traditional business and hurting existing operations; (ii) 

prevented existing customers from leaving the company; (iii) attracted new 

customers; (iv) increased revenues and improved profitability; (v) developed new 

skills and competencies; (vi) improved quality of products and services; (vii) cut 

costs; (viii) became more competitive overall in the industry; and (ix) became part 

of the new, growing business. A six-point scale was used, rang in` from "Very 

ineffective" (=1) to "Very effective" (=6). A mean score of the nine items was 

calculated as the measure for statistical analysis. The higher the score was. the 

higher the firm's effectiveness in responding to the strategic innovation and 
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competing in the two strategic positions simultaneously. Values ranged from 2.56 

to 6, with an overall mean of 4.6 (Cronbach's alpha = 0.72). 

4.2.5. Some Methodological Considerations 

Two important issues with regard to the methodology discussed in the previous 

section need to be addressed here. The first issue concerns the use of self- 

assessment measures in operationalising the effectiveness of an established firm to 

compete in two different strategic positions simultaneously. The second issue has 

to do with the simultaneous examination of the main and interaction effects in the 

first theoretical model to estimate the likelihood that an established firm will 

respond to a disruptive strategic innovation (see Proposition 4). These two issues 

are discussed next. 

Use of self-assessment measures 

Although self-assessment measures (such as the ones used in this study) are prone 

to potential bias, they are a commonly used form of performance assessment in 

marketing and strategy research. Several recent studies use such measures (e. g.. 

Gatignon et al., 1997; Govindarajan, 1988, Govindarajan & Fisher. 1990, Gupta, 

1987, Gupta & Govindarajan, 1984,1986, Jaworski & Kohli, 1993; Narver & 

Slater, 1990). Their use is justified by a number of reasons. Firstly, it is 

recognised that the presumably more 'objective' financial measures and sources 
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can be biased as well "because of the ulterior motives for which they are 

produced" (Saunders, Brown, & Laverick, 1992: 184). Secondly, objective 

financial data are generally available at the aggregate firm level and not at the 

business unit (or product market) level. As explained earlier, such aggregate 

financial data would not have captured the dimensions of effectiveness that are 

most relevant for the objectives of this thesis. Finally, self-assessed measures 

have been shown to be reliable (e. g., Dess & Robinson. 1984; Venkatraman & 

Ramanujam, 1986). 

In addition to these reasons, it is also noted that Heneman (1974) provided further 

support for the use of self-assessment measures by reporting a very high 

correlation between superiors' and self-ratings in situations in which subordinates 

are guaranteed anonymity and understand that the objective of data collection is 

scientific, not evaluative. Heneman's conditions were met fully in this study. 

Simultaneous examination of the main and interaction effects 

Proposition 4 examined the effects on the likelihood of response of the first and 

second order interaction between the degree of conflicts and (a) the degree of 

similarity between the two businesses; and (b) the level of threat that the new 

business poses to the existing one. A simultaneous examination of the main and 

interaction effects in the same equation was necessary to test this proposition, a 

process that introduces multicollinearity in the model. Therefore. in order to 
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reduce multicollinearity of the interaction terms with their components, the 

interactions were calculated as the product of the standardised component terms 

before undertaking the numerical analysis. Although this process has no effect on 

the sign and significance of the interaction terms, it did allow for a simultaneous 

examination of the main and interaction effects in the same equation (e. g.. Chen & 

MacMillan, 1992; Chen & Miller, 1994; Neter. Wasserman, & Kutner, 1989; 

Southwood, 1978). 

4.2.6. Statistical Analysis 

Since the likelihood of response is a dichotomous variable. I performed logistic 

regression analysis to test Propositions 1-4, and thus provide answers to the first 

research question regarding the factors that influence an established firm's 

decision to embrace a disruptive strategic innovation. For the second research 

question, I used ordinary least squares (OLS) multiple regression analysis to test 

Propositions 5-9 concerning the determinants of an established firm's 

effectiveness to compete in two different and conflicting strategic positions in the 

same industry simultaneously. The estimated regression equations and the results 

of the statistical analysis are discussed in Chapter 6. 
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CHAPTER 5 

5. Descriptive Results from the Survey Research 

This chapter provides the key descriptive results of the survey using questionnaire 

data collected from the established firms in the eleven European and North 

American industries. These findings offer some interesting insights with regard to 

the way established firms in the sample responded to the various disruptive 

strategic innovations, and the policies they employed to manage simultaneously 

the two different strategic positions in their industry. The results are presented 

through a number of figures that were generated based on aggregated 

questionnaire data from the 98 sample firms. 

The overall outline of the analysis is shown in Figure 4. The questions indicated 

in the outline correspond to those in the questionnaire (see Appendix A for 

reference). 
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Figure 4. Outline of descriptive analysis 

Full sample (98 companies) 

30 companies did not respond 

to the strategic innovation 

(Questions 2-7) 

68 companies responded 

to the strategic innovation 

(Questions 8-21) 

42 formed a new unit35 

(Questions 22-30) 

Full sample (98 companies) 

(Questions 31-37) 

The main descriptive results of the survey are discussed according to this outline. 

Section 5.1 presents the key findings based on data collected from the sub-sample 

of 30 companies that did not embrace the disruptive strategic innovation. Section 

5.2 analyses the data from the 68 incumbents that did respond to the strategic 

innovation. Section 5.3 focuses on the 42 companies (among the 68 that 

The remaining ?0 companies have chosen to compete in the new business through their existing 
organisational structure and divisions. 
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responded) which formed a separate unit (division or subsidiary) specifically to 

compete in the new business. Finally, Section 5.4 offers some descriptive results 

using data from all 98 sample firms. 

5.1. Results Regarding Companies that Did Not Respond 

Figures 5-9 focus on answers provided by the 30 established firms in the sample 

that did not respond to the disruptive strategic innovation introduced in their 

industry. Figure 5 examines the importance of various factors in the decision by 

these firms not to embrace the new business. Figure 6 summarises the perceptions 

of the responding executives within these firms about some key characteristics of 

the disruptive strategic innovation. Figure 7 concentrates on one particular 

characteristic of the strategic innovation, namely how quickly the new business 

has grown. Finally, Figure 8 examines the likelihood that these established firms 

will respond in the future to the disruptive strategic innovation introduced in their 

industry, while Figure 9 focuses on the expected timing of their response. In all 

the figures, average values are provided across this group of 30 companies that 

chose not to embrace the new business. 
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Figure 5 

Factors affecting decision not to respond 

Want to remain focused on our core business 
and existing way of competing 

Invested a lot in existing business and want to 

capitalise on this investment 

Top management not in favour of entering 
new business 

Have more important issues to deal w ith in 

existing business 

Still analysing the situation 

Do not have time and resources to enter new 
business now 

Too difficult to enter new business now 

Do not believe new business is viable 

Do not believe new business is profitable 

Too expensive to enter new business now 

Do not have necessary skills to compete 
effectively in new business 

2.6 

2.5 

3.9 

In this question, respondents were asked to rate the importance of the various 

factors listed above in their decision not to respond to the disruptive strategic 

innovation. A five-point scale was used, ranging from "Not important at all" (=1) 

to "Very important" (=5). The figure shows the mean values for each factor 

across the 30 firms. The higher the value, the more important the factor was (on 
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average) in the decision of these companies not to embrace the new business. As 

illustrated in the figure, on average, the most important reason for not responding 

to the disruptive strategic innovation was because the established firms wanted to 

remain focused in their existing business. The mean value for this factor was 3.9, 

which was significantly bigger than 3 (the mid-point value on the importance 

scale)36. The fact that these companies had invested a lot in this business. and 

hence wanted to capitalise on this investment, was also an important reason in 

their decision not to respond to the disruptive strategic innovation. The average 

rating for this factor was 3.6, which again was significantly bigger than the mid- 

point value of 3 on the importance scale used for this question37. 

In addition, the data on this question indicated that, out of the 30 companies that 

did not embrace the new business, 14 of them (or 46.7%) rated the factor "Want 

to remain focused on our core business and existing way of competing" as very 

important. This finding is in line with Porter's suggestions that companies should 

focus on one strategic position in the industry and avoid playing two games at the 

same time. The data showed that almost half of the companies that did not enter 

"A one-tailed statistical test was conducted to test the null hypothesis Ho: µ<3 against the 
alternative hypothesis Ha: p>3, using the calculated mean value of the factor (3.9) as the point 
estimate for p. The t-statistic for this test was 3.66 (p-value < 0.001). Based on this result the null 
hypothesis that µ<3 was rejected, and it was thus concluded that the mean value for this factor 
was significantly `Treater than 3. (Note: The same procedure was used for all other one-tailed 
hypothesis tests reported in this chapter). 
3' The t-statistic for this one-tailed test was 2.49 (p-value < 0.01 ). 
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the new business made that decision because they wanted to concentrate on their 

existing business. 

The following statements, given by senior executives from sample companies that 

did not embrace the disruptive strategic innovation, provide additional support for 

this finding. The first two quotes come from John Bachmann (Managing 

Principal) and Doug Hill (Chief Operating Officer) of Edward Jones & Co., one 

of the leading brokerage firms in the US retail brokerage industry38. When asked 

whether the rise of electronic trading and the emergence of low-cost online 

brokers was a serious threat to the Edward Jones way of doing business (that 

focuses on providing personal, face-to-face advice), Bachmann replied negatively, 

and added: 

"The past few years have been kind to do-it-yourself investors. But people forget 

that the market can also go down. Many of these investors will suffer when the 

market turns sour. Our counsel will be attractive in a down market -in fact, it 

may be especially so. Our system will show its true value to the customer in a 

downturn. Edward Jones serves as a `shock-absorber' for the end consumer. 

Customers come to us for advice. This advice will be especially useful in bad 

times. " 

The firm's Chief Operating Officer. Doug Hill, also shared the same line of 

reasoning. When asked why Edward Jones did not embrace the new online 

trading business, Hill replied: 

Edward Jones serves individual investors exclusively through an extensive network of more than 
4,0O0 branch offices in all ýO LS states. 
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"We have elected not to follow the crowd. We think online trading is for 

speculators and entertainment. We are not in the entertainment business. we are 
in the `peace of mind' business. " 

The example of Edward Jones is an interesting case of a company that improved 

its strategic position in the industry by purposely staying focused on its 

established way of playing the game. As the company's two senior executives 

indicated in their statements, Edward Jones chose not to embrace online brokerage 

trading, but instead concentrated its attention on extending its network of branch 

offices across the country, increasing the number of brokers, and improving its 

personal, face-to-face service to individual investors. The company's one-person 

office strategy runs counter to that of virtually every other major securities firm in 

the United States, and has helped fuel remarkable growth: the number of offices 

has expanded from a total of 304 in 1980 to more than 4,000 today (more than any 

other brokerage firm in the country)39. 

Jones's trademarks of single-broker offices, emphasis on personal relationships, 

face-to-face dealings with clients, and conservative style of managing assets 

remain unchanged despite the emergence and rapid expansion of online trading. 

The company's brokers continue to provide this personal brand of service by 

discussing their clients' individual investment needs on a one-on-one basis. 

Foremost among the values these brokers have in common is that their job is to 

`g Revenues have orown from `ý 16 million in 1977 to `ý95 1 million at year-end 1996. 
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offer sound, long-term financial advice to customers, even if that advice does not 

generate short-term fees for the brokers. The Jones philosophy. that service to the 

individual is of utmost importance, is ingrained in every single broker working in 

the Jones system. This `customer-first' value is a major reason why the company 

did not embrace the new online trading business, and does not intend to do so in 

the future. As Bachmann reiterated in a recent article in Fortune magazine: 

"You will not buy securities over the Internet at Edward Jones. That's going to 

be true as far as I can see into the future. 
... 

If you aren't interested in a 

relationship and you just want a transaction, then you could go to E*Trade if you 

want a good price. We just aren't in that business 40 

One other firm that chose not to respond to the disruptive strategic innovation 

introduced in its industry is US-based Hartford Life Insurance Co. In a personal 

response to the questionnaire explaining why his company did not embrace the 

new direct life and health insurance business, William Wolff (Director of 

Marketing, Individual Life Products) said: 

"We currently target the top 5c/ý of affluent Americans. Typically, these people 

have a net worth in excess of $2 million. This target market has complex 

financial problems, and as a result, often needs professional advisors to identify 

problems and solutions. The life insurance agent or broker, working with the 

client's attorney or accountant often is used to provide this consultation as part of 

the selling process. People with lower income levels do not have such complex 

financial issues and may be more approachable through direct sales methods. 

Since this is not our target market, and our product and distribution does not 

focus on this market, we do not see direct sales as a current threat, nor do we see 

40 Kelly, E. "Edward Jones and Nie. " Fortu, ie, 1 -1 
June. 2000: 145 
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it as a sales opportunity. The `financials' of this market are quite different than 

the one we target. Therefore, we have spent little resources on evaluating or 
implementing direct marketing strategies. The affluent market is large, and 

growing fast enough to fuel our growth for the foreseeable future. " 

Philip Twyman, Group Executive Director of Commercial & General Union 

insurance company in the UK, was more illustrative in defending his firm's 

decision not to embrace the new direct insurance business. He argued that it is 

difficult for established companies to experiment with major new projects, like 

direct insurance, which deviate significantly from their traditional way of doing 

business, and thereby entail high risks and unclear benefits. As Twyman put it: 

"It's like trying to test whether a nuclear bomb can destroy London! Some ideas 

are just too big for established companies to experiment with. " 

Finally, another interesting result regarding the reasons for non-response that 

emerged from the data was that 13 of the 30 companies (or 43.3%) indicated in 

their responses that the factor "Do not have necessary skills to compete effectively 

in the new business" was not important at all in reaching their decision. 

Moreover, the average rating of this factor across all 30 companies was just 2.0. 

which indicates a low level of importance. These two findings combined show 

that lack of necessary skills was not an important factor in the decision by the 

established firms in the sample not to embrace the disruptive strategic innovation. 
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Respondents were also asked to evaluate certain characteristics about the newly 

identified business relative to their expectations when the strategic innovation was 

first introduced in their industry (see Figure 6). 

Figure 6 

Relative to what you had expected when the strategic innovation 
was first introduced, how big is the... 

attention that the new business has received 
by the media and industry analysts? 

current growth potential of the new 
business? 

size that the new business has achieved to 
date? 

total number of companies in the industry that 
have already entered the new business? 

number of your main competitors that have 

already entered the new business? 

1=Very small 2=Small 3=Same as expected 
4=Big 5=Very big 

It is interesting to note that the mean values for (a) the growth potential of the new 

business; (b) its size; and (c) the total number of companies that entered this new 

business (including main competitors) were all close to 3. This finding indicates 

that, on average, these characteristics have changed more or less according to the 

expectations the responding executives had when the strategic innovation was first 

introduced in their respective industries. 
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On the other hand, the mean value indicating the level of attention that the new 

business has received by the media and industry analysts was 3.6 (which was 

significantly bigger than the mid-point value of 3 corresponding to the answer 

"Same as expected" on the five-point scale used for this question) 41. This result 

demonstrates that, on average, the newly created businesses in the eleven 

industries under study have received more attention by the media and industry 

analysts than the responding executives had originally expected. It also shows 

that the various strategic innovations had a major impact on the eleven industries: 

by successfully introducing a different way of doing business in these established 

industries, the strategic innovations have attracted increasing attention by the 

business press and industry experts. 

Figure 7 considers the rate at which the new business has grown relative to (a) the 

respondents' expectations; and (b) the average growth of the traditional business 

during the same period. 

The t-statistic for this one-tailed test was 3.13 (p-value < 0.001). 
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Figure 7 

How fast do you think the new business has grown relative to... 

your expectations? 

the average growth of 
the traditional 

business during this 

same period? 

1=Very slowly 2=Slowly 3=Same as expected 
4=Quickly 5=Very quickly 

As indicated in the figure, on average, the rate at which the new businesses have 

grown in the eleven industries was approximately the same as expected by the 

responding executives (the mean value was 2.9). However, according to these 

executives, the new businesses have grown (on average) somewhat faster than the 

average growth that the respective traditional businesses have achieved during 

that same period (the mean value for this question was 3.4). 

Finally, the next two figures are concerned with the likelihood that these 

established firms will, in the future, respond to the disruptive strategic innovation 

introduced in their industry (Figure 8), and the expected timing of their response 

(Figure 9). 
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Figure 8 

Figure 9 

As illustrated in Figure 8, on average, these competitors seemed to be rather 

unlikely to respond to the strategic innovation (the mean value for this question 

was 2.8). Moreover, as Figure 9 shows, out of the 19 companies intending to 

enter the new business. 14 of them (or 74c7c) indicated that they would do so in 

more than a year's time (7 firms plan to enter this business in more that 2 years). 
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Summary of main findings 

" On average, the most important reason for not responding to the disruptive 

strategic innovation was because the established firms wanted to remain 

focused in their existing business. Another important factor was the fact 

that these companies had invested a lot in this business and therefore wanted 

to capitalise on their investment. 

" On average, the responding executives within these companies did not think 

they lacked the necessary skills to compete effectively in the new business. 

" On average, executives thought that the strategic innovation received more 

attention from the media and industry analysts than they originally expected. 

These executives, however, were not surprised by the growth potential and 

size of the new business, which they thought grew more or less as expected. 

The rate at which the new business grew was also according to their 

expectations. 
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5.2. Results Regarding Companies that Responded 

This section concentrates on answers given by the 68 companies in the sample 

that embraced the disruptive strategic innovation introduced in their industry,. 

Figure 10 addresses the type of response (i. e., whether it was mainly offensive to 

attract new customers or defensive to retain existing ones). Figure 11 deals with 

the perceptions of the responding executives about certain characteristics of the 

disruptive strategic innovation (these characteristics are the same as those 

examined in Figure 6 in the previous section). 

Figure 12 is concerned with the perceived effectiveness of these companies in 

responding to the strategic innovation based on a set of performance criteria. 

These same criteria were used to operationalise the respective dependent variable 

in the second research question, and test Propositions 5-9. Figure 13 focuses on 

some of the ideas that were generated from the field research regarding certain 

characteristics of the products or services offered by the responding incumbents in 

the new business compared to those in their existing business. Finally, Figures 14 

& 15 examine whether there was a `champion' within these companies who was 

particularly in favour of embracing the new business. and hence helped push the 

idea forward. 
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In Chapter 1,1 distinguished between two types of competitor response: offensive 

versus defensive. The key difference between the two types lies on whether the 

main objective of the firm for embracing the disruptive strategic innovation ik to 

(a) attract new customers, thereby increasing its market share (offensive 

response); or (b) prevent loss of its existing customers to other competitors that 

have also entered the new business (defensive response). 

As discussed in Chapter 1, in an offensive response, the established firms focus 

their activities mainly on providing the new product or service attributes to a new 

customer segment that values highly these different attributes. To do that, the 

firms may often have to set up a different organisational structure, processes and 

systems to serve these customers well. In a defensive response, on the other hand, 

the established firms offer the new attributes mostly as complementary services or 

as an alternative value proposition (using, for example, a new distribution 

channel) to reach primarily the same mainstream customers and satisfy their 

changing needs and preferences so as not to lose them. 

Figure 10 focuses on this distinction between offensive and defensive responses, 

and summarises the answers provided by the companies regarding the main 

reason for responding to the disruptive strategic innovation and entering the new 

business. 
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Figure 10 

As illustrated in the figure, 36 (or 54%) of the established firms in this sub-sample 

have embraced the disruptive strategic innovation both to attract new customers as 

well as to prevent their existing customers from leaving them. Of the remaining 

companies, 27 of them (or 41 %) have entered the new business prim arily to 

attract new customers (i. e., their response was offensive). Only 3 (or 5%) of the 

companies indicated that the main reason for entering the new business was to 

prevent loss of their existing customers (i. e., they have embraced the strategic 

innovation as a defensive move). 
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As these results illustrate, a large proportion of the established players in the 

sample have responded to the disruptive strategic innovation in an offensive 

manner primarily to attract new customers. These companies viewed the newly 

created business as an opportunity to consolidate their positions in the industry 

and increase their market share. On the other hand, it is rather surprising that only 

3 companies have responded to the strategic innovation primarily to prevent their 

existing customers from going to other competitors that have also entered this new 

business. Based on this finding, therefore, one can argue that established firms 

embrace a disruptive strategic innovation aiming for the most part to improve (not 

just defend) their overall competitive positions in the industry. 

Figure 11 is concerned with the same issues addressed in Figure 6, namely with 

managerial perceptions regarding certain characteristics about the newly identified 

business relative to expectations when the strategic innovation was first 

introduced. Whereas Figure 6 concentrated on the companies that chose not to 

embrace the new business, the focus here is on those established players that did 

respond to the disruptive strategic innovation. The results shown in Figure 11 

(examined together with those presented in Figure 6) allow for a comparison 

between responders and non-responders along some key characteristics of the new 

business. 
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Figure 11 

Please indicate your agreement with the following statements: 

At the time we decided to respond to the strategic innovation... 

we felt that the new business would grow a 
lot in the future 

the new business had grown much more than 
we had originally anticipated w hen innovation 

was first introduced 

the new business had received extensive 
attention by the media and industry analysts 

(much more than we had originally anticipated 
w hen innovation was first introduced) 

quite a few of our main competitors had 
already entered the new business (many 

more than we had originally anticipated w hen 
innovation was first introduced) 

the total number of companies that had 

already entered the new business was much 
bigger than we had originally anticipated 

w hen innovation was first introduced 

1 =Strongly disagree 2=Disagree 3=Neutral 
4=Agree 5=Strongly agree 

An interesting result shown in this figure is the relatively high degree of 

agreement (average value of 4.4) indicated by the responding executives about the 

perceived growth potential of the new business4,. This finding shows that when 

the established firms made the decision to respond to the strategic innovation. 

This result was significantI higger than 3 (the mid-point value on the scale that corresponds to a 
"neutral" response regarding the respondents' level of agreement). The t-statistic for this one- 
tailed test was 18.1 and the p-value was less than 0.001. 
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they felt, on average, that the new business would grow a lot in the future. This 

result contrasts considerably with the respective finding regarding companies that 

did not respond to the disruptive strategic innovation. Specifically, as Figure 6 

illustrated, on average, the responding executives within those companies felt that 

the growth potential of the new business was, more or less, the same as they had 

originally expected when the strategic innovation was first introduced in their 

industry (i. e., neither small nor big). Even though different scales were used for 

the two questions, the results from Figures 6& 11 do indicate that, relative to the 

companies that did not respond to the strategic innovation, the executives within 

those that did respond felt that the new business would grow a lot in the future43 

The other characteristics about the new business examined in this question have 

changed, more or less, according to expectations. As shown in Figure 11, the 

mean values for the size of the new business, the attention it received by the 

media and industry analysts, and the number of competitors that had already 

entered this business were all close to 3. With regard to the size of the new 

business and the number of competitors that embraced the new way of competing 

in the industry, these two findings were similar to the respective results 

concerning companies that did not embrace the disruptive strategic innovation (as 

illustrated in Figure 6). In contrast, the results regarding the attention that the new 

4; As discussed in Chapter 2, the future growth potential of the new business is expected to 
influence the motivation of these established competitors to embrace the disruptive strategy=ic 
innovation introduced in their industry (more on this issue, however, is provided in the next 
chapter). 
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business had received by the media and industry analysts varied among 

companies that embraced the new business and those that did not. Specifically, as 

Figures 6& 11 show, relative to the companies that did not respond. the 

executives within the ones that embraced the new way of competing did not think 

that the new business received extensive attention by the media and industry 

analysts (at least not much more than they had originally anticipated when the 

strategic innovation was first introduced). 

Figure 12 is concerned with the perceived effectiveness of the established firms in 

responding to the disruptive strategic innovation along a set of performance 

criteria. As discussed in Chapter 4, these criteria were combined to develop the 

scale measuring a firm's effectiveness to play two games at the same time, and 

thereby test Propositions 5-9. Since these propositions are examined in detail in 

the next chapter, I will briefly discuss here some general findings derived from the 

questionnaire data. 

As illustrated in the figure, one can argue that, on average, these companies have 

been relatively effective along all nine performance dimensions (in some, 

however, more than others). 

-201- 



CHAPTER 5. Descriptive Results front the Survey Research 

Figure 12 

Please rate your effectiveness in responding to the emergence of 
the new business based on the following criteria: 

Developed new skills and competencies 

Improved overall the quality of our products 
and services 

Attracted new customers 

Became part of the new grow ing business 

Became more competitive overall in our 
industry 

Increased revenues and improved our 
prof itablity 

Cut our overall costs 

Prevented our existing customers from 
leaving us 

Prevented the new business from expanding 
into our existing business 

123456 

1 =Very ineffective 2=Ineffective 3=Somew hat ineffective 
4=Somew hat effective 5=Effective 6=Very effective 

The fact that the performance ratings were high was not surprising. Based on 

theoretical arguments from the expectancy-valence and stimulus response models 

discussed in Chapter 2, we would expect mainly companies that perceived 

themselves capable of responding effectively to actually embrace the new 

husiness. As Chen and Miller (1994: 86) maintained: 

"According to the [expectancy-valence] model there are two basic prerequisites 

that underlie the proclivity to respond to any threat: the subjective reward value or 
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`valence' of responding effectively, and the expectation or perceived probabilit\ 

that one is actually capable of performing in a way that will earn the reward. " 

Following this line of reasoning, we would expect to obtain relatively high values 

of effectiveness for the various performance dimensions examined in the survey, 

as, in fact, was the case. These findings, therefore, were consistent with ex-ante 

expectations 44 

Figure 13 focuses on some of the insights that were generated from the field 

research. As illustrated in Table 10 in Chapter 3, companies such as Lan & Spar 

Bank and HSBC Bank have deliberately chosen to differentiate the products and 

services they offered in their direct banking business from those offered through 

their traditional branch network. The new products and services differed from the 

existing ones along various dimensions such as price, quality, targeted customer 

segment, level of personal service provided, etc. These ideas were subsequently 

tested in the questionnaire. Specifically, respondents were asked to compare their 

product offerings in the two businesses along the following dimensions: (a) 

targeted customer segment; (b) level of personal service provided; (c) price; (d) 

overall product or service characteristics; and (e) quality. A six-point scale was 

used, ranging from "Same"" (=1) to "Very different" (=6). Figure 13 reports 

44 In a subsequent question, the respondents were asked to indicate, overall, how effective they 
have been in responding to the strategic innovation. Using the same 6-point scale, the mean value 
across all respondents for this question was 4.7, demonstrating again that, on average. these firm, 
have been of fecti\'e in their response. This result, therefore. provides support for the construct 

\ alldity of the effectiveness variable. 
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average values across all firms that responded to the strategic innovation and 

entered the new business. 

Figure 13 

As illustrated in the figure, on average, the products or services offered in the new 

business were somewhat different from those offered in the established business 

along the various dimensions identified (except for `quality', the mean values for 

all other dimensions were close to 4). In a subsequent question. a large majority 

of these companies (79%) indicated that, in offering their new products and 

services to customers, they shared certain back-office activities with their 

established business. By doing that, one can claim that these companies were able 

-? 04- 



CHAPTER 5. Descriptive Results frone the Survey Research 

to reduce operating costs in the new business, and focus their financial and 

managerial resources on differentiating the overall product/service portfolio in the 

new strategic position in order to better satisfy the different needs and preferences 

of their new targeted customer segment. 

Another insight that came out from the field research was the importance of 

having a `champion' for the new business, i. e., someone who would actively 

support the idea to enter this new business, and convince the organisation's 

decision makers to do so. Established firms such as HSBC Bank, Lan & Spar 

Bank, Royal Bank of Scotland, and Royal Insurance all had certain senior 

executives within the organisation who were particularly in favour of embracing 

the new business, and thus managed to push the idea forward. 

At HSBC Bank, for example, two senior managers played a very important role in 

the design, launch, and subsequent success of First Direct. Mike Harris (the new 

hank's first chief executive) led the initial taskforce within Midland that came up 

with the idea to create a bank with no branches. Harris was also influential in 

successfully presenting to the Midland board of directors the proposal for the new 

telephone division that might compete with the bank's existing branch network. 

On the other hand, the role of Kevin Newman (who succeeded Harris as First 

Direct's chief executive) was crucial in overcoming the cultural and 

organisational conflicts between Midland and First Direct, particularly during the 

-205- 



CHAPTER 5. Descriptive Results from the Survey Research 

early difficult years. Newman was able to maintain the right balance, both 

cultural and structural, between the two organisations ('parent and child') in order 

to keep them "separate but together. " 

At Lan & Spar, the influential person behind the bank's aggressive entry into the 

new direct banking business was its CEO Peter Schou. At Royal Bank of 

Scotland, Peter Woods was the founder and chief executive of Direct Line 

Insurance. He came up with the idea of creating a new company that would offer 

insurance services directly to customers, and convinced Royal Bank of Scotland's 

senior management to invest £20 million to set up Direct Line. Finally, at Royal 

Insurance (now part of Royal & Sun Alliance), the champion behind the 

company's entry into the new direct insurance business was its managing director 

at the time, Peter Jordan. 

As Figure 14 illustrates, most of the established firms in the sample had someone 

within the organisation who was particularly in favour of embracing the new 

business, and hence helped push the idea forward. Specifically. 58 out of 67 

companies that responded to this question (or 87%) indicated that there was a 

new business champion' in their organisation. This person was very influential 

in the decision of these companies to respond to the disruptive strategic 

innovation. Only 9 (or 13c/c) of the sample firms said that they did not have such 

a 'champion' in their organisations. 
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Figure 14 

New Business Champion 

Was there anyone in your organisation who was particularly in 
favour of entering the new business, and thus pushed the idea 

forward? 

i 
i 

60 

40 
Number of 
companies 

20 

0 

................................................................................................................................. 58 

..................... _.... _ 
I--- /9 IY 

ES NO 

Figure 15 shows the positions that these new business champions' held in their 

respective organisations. 

Figure 15 
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As illustrated in the figure, in almost half of the responding established firms 

(47%), the person who was particularly in favour of embracing the new business 

was the firm's chairman, CEO, or managing director. In 2217(- of the firms the 

`new business champion' was either a director or a vice president; in 139k this 

person was a division or general manager; and in 11 c7c the `champion' was either 

the firm's president, COO, CFO, or CIO (7% of the respondents indicated other 

positions). 

In almost all the sample firms, therefore, the `new business champion' was a 

member of the top management team. This finding emphasises the important role 

that senior management within established firms can play in situations where a 

shift in the firm's strategy may be required. The need for a major change in a 

firm's strategy is generally more pressing in the face of radical discontinuities in 

the industry such as the introduction of a disruptive strategic innovation or other 

technological and environmental disruptions. In these situations, the role of a 

'champion' is crucial in helping the organisation overcome its structural and 

cultural inertia (that often comes from age, size, and success) and reorient itself to 

the new competitive environment45. 

45 Support for this point i,, also found in Tushman and O'Reilly III (1996). Speciflcalk. the 

authors argue that, in the face of major technological, regulatory. or other competiti\c shifts. 
established firms need to have ambidextrous managers who are able to overcome the syndrome of 
success and competently guide their organisations through these discontinuous changes. 
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Summary of main findings 

" The majority of the established firms (54%) embraced the disruptive 

strategic innovation both to attract new customers as well as to prevent loss 

of existing customers. Forty-one percent of the sample firms entered the 

new business primarily to attract new customers (i. e., their response was- 

offensive), while five percent did so primarily as a defensive move to 

prevent loss of their existing customers. These findings indicate that for the 

most part the established firms viewed the strategic innovation as an 

opportunity to improve (not just defend) their existing competitive position 
in the industry and increase their market share. 

" Contrary to the companies that did not respond to the strategic innovation, 

the executives within the ones that did respond felt, on average, that the new 

business (a) would grow a lot in the future; and (b) did not receive extensive 

attention from the media and industry analysts. 

" On average, the established firms were effective in responding to the 

strategic innovation along various performance dimensions. 

" On average, the products or services the firms offered in the new business 

were somewhat different from those in the established business along 

various dimensions such as targeted customer segment, level of personal 

service provided, price, and overall characteristics. To offer these new 

products and services to customers, a majority of these companies (799) 

shared back-office activities with their established business. 

" Most of the established firms (87%) had a `new business champion' within 

their organisation who was particularly in favour of embracing the new 

business, and hence was very influential in their decision to respond to the 

strategic innovation. In almost half of these firms (47%). this 'champion' 

was the company's chairman, CEO, or managing director. 
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5.3. Results Regarding Companies that Formed a New Unit 

This section focuses only on the 42 companies (among the 68 that responded to 

the strategic innovation) that formed a separate unit (division or subsidiarvv 

specifically to compete in the new business (see Figure 16). Figures 17-20 offer 

some descriptive information with regard to the newly created unit. The figures 

address some of the insights that were generated from the field research regarding 

the way the responding established firms have structured the new unit as an 

independent organisation to compete in the new strategic position. 

Figure 21 is concerned with the various administrative mechanisms that the 

corporate headquarters of these firms employed to manage the new unit. The 

figure examines whether the parent company created a distinct culture for the unit, 

and used different budgetary and investment policies, as well as evaluation, 

incentive and reward systems to manage this new organisation. Finally, Figure ?? 

focuses on the degree of autonomy given to the new unit to take strategic, 

financial, and operational decisions. The issues addressed in these last two figures 

are examined at length in Chapter 6, where the relevant theoretical propositions 

(i. e., Propositions 8& 9) are tested using regression analysis. 
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Figure 16 

Has a new unit (division or subsidiary) been formed in your 
organisation to specifically compete in the new business? 

......................... ................ ........................ ..................... ......... _................ ............ 
42 

50 

40 2 

Number of 30 

companies 20 

10 

YES NO 

As Figure 16 shows, the majority of the responding established firms (42 out of 

68, or 62%) have entered the new business through a separate unit. On the other 

hand, 26 firms (or 38%) have chosen to compete in the new business through their 

existing organisational structure and divisions. 

Figures 17-20 focus on the 42 companies that formed a new unit. They provide 

summary results based on answers to certain questions that were initially 

discussed in the interviews I conducted with senior executives during the field 

research process. The objective to include these questions was to examine 

whether the ideas expressed by these executives find empirical support using data 

from a large sample of companies. Some suggestions for future research to 

explore further these descriptive results are also discussed. 
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Figure 17 shows that in most of the cases the new unit operated under a new. 

distinct name. Specifically, 68% of the companies gave a different name for the 

newly formed unit compared to 32% that did not. 

Figure 17 

In addition, as illustrated in Figure 18, most of the companies (34 out of 41 that 

responded to this question, or 83%) have appointed a new CEO (or division 

manager) in charge of the new unit. This result indicates that the new unit may 

enjoy some degree of independence (or decision-making autonomy) from the 

firm's corporate headquarters. It is likely that by appointing a new CEO or 

division manager for the unit, the corporate head office may also give this person 

(and the new management team in general) a certain degree of autonomy to take 

decisions affecting operational. strategic, and financial matters in the new unit. 

This issue, however, is discussed later in the section as well as in Chapter 6. 
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Figure 18 

Has a new CEO (or division manager) been appointed specifically 
for this unit? 

40 

30 

Number of 
20 

companies 

10 
i 

0Z - 
Y ES 

34 

Figure 19 indicates whether the new CEO or division manager moved from an 

existing position within the organisation or, alternatively, came from outside the 

company. 

Figure 19 

If YES, has this person moved from an existing position within the 

organisation, or has he/she come from outside the company'? 

Existing position 
82°0 
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As the figure shows, in 8217(, of the companies that appointed a new CEO or 

division manager for the new unit (i. e., 28 out of 34), this person moved from an 

existing position within the organisation. In the remaining 1817 of these 

companies (i. e., 6 out of 34), the new manager came from outside the 

organisation. 

Figure 20 examines whether the new business coexisted (under the same 

organisational structure and divisions) with the existing business for a period of 

time before the new unit was formed. This question was based on an idea that 

was suggested by Lan & Spar's CEO Peter Schou. Specifically, he argued that by 

letting direct banking coexist with the bank's traditional branch network for some 

time, Lan & Spar was able to minimise the initial customer cannibalisation costs 

in its established business. This policy enabled the bank to better manage the shift 

of its high-margin customers from the traditional full-service, branch-based 

business to the new direct banking business, which offered products and services 

at much lower interest margins. As Schou claimed in a recent interview: 

"It was a difficult situation to have two concepts at the same time. But we 

couldn't afford to merge the two concepts from the very beginning because we 

would have suffered a huge cannibalisation cost. Our interest margin at the 

branch was 10 per cent a year whereas at the direct bank it was only 3 per cent a 

year. If we had allowed all of our customers to switch overnight from traditional 

banking to direct banking we would have lost a lot of money. We had to manage 

the transition careful ly40. " 

'" This quote was taken from Markides. C. 1999. Strategic innovation at Lan & Spar Bank:. ýn 
interview with CEO Peter Schau. " European Management Journal. 17 (2): 169. 
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Figure 20 

Before this unit was formed, did the new business coexist (under 
the same organisational structure and divisions) with your 

established business? 

30 

13 

Number of 
20 

companies 
10- 

0 
YES NO 

As illustrated in the figure, 13 out of 41 companies that responded to this question 

(or 32%) let the new business coexist with their established business (for a certain 

period of time) before they formed the separate unit to compete in the new 

strategic position47. However, the majority of the responding companies (28 out 

of 41, or 68%) did not follow this policy but, instead, placed responsibility for the 

new business in a separate unit from the very beginning. Overall, this finding 

does not offer support to Peter Schou's line of reasoning, which argued in favour 

of letting the two businesses coexist before creating a separate organisation 

specifically to compete in the new strategic position. 

4' Based on data collected from the questionnaire, on average. the two businesses coexisted for a 

period of 3.4 years. 

28 
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The results presented in Figures 17-20 can be used as exploratory research into 

the various policies (not discussed explicitly in the relevant literature) that 

established firms can use in setting up the new unit. Future research can draw 

from these descriptive results to develop additional propositions regarding ways 

an established company can employ to better organise the new unit. For example, 

relevant studies can investigate whether policies such as giving the new unit a 

different name, appointing a new CEO for this new organisation, or letting the 

two businesses coexist for a period of time may, in fact. influence the 

effectiveness of established firms to compete in the new business and play two 

games at the same time. These underlying propositions can then be tested using 

data from different industries, or based on different strategic innovations, in order 

to explore further the determinants of an effective response to a disruptive 

strategic innovation. 

The last two figures in this section deal with the various administrative 

mechanisms that the corporate headquarters can employ to manage the new unit. 

As discussed in Chapter 3 (Section 3.5), generally the new unit competes in a 

business characterised by a high degree of environmental and task uncertainty. 

Relying on theoretical arguments from the organisational theory literature. Section 

3.5 argued that, because of this uncertainty, the corporate headquarters should use 

different administrative mechanisms (compared to the established business) to 
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manage the new unit effectively. Moreover, it was suggested that the head office 

should also grant this unit a certain degree of decision-making autonomy. 

Figures 21 & 22 are concerned precisely with these issues. Figure 21 provides 

mean values for the various administrative mechanisms that the corporate 

headquarters employed to manage the new unit. These mechanisms included 

culture, budgetary and investment policies, evaluation and incentive systems, and 

reward schemes. Figure 22, on the other hand, focuses on the degree of autonomy 

given to the new unit to take operational, strategic, and financial decisions. The 

figure provides the mean value for this construct across all 42 companies. Since 

these ideas are discussed in more detail in Chapter 6, the figures are included here 

in order to highlight some summary results regarding the various managerial 

policies that the 42 companies employed to manage the new unit. Chapter 6 then 

focuses specifically on how these particular policies affected the effectiveness of 

these firms to compete in two different and conflicting strategic positions at the 

same time. 
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Figure 21 

Administrative Mechanisms Employed in the New Unit 

How different is the culture of the new unit 
compared to your established business? 

How different are the budgetary and 
investment policies in the new unit compared 

to your established business? 

How different is the way people are evaluated 
and incentivised in the new unit compared to 

your established business? 

How different are the rew and mechanisms in 
the new unit compared to your established 

business? 

1=Same 2=Similar 3=Somew hat similar 
4=Somew hat different 5=Different 6=Very different 

As illustrated in the figure, on average, the culture of the new unit as well as the 

budgetary and investment policies employed by the head office to manage this 

new organisation were somewhat different compared to the established business 

(the mean values for these two items were 4.2 and 4.0, respectively). On the other 

hand, the reward mechanisms were somewhat similar in the two businesses (the 

average across the 42 companies was 3.3), while the result for the overall 

evaluation and incentive systems was unclear, as the average for this item was 3.5. 
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With regard to the culture of the new unit, respondents were also asked to indicate 

whether the corporate headquarters actively tried to protect (or `ring-fence') in 

any way this culture from the established business4 
. The answers to this question 

were more or less evenly divided: 44% of the companies said `Yes' while the 

remaining 56% answered negatively. 

Figure 22 

Degree of autonomy given to the new unit 

This measure was based on a set of 18 activities regarding operational, 
strategic, and financial decisions affecting the new unit. 

Overall degree of 
decision-making 

autonomy (average 

across all 42 

companies) 

1= Always the responsibility of corporate HQs 
2= Nearly always the responsibility of corporate HQs 

3=A shared responsibility w ith the new unit 
4= Rarely the responsibility of corporate HQs 

5= Never the responsibility of corporate HQs 

4ý This question was haled on an insight that was generated following my interview with Graham 
Picken. Chairman of First Direct. 
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As discussed in Chapter 4, the degree of decision-making autonomy enjoyed by 

the new unit was calculated by averaging the responses to 18 questions. These 

questions measured headquarters involvement in various operational, strategic. 

and financial decisions affecting the new unit. As shown in Figure 22, the mean 

score (across all 42 companies) for the overall degree of autonomy was 2.9. This 

result indicates that, on average, decisions affecting the new organisation were 

more or less a shared responsibility between the corporate headquarters and the 

unit. This statement, however, should be evaluated with caution since the result 

was simply the average across the 42 companies. Consequently, it does not reveal 

potential deviations, on either side of the scale, in the responses by individual 

companies. The actual impact of decentralisation on a firm's effectiveness to 

compete in two different strategic positions in the same industry simultaneously is 

examined in Chapter 6. 
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Summary of main findings 

" The majority of the responding established firms (42 out of 68, or 62%) 

entered the new business through a separate unit. The remaining 26 firms 

(or 38%) chose to compete in the new business through their existing 

organisational structure and divisions. 

0 Most of the companies that formed a new unit (68%) used a different name 
for the new organisation, compared to 32% that did not. 

" Moreover, 83% of the companies appointed a new CEO (or division 

manager) in charge of the new unit. In most cases (82%), this person 

moved from an existing position within the organisation (in the remaining 
18% of these companies the new manager came from outside the 

organisation). 

0 Before creating a separate unit to compete in the new strategic position. one 

third of the companies (32%) let the new way of competing coexist (under 

the same organisational structure and divisions) with their established 
business (on average, the two businesses coexisted for a period of 3.4 

years). However, the majority of the responding companies (68%) did not 

follow this policy but, instead, placed responsibility for the new business in 

a separate unit from the start. 

" On average, the culture of the new unit as well as the budgetary and 

investment policies employed by the corporate headquarters to manage this 

new organisation were somewhat different compared to the established 

business. In contrast, the reward mechanisms in the new unit were 

relatively similar to those in the established business. 

" On average, the new unit had a shared responsibility with the firm's 

corporate headquarters for making decisions regarding operational, 

strategic, and financial activities in the unit. 
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5.4. Results Regarding All Sample Companies 

This section focuses on answers provided by all 98 established firms in the 

sample. Figures 23 & 24 summarise the perceptions of the responding executives 

on the degree of conflicts that exist between the two different strategic positions 

in the eleven industries. Figure 25 examines whether the type of innovator (i. e., 

an established leading company, a new entrant, or a specialised competitor) has 

influenced the decision of these firms on whether or not to embrace the disruptive 

strategic innovation. Figure 26 focuses on certain characteristics about the two 

different strategic positions in each industry, and finally, Figure 27 illustrates how 

different the new business is perceived to be compared to the existing one. 

It has been argued throughout this thesis that the degree of conflicts between the 

two alternative business models in the industry is an important determinant of (a) 

the likelihood that an established firm will embrace the disruptive strategic 

innovation (Proposition 1); and (b) the effectiveness of a firm to compete in two 

different strategic positions simultaneously (Proposition 5). Figure 23 is 

concerned with managerial perceptions regarding the degree of conflicts that exist 

between the two alternative business models in operation in each of the eleven 

industries. Specifically, respondents were asked to assess the difficulty of trying 

to compete simultaneously in the two different strategic positions based on 

various risks identified from the relevant literature and field research. The figure 

provides average values for these risks across all sample firms. 
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Figure 23 

Please assess the difficulty of trying to compete in two different 
strategic positions at the same time based on the 

following risks: 

By embracing the "disruptive strategic innovation" we risk... 

cannibalising our existing customer base 

undermining the value of our existing 
distribution netw ork 

compromising the quality of service we offer to 
our customers 

undermining the company's image or reputation 
and the value associated with it 

destroying the overall culture of our 
organisation 

losing focus through adding activities that may 
confuse our employees & customers regarding 

the company's incentives & priorities 

trying to do everything for everybody, thus 
defocusing our organisation 

destroying our existing distribution network 

shifting our customers from high-value 

activities to low-margin ones 

legitimising the new business, thus creating an 
incentive for other companies to also enter this 

market 
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As shown in the figure, on average, the underlying risks (or conflicts) associated 

with playing two games in the same industry simultaneously were relatively small 

(mean values were all close to 2). This result has two key implications. First, it 

shows that according to the responding executives within these firms, the overall 

importance of each of the ten conflicts identified in the research was on average 

about the same. In other words, none of these conflicts was considered 

substantially more important than the others in influencing a firm's ability to 

compete in two different strategic positions at the same time. 

Second, the result contradicts Michael Porter's views on the role of these conflicts 

(or positioning trade-offs, as he calls them). As discussed in Chapter 2, Porter 

mainly argues that companies that try to compete in two different strategic 

positions in the same industry will face major trade-offs, which will eventually 

force them to pay huge straddling costs and degrade the value of their existing 

activities. These trade-offs, he claims, are inherent in the particular sets of 

activities, which are tailored for each strategic position and are often 

incompatible. The data presented in Figure 23, however, indicate that on average 

the established firms in the sample did not consider any of the underlying 

conflicts (or trade-offs) to be particularly important in their respective industries. 

Based on this evidence, therefore, one can argue that the responding executives 

seem to disagree (at least on aggregate) with Porter's assertions on the importance 

of conflicts in playing two games at the same time. 
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These two implications, however, should be evaluated with caution. It must be 

emphasised again that the values reported here indicate average scores for each 

conflict across all sample firms (including companies that embraced the disruptive 

strategic innovation and those that did not). Managerial perceptions about the size 

of these conflicts would most likely vary between the two groups of companies 

(i. e., responders versus non-responders). Moreover, within the group of 

companies that responded to the strategic innovation, higher mean values are also 

expected to be associated with lower levels of effectiveness in competing in the 

two different strategic positions simultaneously (see Proposition 5). 

With regard to the size of these conflicts, we would actually expect higher mean 

values generally to be associated with firms that did not embrace the strategic 

innovation rather than firms that did enter the new business (see Proposition 1). 

The questionnaire data offered empirical support for this assertion as shown in 

Figure 24, which provides average values for these conflicts separately for 

companies that responded to the disruptive strategic innovation introduced in their 

industry and those that did not. 
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Figure 24 

Please assess the difficulty of trying to compete in two different 
strategic positions at the same time based on the 

following risks: 

By embracing the "disruptive strategic innovation" we risk... 

cannibalising our existing customer base 

undermining the value of our existing 
distribution netw ork 

compromising the quality of service we offer to 

our customers 

undermining the company's image or reputation 
and the value associated w ith it 

destroying the overall culture of our 
organisation 

losing focus through adding activities that may 
confuse our employees & customers regarding 

the company's incentives & priorities 

trying to do everything for everybody, thus 
defocusing our organisation 

destroying our existing distribution network 

shifting our customers from high-value 

activities to low -margin ones 

legitimising the new business, thus creating an 
incentive for other companies to also enter this 

market 

1=Not at all 2=A little 3=A fair amount 
4=A lot 5=Very much 

® Companies that responded to the strategic innovation 

O Companies that did not respond to the strategic innovation 
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As illustrated in the figure, the mean values for the various conflicts were higher 

for companies that did not respond to the strategic innovation compared to the 

ones that embraced the new business. Further support for this result was also 

provided following a statistical test I conducted to examine whether the overall 

mean value of the degree of conflicts varied significantly between responders and 

non-responders. First, I calculated the perceived degree of conflicts for each 

company by averaging their respective scores for the ten identified risks. I then 

tested the hypothesis that the overall mean value of conflicts for non-responders 

(µi) was significantly bigger than the respective mean for responders (i2). using a 

one-tailed t-test49. The t-statistic for this test was 6.68 and the p-value was less 

than 0.001. Based on this result, therefore, the null hypothesis that µi-µ2 <_ 0 was 

rejected, leading to the conclusion that µl-µ2 >0 (or µ> > t2). In other words, the 

mean degree of conflicts was significantly bigger for companies that did not 

respond to the disruptive strategic innovation than those that did decide to 

embrace the new business. 

However, in order to assess precisely the role of conflicts in influencing a firm's 

likelihood and effectiveness of response (and avoid the limitations inherent in 

reporting results based on average values), a more detailed analysis using 

regression techniques is required. This is done in Chapter 6. where Propositions 1 

'" The null and alternative hypotheses for this test were. Ho: PI-P2 <_ 0 and Ha: PI-P2 > O. The 

calculated scores for the average degree of conflicts for each group of companies were used as the 

point estimators for p, and P2 (these scores were -'. 65 and 1.62. respectively ). 
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and 5, which address specifically the role of these conflicts, are tested and 

analysed. 

Figure 25 examines whether the `type of innovator' has influenced the decision by 

the established firms in the sample on whether or not to respond to the disruptive 

strategic innovation. Type of innovator refers to whether the strategic innovation 

was first introduced in the industry by an established leading company, a new 

entrant, or a specialised competitor. The type varied across the eleven industries 

covered in this study, as shown in Table 17. 

Table 17. Type of innovator in each of the eleven sample industries 

Industry Innovator(s) 

UK banking industry Established leading company (Midland Bank) 

UK general insurance industry New entrant (Direct Line Insurance) 

UK life insurance and pensions industry New entrants/specialised competitors (e. g.. Virgin 
Direct. Marks & Spencer, Direct Line Insurance) 

UK retail supermarket industry Specialised competitors Food Ferry Company, 
Teleshop, Flanagans) 

UK retail brokerage industry Specialised competitors (e. g.. Charles Schwab. 
E-"-Trade) 

European airline industry New entrants/specialised competitors (e. g.. casvJet. 
Rvanair. Debonair. Virgin Express) 

European stock exchanges Specialised competitors (e. g.. Instinct. Tradepoint. 
OM Exchang*e) 

US general insurance industry Specialised competitors (e. g.. Allstate Insurance 
Co.. Geico) 

US life and health insurance industry Specialised competitors (e. g.. USAA Life Insurance 
Co.. Colonial) 

US retail brokerage industry Specialised competitors (e. g.. Ameritrade. E Trade. 
Charles Schwab) 

US and Canadian stock exchanges Specialised Competitors (e. g.. Instinct. Iffland. 

OptiMark) 
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Respondents were asked to indicate whether the particular type of innovator in 

their industry had influenced their decision on whether to embrace the disruptive 

strategic innovation. The degree of influence was measured using a 5-point scale. 

ranging from "Not at all" (=1) to "Very much" (=5). Figure 25 presents the 

results for the eleven industries (average values are reported). The number of 

companies in each industry that were included in the analysis is provided in 

parentheses. 

Figure 25 

Degree of influence of type of innovator on likelihood of response 
(average values for each industry) 

How much has the "type of innovator" influenced your decision on whether or 
not to respond to the "disruptive strategic innovation"? 

UK Banking Industry (11) 

UK General Insurance Industry (8) 

UK Life Insurance & Pensions Industry (6) 

UK Retail Supermarket Industry (8) 

UK Retail Brokerage Industry (2) 

European Airline Industry (9) 

European Stock Exchanges (11) 

US General Insurance Industry (8) 

US Life and Health Insurance Industry (8) 

US Retail Brokerage Industry (9) 

US and Canadian Stock Exchanges (7) 

1=Not at all 2=A little 3=A fair amount 
4=Much 5=Very much 
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As illustrated in the figure, in most industries the type of innovator was not an 

important factor in the decision by the respective established firms to respond to 

the disruptive strategic innovation. With the exception of three industries 

(namely, UK general insurance industry, UK retail brokerage industry, and the 

European airline industry), the mean values for the other eight industries were less 

than or equal to 2, thus indicating that the type of innovator did not influence 

significantly the incumbents' decision. 

Of the three industries that had mean values greater than 2, the European airline 

industry was the only one that had a value above 3 (3.1). This result shows that 

the innovators in this industry (namely, new entrants such as easyJet and 

Debonair, and specialised competitors such as Ryanair and Virgin Express) had, 

on average, "a fair amount" of influence in the decision by the established full- 

service airlines in Europe on whether to embrace the new low-cost, no-frills, 

point-to-point airline business. 

The average value for this question across all the firms in the eleven industries 

was 1.9. This result further reinforces the conclusion that, on average. the degree 

of influence of the type of innovator on the likelihood of response was relatively 

small. Additional support for this conclusion was also provided based on the 

answers to a follow-up question. Namely. respondents were asked to indicate 

whether their decision would have been different if, instead. a different type of 
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innovator had introduced the new way of doing business in the industry for the 

first time. Sixty percent of the responding companies said that their decision 

would not have been different, compared to only 22ýI% that answered "Yes" to this 

question (the remaining 18% indicated that they did not know whether their 

decision would have been different). 

Figure 26 focuses on certain characteristics about the two different strategic 

positions (or businesses) in each of the eleven industries. These characteristics 

include: (a) the degree of threat that the new business poses to the traditional 

business; (b) the expected growth potential of the new business relative to the 

traditional business; (c) the importance of maintaining the existing way of 

competing in the industry; and (d) the overall amount companies will invest in the 

new business compared to their existing way of competing. A five-point scale 

was used to ask the respondents to provide information on their level of 

agreement with the four statements, ranging from "Strongly disagree" (=1) to 

"Strongly agree" (=5). These statements formed the scale for operationalising the 

level of threat that the new business poses to the existing business, which was 

used as an independent variable in the proposed model estimating the likelihood 

that an established firm will respond to a disruptive strategic innovation. Figure 

26 shows average values for the four statements across all responding companies 

in the sample. 
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Figure 26 

Please indicate your agreement with the following statements: 

................. 

The new business is a threat to the traditional 
business and existing way of competing 3.2 

In the next 5 to 10 years, the size of the new 
business w ill grow significantly relative to the 

size of the traditional business 

The importance of maintaining the existing 
w ay of competing in the industry w ill 

decrease significantly in the next 5 to 10 

years 

In the next 5 to 10 years, companies w ill 
invest proportionately more in the new 

business than in maintaining their existing 
way of competing in the industry 

3.9 

12345 

1=Strongly disagree 2=Disagree 3=Neutral 
4=Agree 5=Strongly agree 

As shown in the figure, the mean values for the first, third, and fourth statements 

were all close to 3 (the values were 3.2,2.8, and 3.4 respectively). On average. 

these results indicate that the responding executives were more or less neutral 

with respect to whether (a) the new business was a threat to the traditional 

business; (h) the importance of maintaining the existing way of competing in the 

industry would decrease significantly in the next five to ten years; and (c) 

companies would invest proportionately more in the new business than their 

existing way of competing. 
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In contrast, the responding executives seemed to agree, on average, that the size of 

the new business would grow significantly in the next five to ten years, relative to 

the size of the traditional business. The mean value for this statement was 3.9, 

which was significantly bigger than 3 (the mid-point value on the scale that 

corresponds to a "neutral" response with regard to the respondents' level of 

agreement)50. Support for this result was also provided following the answers 

given by these executives to a separate question about the future growth potential 

of the new business. Specifically, respondents were asked to indicate how much 

they expected the new business to grow in the next five to ten years by using a 

five-point scale, ranging from "Will not grow at all" (=1) to "Everything will be 

done through the new strategic innovation" (=5). The mean score for this 

question was 3.7, indicating that, on average, the responding executives thought 

that the new business would grow a lot in the future. 

Finally, Figure 27 is concerned with managerial perceptions regarding the degree 

of difference between the two alternative ways of competing in each of the eleven 

sample industries. Respondents were asked to indicate how different they thought 

the new business was from the traditional one by using a six-point scale, ranging 

from "Same" (=1) to "Very different" (=6). 

. ý0 The t-statistic for this one-tailed te,, t was 8.99 and the p-value was less than 0.001. 
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Figure 27 

Degree of difference between the new and existing businesses 

Overall, how different do you think is the new business from the traditional 
business? 

, .............. ........... ............... ..... ........... ..... _ ........ 

4.6 Average across all 
responding companies 

..... _. ......... _ .................. _ 

123456 

1 =Same 2=Similar 3=Somew hat similar 
4=Somew hat different 5=Different 6=Very different 

As illustrated in the figure, on average, the responding executives considered the 

new business to be different from the traditional way of competing in their 

respective industries (the mean value across all sample firms was 4.6). Even 

though one needs to be cautious when interpreting findings that are based on 

aver age values, this result does seem to provide additional support to suggest that 

the various disruptive strategic innovations examined in this thesis have all 

introduced an essentially different way of playing the game in each of the eleven 

industries. 
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Summary of main findings 

" On average, the executives within the sample established firms (including 

both responders and non-responders) did not consider the underlying 

conflicts (or trade-offs) associated with playing two games in the same 
industry simultaneously to be high. Moreover, the overall importance of 

each of the ten conflicts identified in the research was on average about the 

same (i. e., none of them was considered to be much more important than the 

others in competing in the two different strategic positions). 

" Managerial perceptions about the size and importance of these conflicts, 

however, varied between companies that responded to the disruptive 

strategic innovation and those that did not. On average, the conflicts were 

higher for companies that did not embrace the new business. 

" On average, in most industries the type of innovator (i. e., whether it was an 

established leading company, a new entrant, or a specialised competitor) did 

not influence substantially the decision of the established firms on whether 

or not to embrace the disruptive strategic innovation. Moreover. 60% of the 

companies said that their decision would have been the same had a different 

type of innovator introduced the new way of doing business in the industry 

(only 22% indicated that their decision would have been different). 

" On average, the responding executives expected the new business to grow a 

lot in the next five to ten years (relative to the traditional business). 

" On average, these executives considered the new business to be different 

from the traditional way of competing in their respective industries. 
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CHAPTER 6 

6. Research Results and Discussion 

This chapter describes the statistical analysis that was performed to test the nine 

theoretical propositions developed in the thesis, and discusses the implications of 

the empirical findings with regard to the two research questions. The chapter is 

divided in two parts. The first part analyses the results for the first research 

question regarding the factors that influence the likelihood of response, which 

were identified in Propositions 1-4. Part two focuses on those established firms 

that embraced the disruptive strategic innovation introduced in their industry, and 

examines their effectiveness to compete in two different strategic positions 

simultaneously. The regression coefficients and related statistics resulting from 

testing Propositions 5-9 are presented and analysed, and their main implications 

with regard to the second research question are discussed. 
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6.1. Results Regarding the Likelihood of Response 

Propositions 1-4 relate four independent variables to likelihood of response -the 

dependent variable that estimates the probability that an established firm Will 

embrace the disruptive strategic innovation and enter the new business. The four 

independent variables were the following: 

1. The degree of conflicts between the two different strategic positions (or 

businesses). 

2. The degree of similarity between these two businesses. 

3. The level of threat that the new business poses to the existing way of 

competing in the industry. 

4. The interaction effects between the inverse of the degree of conflicts 

(indicating a firm's ability to respond) and the other two independent 

variables (degree of similarity and level of threat). 

Table 18 summarises the hypothesised relationships. 

Table 18. Summary of expected relationships 

Independent Variables 
Dependent Variable: 

Likelihood of Response 

1. Degree of conflicts - 

2. Degree of similarity + 

3. Level of threat + 

4. Interaction Effects 

" Inverse of conflicts by similarity + 

" Inverse of conflicts by threat + 

" Inverse of conflicts by similarity by threat + 
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Table 19 gives means, standard deviations, and other descriptive statistics for the 

likelihood of response and the independent variables (excluding the interaction 

effects) used in the logistic regression analysis. 

Table 19. Descriptive statistics 

Minimum Maximum Mean Standard 
Deviation 

Degree of confl icts5' 1.00 4.44 1.91 0.81 

Degree of similarity 0.00 8.00 3.83 1.97 

Level of threat 1.25 5.00 3.32 0.83 

Likelihood of response 0.00 1.00 0.69 0.46 

Table 20 presents Pearson correlations for the three independent variables and 

likelihood of response. The significance levels for these correlations (based on a 

two-tailed test) are also provided. 

51 The number of' observations varied for the four variables due to some missing values. The 

respective sample sizes were: N= 91 for the degree of conflicts. N= 94 both for the degree of 

similarity and level of threat: and N= 98 for the likelihood of response. 
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Table 20. Pearson correlation coefficients 

Variables5 1 
(Conflicts) 

2 
(Similarity) 

3 
(Threat) 

1. Degree of conflicts 

2. Degree of similarity . 
225* 

3. Level of threat -. 354^=' 
. 
109 

4. Likelihood of response -. 578 ý` 205Y 275 ý= 

p-value < . 
05 (two-tailed) 

ý p-value < . 
01 (two-tailed) 

p-value < . 
001 (two-tailed) 

As illustrated in the table, the correlations between the three independent variables 

were relatively small or insignificant, suggesting that multicollinearity is not a 

problem in estimating the likelihood of response using regression analysis. 

As discussed in Chapter 4, likelihood of response was defined as the estimated 

probability that an established firm would respond to the disruptive strategic 

innovation. Likelihood of response, therefore, constitutes a dichotomous variable: 

1 represents a company that responded to the strategic innovation and entered the 

new business, and 0 represents a company that did not respond. Since the 

.- The sample sire (N) used to calculate the correlations between each pair of variables varied 
according to the number of observations available for the three main independent variables (sonic 

missing values were excluded from the analysis). However, the sample site was greater than or 
equal to 90 (N ` 90) for all pair-wise correlations shown in the table. 

- 239 - 



CHAPTER 6. Research Results and Discussion 

dependent variable is dichotomous, I performed binary logistic regression analysis 

to estimate the model. 

Table 21 presents the regression coefficients and related statistics resulting from 

testing Propositions 1-4. Model 1 was estimated without the interaction effect 

(i. e., only the main effects from the three independent variables were included in 

the regression analysis). Model 2 includes the additive main effects and the first 

order interaction terms between the inverse of the degree of conflicts and (a) the 

degree of similarity; and (b) the level of threat. Finally, Model 3 reports the 

results derived by adding the second order interaction term (inverse of conflicts by 

similarity by threat) to the main effects of Model 1. 

As discussed in Chapter 4 (Section 4.2.5), a simultaneous examination of the main 

and interaction effects in the same equation introduces multicollinearity in the 

model. Therefore, in order to reduce multicollinearity the interactions were 

calculated as the product of the standardised component variables before 

undertaking the statistical analysis. Even though this process has no effect on the 

sign and significance of the interaction terms, it did allow for a simultaneous 

examination of the main and interaction effects in the same equation. 
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Table 21. Results of logistic regression analysis on likelihood of response 

Dependent Variable: 
Likelihood of Response 

Independent Variables Model I Model 2 Model 3 

Degree of conflicts 
B -1.446'1 -1.461' -1.475';: ** 
Standard error 0.391 0.423 0.422 
p-value 0.000 0.000 0.000 
Exp (B) 0.236 0.232 0.229 

Degree of similarity 
B 0.308* 0.325='` 0.321 * 
Standard error 0.151 0.161 0.152 
p-value 0.042 0.043 0.034 
Exp (B) 1.360 1.384 1.379 

Level of threat 
B 0.815'x'` 0.81 1 0.826''"'` ='` 
Standard error 0.239 0.251 0.241 
p-value 0.000 0.001 0.000 
Exp (B) 2.259 2.251 2.283 

Inverse conflicts by similarity 
B 0.242 
Standard error 0.334 
p-value 0.468 
Exp (B) 1.274 

Inverse conflicts by threat 
B -0.053 
Standard error 0.432 
p-value 0.902 
Exp (B) 0.948 

Inverse conflicts by similarity by threat 
B 0.462 
Standard error 0.631 

p-value 0.464 
Exp (B) 1.587 

Chi-Square x2 48.544 49.119-" ' 49.121:;:;.:;: 
N 89 89 89 

p-value < . 
05 (two-tailed) 

p-value < . 
01 (two-tailed) 

p_ .. value < . 
001 (two-tailed) 
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6.1.1. Results on the Main Effects: Propositions 1 to 3 

As indicated in Table 21, Propositions 1 to 3 were supported: all three main 

effects were significant in the predicted direction. These regression results were 

borne out by all three models. The respective findings for each of these three 

propositions are summarised below, followed by a more detailed analysis of the 

regression coefficients, significance levels, and other related statistics resulting 

from testing the three propositions. 

Summary of results 

" Proposition 1 was supported. The higher the degree of conflicts between an 

established firm's existing strategic position and the newly identified one, 

the lower the likelihood that the firm will embrace the disruptive strategic 

innovation and enter the new business. 

" Proposition 2 was supported. The more similar the new business is 

perceived to be by an established firm (compared to the traditional way of 

competing in the industry), the higher the likelihood that the firm will 

embrace the disruptive strategic innovation and enter the new business. 

0 Proposition 3 was supported. The more threatening the new business is 

perceived to be by an established firm, the higher the likelihood that the 

firm will embrace the disruptive strategic innovation and enter the ne«, 

business. 
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The following discussion about the regression coefficients. significance levels and 

other related statistics regarding the three independent variables examined in 

Propositions 1-3 is based on the results derived in Model 1. The model included 

only the three additive main effects in the regression equation namely. the degree 

of conflicts, degree of similarity, and level of threat. 

Consistent with Proposition 1, the result for the degree of conflicts that exist 

between the two different strategic positions (or businesses) attained significance 

at beyond the 0.00 1 level in the predicted direction (B = -1.446; p-value < 0.001). 

The expression Exp (B) shown in Table 21 represents the odds ratio for the 

respective independent variable. It indicates the amount by which the odds that an 

established firm will respond to the disruptive strategic innovation are estimated 

to either increase or decrease, depending on the sign of the independent variable, 

with each 1-unit increase in the value of that respective variable53. In the case of 

the degree of conflicts, Exp (B) = 0.236. This result indicates that the odds that an 

established firm will embrace the disruptive strategic innovation are estimated to 

decrease by 76.4 percent (1-0.236) when the perceived degree of conflicts 

between the two different strategic positions increases by 1 unit on the relevant 

scale. 

For interpreting the odd, ratio of the estimated regression coefficient B, a logistic regression 

model without interaction terms is desirable. because otherwise Exp (B) no longer can he 

interpreted as the odds ratio. With interaction terms, the odds ratio depends on the le%cls of the 

other independent variables (Neter. Wa»crman. & Kutner. 1989: 612). 
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The result for the degree of similarity between the two different strategic positions 

was consistent with Proposition 2: The more similar the two businesses are 

perceived to be, the more likely that an established firm will embrace the 

disruptive strategic innovation and enter the new business. This result was 

significant at the 0.05 level (B = 0.308; p-value = 0.04? ). Exp (B) was equal to 

1.360, thus indicating that the odds that an established firm will embrace the 

disruptive strategic innovation are estimated to increase by 36 percent (1.360-1) 

with each 1-unit increase (on the relevant scale) in the value of the perceived 

degree of similarity between the two different strategic positions. 

Finally, the regression results also supported Proposition 3: The more threatening 

the new business is perceived to be by an established firm, the greater the 

likelihood that this firm will embrace the disruptive strategic innovation. This 

variable attained significance at beyond the 0.001 level in the predicted direction 

(B = 0.815; p-value < 0.001). Exp (B) was equal to 2.259: The odds that an 

established firm will embrace the disruptive strategic innovation are estimated to 

increase by 125.9 percent (2.259-1) when the perceived level of threat that the 

new business poses to the existing way of competing in the industry goes up by 1 

unit on the relevant scale. 

The overall regression model attained significance at beyond the 0.001 level. The 

Chi-Square statistic (x2) was equal to 48.544, with N= 89 cases included in the 
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regression analysis (9 cases were excluded because of missing data). I also 

assessed the appropriateness of the binary logistic regression function by 

performing the Hosmer and Lemeshow goodness-of-fit test. The test assumes 

only that the observations of the dependent variable (i. e., whether an established 

firm has responded or not to the disruptive strategic innovation) are independent 

and that the sample size is reasonably large (both conditions were satisfied in this 

study). The test can detect major departures from a logistic regression function, 

but it is not sensitive to small departures from such a function. 

The null and alternative hypotheses for the Hosmer and Lemeshow goodness-of- 

fit test are: 

Ho: Logistic regression, function is appropriate 

Ha: Logistic regression function is not appropriate 

The test statistic is the usual chi-square (x2) goodness-of-fit test statistic. Large 

values of this statistic indicate that the logistic regression function is not 

appropriate (the null hypothesis is rejected in favour of the alternative). The 

calculated chi-square statistic for this test was 3.96 and the p-value was 0.861. 

Based on these results, the null hypothesis (Ho) was accepted. i. e., the specified 

logistic regression function was appropriate and adequately fitted the sample data. 

The classification table for the likelihood of response was also calculated using 

the SPSS statistical software package. This table indicates the percentage of case', 
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in the sample where a firm's decision whether or not to respond to the disruptive 

strategic innovation was correctly predicted by the specified logistic regression 

equation. The classification table is reproduced below. The cut-off value used in 

this analysis was 0.5. With this approach the prediction rule is the following: If 

the estimated probability that a firm will respond to the strategic innovation 

exceeds 0.5 predict I (i. e., that the firm responded): otherwise predict 0 (i. e., that 

the firm did not respond). 

Table 22. Classification table for likelihood of response 

Predicted Percent 
Observed 0 1 Correct 

0 12 13 48.00c7c 

1 6 58 90.63Y 

OVERALL: 78.65% 

As illustrated in Table 22, overall Model I correctly predicted whether or not an 

established firm in the sample embraced the disruptive strategic innovation in 

78.65% of the cases (or for 70 out of the 89 companies included in the analysis). 

Only 19 cases (or 21.35%) were incorrectly predicted by the specified regression 

equation. This result provides additional support for the high level of significance 

(at beyond the 0.001 level) that Model 1 has attained, as well as for the 
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appropriateness of the logistic regression function as a good fit for the sample 

data. 

Table 22 also reveals some interesting insights about the overall fit and predictive 

power of the specified model that the estimated regression coefficients and odds 

ratios discussed earlier did not identify. As indicated in the table. the estimated 

regression equation in Model 1 predicted extremely well those cases where the 

sample established firms did respond to the disruptive strategic innovation (i. e., 

the cases where the observed value of the dependent variable was equal to 1). 

Specifically, the model correctly predicted 90.63% of those cases (or 58 out of a 

total of 64 companies included in the analysis that made the decision to embrace 

the new business). The respective result for the sample firms that chose not to 

enter the new business was not as good. In fact, the model correctly predicted 

only 48% of the companies that did not respond to the strategic innovation (i. e., 

12 out of 25 established firms included in the analysis). The remaining 13 non- 

responders were incorrectly predicted to have embraced the disruptive strategic 

innovation. 

These results demonstrate that the specified regression equation in Model 1 does a 

far better job predicting responders (i. e., companies that embraced the disruptive 

strategic innovation) than non-responders. A possible reason for this may be the 

following. As discussed in Chapter 5, the most important reason for not 
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responding to the disruptive strategic innovation was because the established 

firms in the sample wanted to remain focused in their existing business-'. A 

related factor, namely the fact that these companies had invested a lot in their 

existing business and thus wanted to capitalise on this investment, was also rated 

as an important reason why they did not respond to the disruptive strategic 

innovation55. These results indicate that, for the most part, the companies that did 

not embrace the new business made that decision because they wanted to 

concentrate on their existing business and traditional way of competing in the 

industry. Various quotes from senior executives within these companies (reported 

in that section) also provided additional support for this finding. 

However, since this factor was identified ex-post, following the descriptive results 

from the survey, it was not originally included in the specified regression equation 

in Model 1. Perhaps this may be a reason why the model did not correctly predict 

52% of the companies (or 13 out of 25) that did not respond to the strategic 

innovation. With hindsight, therefore, it can be argued that had this factor been 

included as a main effect in the model, the latter's power in correctly predicting 

non-responders would have been improved. Future research should investigate 

the effect of adding a measure for a firm's desire to remain focused in its core 

54 Figure 5 in Section 5.1 illustrated that the mean value for this factor was 3.9, which "a, 

significantly bigger than 3 (the mid-point score on the importance scale). Moreover, as discussed 

in that section, out of the 30 companies that did not embrace the new business. 14 of them (or 
46.71/( ) rated this particular factor as very important. 
s' The average rating for this factor was 3.6, which again was significantly bigger than the mid- 

point value of I on the importance scale used for this question. 

-248- 



CHAPTER 6. Research Results and Discussion 

business in the regression equation in Model 1 to examine whether the predictive 

power of this model will be significantly enhanced. 

6.1.2. Results on the Interaction Effects: Proposition 4 

The results on the interaction effects were not consistent with Proposition 4. As 

indicated in Models 2&3 in Table 21, the first and second order products 

between the inverse of the degree of conflicts and (a) the degree of similarity 

between the new and existing businesses; and (b) the level of threat that the new 

business poses to the existing business were not significant. Therefore, 

Proposition 4 was not supported. The first order interaction between the inverse 

of conflicts and degree of similarity, as well as the second order interaction 

between all three variables were both positive, as expected, but not significant (the 

p-values were 0.468 and 0.464, respectively). In other words, there is a positive 

but statistically insignificant relationship between these interaction effects and the 

likelihood that an established firm will embrace the disruptive strategic 

innovation. On the other hand, the interaction between the inverse of conflicts 

and level of threat was negative (i. e., in the opposite direction than predicted) but 

insignificant (the corresponding p-value was 0.902). 

The multiplicative model examined in Proposition 4 was derived based on 

theoretical arguments from the expectancy-valence theory (e. g., Chen & Miller. 
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1994; Georgopoulos, Mahoney, & Jones, 1957; House, 1971 ; Vroom, 1964). As 

discussed in Chapter 2 (Section 2.2.3), expectancy-valence theory predicts a 

multiplicative relationship between ability to respond (expressed here as the 

inverse of the degree of conflicts) and motivation to respond (reflected in the two 

independent variables measuring the degree of similarity and level of threat). The 

main argument is that because ability and motivation to respond are both 

necessary conditions for an individual (or company) to react to an action, these 

response determinants combine multiplicatively to influence the likelihood that 

this individual (or company) will respond to the action. In particular, the theory 

suggests that the main effects of ability or motivation to respond (i. e.. expectancy 

or valence) alone will not be significant, but rather their interaction effect will be 

the key determinant of retaliatory behaviour. 

The findings of this research, however, do not provide support for the expectancy- 

valence theory. The regression results on the main and interaction effects, 

presented in Table 21, were contrary to those suggested by expectancy-valence 

models. These results showed that the multiplicative relationship derived from 

expectancy theory did not significantly explain variance over and above that 

accounted for by the additive main effects. A strict version of the expectancy- 

valence model (i. e., one that posits null main effects and determinative interaction 

effects) was not expected to apply in this study. Rather, both main and interaction 

effects were hypothesised to be important determinants of the likelihood of 
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response. The results, however, provided strong support for the additive main 

effects, but only very weak support for the multiplicative relationship suggested 

by expectancy theory (two out of the three estimated interaction terms were in the 

predicted direction but not statistically significant). 

As suggested in Chapter 2, this lack of support for expectancy theory may be due 

to the fact that in the context of corporate competition, firms almost always have 

some retaliatory ability in relation to one another and some expected rewards from 

responding to each other. Therefore, in such a competitive environment, like the 

case of disruptive strategic innovation studied in this thesis, these tendencies can 

restrict the potential magnitude of the interaction effect between an established 

firm's ability and motivation to respond. This reason was particularly relevant in 

this study since all three main effects were significant in Models 2&3, which 

simultaneously calculated the main and interaction effects in the same equation. 

These highly significant main effects may have weakened considerably the 

potential influence of the first and second order interaction effects. Finally, 

another possible reason for the lack of support for the multiplicative model 

suggested by expectancy theory may be the inherent instability of interaction 

terms included in logistic regression models, and the collinearity they engender. 
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6.2. Results Regarding the Effectiveness of Response 

Propositions 5-9 relate eight independent variables to the effectiveness of an 

established firm to compete in two different strategic positions in the same 

industry simultaneously. Propositions 5-7 were tested using data from all sample 

firms that embraced the disruptive strategic innovation introduced in their 

industry, while Propositions 8&9 were tested using data from the sub-sample of 

firms that formed a separate unit specifically to compete in the new business. The 

eight independent variables used in the regression analysis were the following: 

1. The degree of conflicts between the two different strategic positions or 

businesses ("Degree of conflicts"). 

2. The degree of strategic relatedness between the two businesses ("Strategic 

relatedness"). 

3. A binary indicator variable identifying whether or not the responding 

established firm formed a separate unit to compete in the new business 

("Separate"). 

4. The degree of decision-making autonomy given to the new unit 

("Autonomy"). 

5. A variable comparing the culture of the new unit to that in the established 

business ("Culture"). 

6. A variable comparing the budgetary and investment policies in the new 

unit to those in the established business ("Budgetary & Investment 

policies"). 

7. A variable comparing the evaluation and incentive systems in the new unit 

to those in the established business ("Evaluation & Incentive systems"). 
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8. A variable comparing the reward mechanisms in the new unit to those in 

the established business ("Rewards")56 

Ordinary least squares (OLS) multiple regression analysis was used to test the 

effects of these eight independent variables on effectiveness of response. The 

regression equation takes the following general form: 

ER = (3o + (3i (Degree of conflicts) + ß2 (Strategic relatedness) + ß3 (Separate) 

+ ß4 (Autonomy) + P5 (Culture) + (36 (Budgetary & Investment policies) 

+ ß7 (Evaluation & Incentive systems) + ßg (Rewards) + E, 

where 

ER = effectiveness of response, and 

c= the error term. 

Significant values in the correct direction for the eight regression coefficients 13i to 

138 would support Propositions 5-9. 

Table 23 summarises the hypothesised relationships. 

"" Variables 5 to 8 represent the various administrative mechanisms that the corporate headquarters 

can employ to manage the newly created unit. These mechanisms, together with the variable 
measuring the decision-making autonomy granted to this new unit. ýýere included in a separate 
regression equation that was used to test Propositions 8&9. 
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Table 23. Summary of expected relationships 

Independent Variables 
Dependent Variable: 

Effectiveness of Response 
1. Degree of conflicts _ 
2. Strategic relatedness + 
3. Separation + 
4. Autonomy + 
5. Culture + 
6. Budgetary & Investment policies + 

7. Evaluation & Incentive systems + 

8. Rewards + 

Table 24 gives means, standard deviations, and other descriptive statistics for all 

the variables used in the regression analyses. 

Table 24. Descriptive statistics 

Minimum Maximum Mean Standard 
Deviation 

Degree of conflicts 1.00 3.00 1.62 0.45 

Strategic relatedness 0.00 8.00 4.06 1.91 

Separation 0.00 1.00 0.61 0.49 

Autonomy 1.00 4.56 2.87 1.08 

Culture 1.00 6.00 4.22 1.71 

Budgetary & Investment policies 1.00 6.00 3.95 1.54 

Evaluation & Incentive systems 1.00 6.00 3.44 1.66 

Rewards 1.00 6.00 3.2-1 1.59 

Effectiveness of response 2.56 6.00 4 
. 
60 0.69 
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Tables 25A &B give Pearson correlation coefficients for the eight independent 

variables and effectiveness of response. Pair-wise correlations are given for the 

two sets of independent variables used separately in the two regression models 

that tested Propositions 5-7 and 8-9, respectively57 

Table 25A. Pearson correlation coefficients 

(Independent Variables 1 to 3) 

Variables58 1 2 3 

1. Degree of conflicts 

2. Strategic relatedness -. 137 

3. Separation -. 102 -. 124 

Effectiveness of response -. 429*** 
. 
184 . 177 

* p-value < . 
05 (two-tailed) 

** p-value < . 
01 (two-tailed) 

*** p-value < . 
001 (two-tailed) 

As shown in the table, the pair-wise correlations between the three independent 

variables were very small and insignificant. This, therefore, suggests that 

multicollinearity is not a problem in estimating the effectiveness of response using 

these three independent variables jointly in a regression equation. 

57 As explained earlier, variables I to 3 (i. e., degree of conflicts, strategic relatedness, and 
separation) were used in a regression equation to estimate the effectiveness of response of all 
sample firms that embraced the disruptive strategic innovation, and hence test Proposition 5-7. 
Variables 4 to 8 (i. e., autonomy, culture, budgetary & investment policies, evaluation & incentive 

systems, and rewards) were included in a separate regression model to test Propositions 8&9. 

This model was estimated using data only from those firms in the sample that farmed a separate 
unit. 
ý8 The pair-wise sample size N for the various correlations shown in the table varied because some 

missing values were excluded from the analysis (N ranged from 63 to 67). 
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Table 25B. Pearson correlation coefficients 

(Independent Variables 4 to 8) 

Variables" 4 5 6 7 8 

4. Autonomy 

5. Culture . 387* 

6. Budgetary & Investment . 129 . 710*** 
policies 

7. Evaluation & Incentive 
. 
287 

. 732*** 6l2' 
systems 

8. Rewards . 341 * . 754*** . 528*** . 844*** 

Effectiveness of response . 198 -. 010 
. 165 -. 194 -. 173 

* p-value < . 
05 (two-tailed) 

** p-value < . 
01 (two-tailed) 

*** p-value < . 
001 (two-tailed) 

As indicated in the table, the pair-wise correlations between the four variables 

representing the administrative mechanisms employed by the corporate 

headquarters to manage the new unit (i. e., culture, budgetary & investment 

policies, evaluation & incentive systems, and rewards) had relatively high Pearson 

correlation coefficients, which were statistically significant at beyond the 0.001 

level. Using these variables in the same regression equation could result in 

substantial multicollinearity problems. Therefore. in order to reduce the potential 

multicollinearity that these high correlations could introduce in the regression 

N= 41 except for the correlations involving variable 6 (budgetarti & investment policies) ww here 
N=40. 
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model, the four variables were standardised before undertaking the statistical 

analysis. As discussed in Chapter 4 (Section 4.2.5), this process has no effect on 

the sign and significance of the respective variables, but it considerably removes 

multicollinearity from the model (e. g., Neter et al., 1989). 

Table 26 presents the regression coefficients and related statistics resulting from 

testing Propositions 5-9. Model 4 was estimated using data from all sample firms 

that embraced the disruptive strategic innovation. The regression equation 

included the three independent variables (degree of conflicts, strategic relatedness, 

and separate) relating to Propositions 5-7. Models 5&6 were estimated using 

data from the sub-sample of firms that formed a separate unit to compete in the 

new strategic position in order to test Propositions 8&9. Model 5 included all 

five of the independent variables identified in these two propositions (i. e.. 

autonomy, culture, budgetary & investment policies, evaluation & incentive 

systems, and rewards). As indicated in Table 26, however, two of these variables 

(namely, culture and rewards) were statistically insignificant (their p-values were 

0.819 and 0.638, respectively). Consequently, the two variables were removed 

from the equation and the model was estimated again using only the remaining 

three variables. Model 6 provides the results for this regression analysis. 
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Table 26. Results of multiple regression analysis on effectiveness of response 

Variables 
Degree of conflicts 

Ba 
Standard error 
t-statistic (p-value) 

Strategic relatedness 
B 
Standard error 
t-statistic (p-value) 

Separate 
B 
Standard error 
t-statistic (p-value) 

Autonomy 
B 
Standard error 
t-statistic (p-value) 

Culture 
B 
Standard error 
t-statistic (p-value) 

Budgetary & Investment policies 
B 
Standard error 
t-statistic (p-value) 

Evaluation & Incentive systems 
B 
Standard error 
t-statistic (p-value) 

Rewards 
B 
Standard error 
t-statistic (p-value) 

Constant 
B 
Standard error 
t-statistic (p-value) 

R2 
Adjusted R2 
F (p-value) 
N 

Dependent Variable: 
Effectiveness of Response 

Model 4 Model 5 Model 6 

-0.545** 
0.171 

-3.186 (0.002) 

0.087* 
0.042 
2.074 (0.042) 

0.2981 
0.158 
1.882 (0.065) 

4.889*** 
0.388 

12.610 (0.000) 

0.256 
0.218 
6.778** (. 001) 

63 

0.211* 
0.101 
2.090 (0.044) 

0.193* 
0.094 
2.064 (0.046) 

-0.044 
0.192 

-0.231 (0.819) 

0.343* 
0.148 
2.323 (0.026) 

0.321 * 
0.122 
2.632 (0.012) 

-0.293 
0.196 

-1.492 (0.145) 

-0.388** 
0.127 

-3.052 (0.004) 

-0.096 
0.201 

-0.475 (0.638) 

4.095 *** 
0.304 

13.480 (0.000) 

4.147*** 
0.282 

14.706 (0.0(x) ) 

0.261 
0.152 
2.3971 (. 058) 

4() 

0. 
-2 51 

0.189 
4.026* (. 014 ) 

40 

" Unstandardised regression coefficients are reported. 
p-value < . 

10 (two-tailed t-test) 
* p-value < . 

05 (1 W0-tailed t-test) 
** p-value < . 

01 (two-tailed t-test) 
*** p-value < . 

001 (two-tailed t-test) 
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6.2.1. Results on Propositions 5 to 7 

As indicated in Model 4 in Table 26, Propositions 5 to 7 were supported: all three 

independent variables were significant in the predicted direction. The respective 

findings for these propositions are summarised below. 

Summary of results 

0 Proposition 5 was supported. The higher the degree of conflicts between the 

two different strategic positions (or businesses) that are created in the 

industry following the introduction of a disruptive strategic innovation, the 

less effective an established firm will be in competing in both positions 

simultaneously. 

0 Proposition 6 was supported. The higher the degree of strategic relatedness 

between the two different strategic positions, the more effective an 

established firm will be in competing in both positions simultaneously. 

0 Proposition 7 was supported. On average, an established firm will be more 

effective in competing in two different strategic positions in the same 

industry simultaneously if it forms a separate unit (division or subsidiary) 

specifically to compete in the new business. 

The overall regression model was significant at the 0.002 level (F = 6.778, with a 

p-value of 0.001). The model explained 25.6% of the variability in the 

effectiveness of response (R2 = 0.256), while the Adjusted R2 (that controls for the 
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number of independent variables in the model) was equal to 0.218. The next few 

paragraphs describe in more detail the regression results concerning the three 

theoretical propositions. 

Consistent with Proposition 5, the result for the degree of conflicts (or positioning 

trade-offs) that exist between the two alternative strategic positions in the industry 

attained significance at beyond the 0.01 level in the predicted negative direction 

(B = -0.545; p-value = 0.002). The main theoretical arguments in support of this 

finding were discussed in Chapter 3 (Section 3.2). These arguments drew 

primarily from the relevant literature on strategic positioning and the extensive 

work of Michael Porter. As discussed in that section, the various conflicts that 

exist between two different strategic positions in the same industry (such as risk 

of cannibalising the existing customer base, risk of undermining the value of the 

existing distribution network, risk of destroying the overall culture of the 

organisation, etc. ) make it difficult for established firms to play two games at the 

same time. 

In agreement with Porter's suggestions, the statistical results of this research 

indicated that companies that try to compete in two different strategic positions at 

the same time run the risk of hurting their existing business and/or undermining 

their effectiveness in the new strategic position. The statistically significant 

negative coefficient for the degree of conflicts estimated in Model 4 supports the 
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line of reasoning from the strategic positioning literature that trade-offs limit the 

ability of a company to compete effectively in two different strategic position 

simultaneously. The higher the degree of these conflicts, the less effective an 

established firm will be in playing two games at the same time. 

The result for the degree of strategic relatedness between the two different 

strategic positions was consistent with Proposition 6: The more strategically 

related the two businesses are, the more effective an established competitor will 

be in competing in both strategic positions simultaneously. The regression 

coefficient for the strategic relatedness variable was 0.087, which was significant 

at the 0.05 level (p-value = 0.042). As explained in Chapter 4 (Section 3.3 ), 

strategic relatedness captures explicitly the extent, or degree. of similarity of the 

strategic assets that reside in two businesses. These strategic assets underpin a 

firm's cost or differentiation advantage in a particular market. Strategic 

relatedness, therefore, is high when the amount of non-tradable, non-substitutable, 

and imperfectly imitable assets that are common in the two businesses is high. 

The work by Markides and Williamson (1994,1996). and Verdin and Williamson 

(1994) has suggested that the higher the degree of strategic relatedness between 

two businesses, other things equal, the larger would be the expected returns from 

diversification of firms from one to the other. The regression results shown in 

Model 4 provided further empirical support for this assertion. Specifically, these 

findings indicated that, on average, the established firms in the sample were more 
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effective in competing simultaneously in the two different strategic positions in 

their respective industries the more strategically related these two businesses 

were. 

The regression result on Proposition 6, therefore, was consistent with theoretical 

arguments presented in the strategic relatedness literature. Namely, by competing 

in two strategically related businesses, established firms could share their existing 

strategic assets between the traditional business and the newly created one, and/or 

transfer the necessary competencies to build new strategic assets faster and at a 

lower cost than other competitors, thereby improving their overall effectiveness to 

play two games at the same time. Through resource sharing and competence 

transfer these firms could achieve economies of scope and/or organisational 

learning benefits by reducing overall operating costs in the two strategic positions, 

and/or better differentiating their products or services resulting in a price 

premium. 

Therefore, the concept of strategic relatedness, which was originally used in 

diversification research to explain the performance differences between related 

and unrelated diversifiers, has also found empirical support in this study on 

disruptive strategic innovation. In fact, strategic relatedness was shown to be an 

important determinant of a firm's effectiveness to compete simultaneously in two 

different strategic positions in the same industry. 
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Finally, consistent with theoretical arguments from the disruptive technological 

innovation literature, the regression results also supported Proposition 7: On 

average, an established firm will be more effective in competing in two different 

strategic positions in the same industry simultaneously if it forms a separate unit 

(division or subsidiary) specifically to compete in the new business. The 

regression coefficient for the respective variable indicating whether or not a new 

unit was created was 0.298. This variable attained significance at beyond the 0.10 

level (the p-value was 0.065). 

The literature on technological innovation provided the main theoretical support 

for Proposition 7. Specifically, as discussed in Chapter 3 (Section 3.4), recent 

work on disruptive technologies has suggested that an established firm can 

successfully maintain its existing technology while at the same time move into a 

new technological field if it separates the technologies into two independent units. 

Various studies have suggested that by setting up different, autonomous units (or 

divisions) a firm can avoid the pitfalls that exist between two conflicting 

technologies and minimise the underlying risks. This, in turn, enables the firm to 

compete successfully in both technological fields at the same time. 

This thesis extended these ideas to the case of disruptive strategic innovation. 

Specifically, the research argued that since a disruptive technological innovation 
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shares many similarities with a disruptive strategic innovation, the same line of 

reasoning should also apply for companies that compete in two different strategic 

positions in the same industry. The regression results in Model 4 have supported 

this argument. The empirical evidence in this research indicated that those 

established firms that formed a separate organisation were, on average, more 

effective in competing with two different business models in operation than 

companies that entered the new business through their existing organisational 

structure and divisions. The research findings, therefore, suggest that by creating 

a separate unit established firms are able to reduce (or completely eliminate) the 

underlying conflicts involved between the two different strategic positions, and 

hence compete effectively in both positions at the same time. 

As I argued in Chapter 3, however, creating a separate unit will not guarantee 

long-term success in the new business unless established firms also employ the 

appropriate managerial policies to manage effectively this new unit, while at the 

same time maintaining (or even improving) their competitive positions in the 

traditional business. That discussion led to Propositions 8&9, which are 

examined in the next section. 
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6.2.2. Results on Propositions 8 and 9 

The discussion in this section focuses only on those established players that 

formed a separate unit to compete in the new business. The objective of 

Propositions 8&9 was to examine whether there were any significant 

performance differences within this group of established firms depending on the 

degree of autonomy (or decentralisation) they granted to the new unit, as well as 

the various administrative mechanisms they employed to manage this new 

organisation. 

As I explained earlier, Model 5 was initially estimated to test the two propositions 

using the five independent variables identified in the relevant literature (i. e., 

autonomy, culture, budgetary and investment policies, evaluation and incentive 

systems, and rewards). This literature was reviewed in Chapter 3 (Section 3.5). 

However, as indicated in Table 26, the variables "culture" and "rewards" were 

statistically insignificant, and therefore were removed from the model. The 

regression equation was then re-estimated using only the remaining three 

variables (Model 6). 

The findings with respect to Propositions 8&9 that were derived from estimating 

the two models are summarised next. The discussion focuses mainly on the 

regression results and related statistics of Model 6. 

- 265 - 



CHAPTER 6. Research Results and Discussion 

Summary of results 

0 Proposition 8 was supported. An established firm that responds to a 

disruptive strategic innovation by creating a separate unit specifically to 

compete in the new business will be more effective in competing in the two 

different strategic positions the higher the degree of autonomy (or 

decentralisation) the corporate headquarters grants to this unit to make 

strategic, financial, and operational decisions. 

0 Proposition 9 was partly supported. Consistent with the expected 

relationship, an established firm that forms a separate unit to compete in the 

new business will be more effective in competing in the two different 

strategic positions the more different the budgetary and investment policies 

that the corporate headquarters employs to manage this unit are compared to 

the established business. However, contrary to expectations, the firm will 

be less effective in competing in the two strategic positions the more 

different the evaluation and incentive systems in this unit are compared to 

the established business. The other two administrative mechanisms that 

were also expected to influence the firm's effectiveness (i. e., culture and 

rewards) were not statistically significant. 

The regression equation in Model 6 was significant at the 0.02 level (F = 4.026. 

with a p-value of 0.014 ). The model explained 25.19 of the variability in the 

effectiveness of response (R2 = 0.25 1), while the Adjusted R2 was equal to 0.189. 
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Next, I describe in more detail the results concerning the two propositions based 

on the regression coefficients and related statistics presented in Model 6. 

Consistent with Proposition 8, the result for the degree of autonomy that the 

corporate headquarters grants to the new unit to take strategic. financial, and 

operational decisions attained significance at the 0.05 level in the predicted 

direction (B = 0.193; p-value = 0.046). The relevant theoretical background for 

this proposition was based on arguments from the organisational theory literature 

regarding the use of appropriate organisational structures to manage effectively 

internal differentiation within the multi-business firm. 

As discussed in Chapter 3 (Section 3.5), organisation theorists argue that a key 

purpose of organisational design is to enable each division (or business unit) of a 

multi-business firm to cope with its information-processing requirements and 

compete effectively in its market. These information-processing requirements are 

influenced by two main sources of uncertainty: (a) uncertainty of the external 

competitive environment; and (b) uncertainty of the tasks the division needs to 

perform in implementing its chosen competitive strategy. The greater the 

environmental uncertainty and/or diversity of the task, the greater the amount of 

information needed to be processed during the decision making and task 

execution in order to achieve a certain level of performance. Following this 

information-processing perspective, recent work in the organisational theory 
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literature has suggested that divisions that compete in industries characterised by 

high levels of environmental and task uncertainty require higher degrees of 

decentralisation from the corporate centre to deal effectively with the higher 

information-processing requirements they face. 

As explained in Chapter 3, these arguments are also applicable in situations where 

established firms have embraced a disruptive strategic innovation by creating a 

separate unit to compete in the new business. By competing in two different 

strategic positions, these companies are much like a multi-business firm with 

different business units. As suggested in that chapter, these companies will face a 

high degree of uncertainty that arises from two distinct sources: (a) the dynamic 

and volatile external competitive environment they will face in the new strategic 

position; and (b) the new set of activities or tasks they will have to perform in 

order to succeed in this new business. Taking into consideration this high level of 

environmental and task uncertainty that characterises the newly created business, 

Proposition 8 relied on arguments from the information-processing perspective to 

suggest that an established firm will be more effective in competing in the two 

different strategic positions the higher the degree of decentralisation the new unit 

enjoys from the firm's corporate headquarters. 

The regression results in Model 6 have supported this argument. As illustrated in 

Table 26. the empirical evidence in this research indicated that the higher the 
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degree of decision-making autonomy the corporate headquarters grants to this 

new unit, the more effective an established firm will be in competing in both 

strategic positions simultaneously. This decision-making autonomy is necessary 

to enable the new organisation to deal effectively with the hiher information- Z-- 

processing requirements it faces as a result of the environmental and task 

uncertainty that exists in the new business. By having responsibility to take 

strategic, financial, and operational decisions locally, rather than referring these 

upward in the hierarchy, the new unit will be better prepared to react quickly and 

flexibly to major environmental and other strategic disruptions that take place in 

its business and the industry as a whole. 

Finally, the regression results for the various administrative mechanisms that the 

corporate headquarters can employ to manage the new unit were mixed (see 

Models 5&6 on Table 26). Following again theoretical arguments from the 

organisational theory literature, Proposition 9 suggested that the more different 

the administrative mechanisms are in the new unit compared to the established 

business, the more effective an established firm will be in competing in the two 

strategic positions. Four different types of administrative mechanisms were 

examined: (i) culture; (ii) budgetary and investment policies: (iii) evaluation and 

incentive systems; and (iv) rewards. The regression results are analysed next. 
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As indicated in Model 6, the result for budgetary and investment policies was 

consistent with Proposition 9: The more different the budgetary and investment 

policies are in the new unit compared to the existing business, the higher the 

firm's effectiveness to compete in the two different strategic positions (B = 0.321: 

p-value = 0.012). However, contrary to the expected relationship, the firm will be 

less effective in competing in the two positions simultaneously the more different 

the evaluation and incentive systems in the new unit are compared to the existing 

business (B = -0.388; p-value = 0.004). The regression results for the other two 

administrative mechanisms, namely culture and rewards, were not statistically 

significant. As illustrated in Model 5, both regression coefficients were negative 

(i. e., opposite to the predicted direction) but insignificant (the p-values were 0.819 

and 0.638, respectively). 

These results provide only weak support for Proposition 9. The relevant 

arguments from the organisational theory literature suggested that because the 

new unit generally competes in a business characterised by a high degree of 

environmental and task uncertainty (compared to the existing business), the 

administrative mechanisms that the corporate headquarters employs to manage the 

new unit should differ from those in the established organisation. Specifically. it 

was argued that the more different these policies are, the more effective the firm 

will be in playing two games at the same time. The empirical findings of thi' 

research, however, were mildly supportive of this line of reasoning. 
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A possible reason for this relatively weak support for Proposition 9 may be due to 

the fact that the four expected relationships were broadly defined. The 

proposition (and the subsequent operationalisation of the four variables) simply 

aimed to examine how different these mechanisms are in the new unit compared 

to the established business. The thesis did not precisely address the underlying 

implications and importance of using different ways to manage the new unit, nor 

did it investigate under what circumstances these managerial policies lead to 

higher performance. In other words, the four variables used in the analysis did not 

capture specific dimensions of these mechanisms that may determine whether and 

when these policies are appropriate, as well as in what particular context. 

For example, budgetary and investment policies may depend on long- or short- 

term time horizons; evaluation and incentive systems can be based on subjective 

assessment by corporate superiors or on more objective formulas; rewards can be 

extrinsic or intrinsic, etc. The fact that the variables used in the model, and the 

hypothesised relationships. did not specifically address these different dimensions 

may explain why Proposition 9 was only partly supported. Additional research is 

therefore needed to examine these issues in more detail. Future studies should 

focus specifically on the impact of these various dimensions on a firm's 

effectiveness to compete with two different and conflicting business models in 

operation at the same time. 
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CHAPTER 7 

7. Research Contributions and Conclusions 

New ways of competing are often introduced in an industry that break the existing 

rules of the game, and radically redefine the prevalent competitive conditions in 

the market. These new ways of playing the game can arise for a number- of 

factors. For example, changing consumer needs or preferences, newly emerging 

technologies, moves and countermoves by competitors, socio-political and 

regulatory changes, emergence of new dominant product designs, evolving 

industry dynamics, and so on. All these factors contribute to the emergence of a 

new strategic position (or business model) that often creates a major discontinuity 

in the industry. 

This dissertation focused on disruptive strategic innovation as one particular type 

of discontinuous change. which not only introduces a fundamentally different way 
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of competing in an existing industry but also one that conflicts with the 

established, traditional way of doing business. This type of discontinuous change 

has become much more prevalent in recent years, particularly following the 

growth of e-commerce and the emergence of new Internet-based business models. 

Perhaps not surprisingly, most disruptive strategic innovations come from 

outsiders and rarely from established firms. As most of the examples examined in 

this thesis illustrated, the majority of innovators tend to be either entrepreneurial 

start-ups, new market entrants, or specialised niche players. These companies 

bring to the market a very different value proposition by offering different 

performance attributes from the ones mainstream customers historically valued. 

Even though initially a disruptive strategic innovation underperforms mainstream 

products or services in the dimensions (or attributes) that established firms have 

traditionally emphasised, the strategic innovation may soon become good eliocrgh 

in those dimensions but superior in other attributes. When this happens, the 

criteria by which customers choose one product or service over another change. 

And so does the basis of competition in the industry. Specifically, customers who 

value the new dimensions increasingly begin to switch in favour of the disruptive 

strategic innovation. The new business, therefore, starts to grow and threaten the 

traditional way of competing in the industry. At that point. established firms 

realise that by not embracing the strategic innovation they risk losing their 

mainstream customers and undermining their competitive position in the industry. 
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However, because the new way of doing business conflicts with the traditional 

business model, these firms also realise that by embracing the disruptive strategic 

innovation they risk hurting their established business and destroying the value of 

their existing operations. In many cases, the conflicts that exist between the two 

alternative strategic positions are serious enough to make these competitors think 

twice before acting. It becomes clear, therefore, that the successful introduction 

of a disruptive strategic innovation creates a major dilemma for established firms. 

Namely, should these incumbents embrace the new way of competing in the 

industry at the risk of hurting their existing business? If so, how can they do that 

effectively? This dissertation focused precisely on these issues, and attempted to 

provide answers to the following two research questions: 

1. What factors influence the decision by established firms to embrace a 

disruptive strategic innovation introduced in their industn' and move to 

the new strategic position? 

2. How can established firms compete effectively in two different and 

conflicting strategic positions in the same industry simultaneously? 

Drawing from various theoretical backgrounds and insights generated from field 

research, several factors were identified that influence a firm's likelihood and 

effectiveness of response. The resulting theoretical propositions were tested using 

survey questionnaire data from 98 established firms in eleven European and North 

American industries. The main findings of this dissertation are summarised next. 
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7.1. Summary of Research Findings 

Section 7.1.1 offers a summary of the major descriptive results from the survey 

research. These results were discussed in detail in Chapter 5. Section 7.1.2 

provides the main findings on the nine theoretical propositions developed in the 

thesis to address the two research questions. These findings, which were derived 

using logistic and OLS multiple regression analyses, were presented and analysed 

in Chapter 6. 

7.1.1. Main Results from the Survey Research 

A. Companies that did not embrace the disruptive strategic innovation 

" On average, the most important reason for not responding to the disruptive 

strategic innovation was because the established firms wanted to remain 

focused in their existing business. Another important factor was the fact 

that these companies had invested a lot in this business and therefore wanted 

to capitalise on their investment. 

" On average, the responding executives within these companies did not think 

they lacked the necessary skills to compete effectively in the new business. 

" On average, executives thought that the strategic innovation received more 

attention from the media and industry analysts than they originally expected. 

These executives. however, were not surprised by the growth potential and 

size of the new business, which they thought grew more or less as expected. 

The rate at which the new business grew was also according to their 

expectations. 
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B. Companies that did embrace the new business 

0 The majority of the established firms (54%) embraced the disruptive 

strategic innovation both to attract new customers as well as to prevent loss 

of existing customers. Forty-one percent of the sample firms entered the 

new business primarily to attract new customers (i. e., their response was 

offensive), while five percent did so primarily as a defensive move to 

prevent loss of their existing customers. These findings indicate that for the 

most part the established firms viewed the strategic innovation as an 

opportunity to improve (not just defend) their existing competitive position 
in the industry and increase their market share. 

0 Contrary to the companies that did not respond to the strategic innovation, 

the executives within the ones that did respond felt, on average, that the new 
business (a) would grow a lot in the future; and (b) did not receive extensive 

attention from the media and industry analysts. 

" On average, the established firms were effective in responding to the 

strategic innovation along various performance dimensions. 

0 On average, the products or services the firms offered in the new business 

were somewhat different from those in the established business along 

various dimensions such as targeted customer segment, level of personal 

service provided, price, and overall characteristics. To offer these new 

products and services to customers, a majority of these companies (79%) 

shared back-office activities with their established business. 

0 Most of the established firms (87c/c) had a new business champion' within 

their organisation who was particularly in favour of embracing the new 

business, and hence was very influential in their decision to respond to the 

strategic innovation. In almost half of these firms (47%). this 'champion' 

was the company's chairman. CEO. or managing director. 
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C. Companies that formed a new unit 

9 The majority of the responding established firms (42 out of 68. or 62c /c) 

entered the new business through a separate unit. The remaining 26 firms 

(or 38%) chose to compete in the new business through their existing 

organisational structure and divisions. 

0 Most of the companies that formed a new unit (68%) used a different name 
for the new organisation, compared to 32% that did not. 

0 Moreover, 83% of the companies appointed a new CEO (or division 

manager) in charge of the new unit. In most cases (82%), this person 

moved from an existing position within the organisation (in the remaining 

18% of these companies the new manager came from outside the 

organisation). 

" Before creating a separate unit to compete in the new strategic position, one 

third of the companies (32%) let the new way of competing coexist (under 

the same organisational structure and divisions) with their established 

business (on average, the two businesses coexisted for a period of 3.4 

years). However, the majority of the responding companies (68%) did not 

follow this policy but, instead, placed responsibility for the new business in 

a separate unit from the start. 

" On average, the culture of the new unit as well as the budgetary and 

investment policies employed by the corporate headquarters to manage this 

new organisation were somewhat different compared to the established 

business. In contrast, the reward mechanisms in the new unit were 

relatively similar to those in the established business. 

" On average, the new unit had a shared responsibility with the firm'..,, 

corporate headquarters for making decisions regarding operational, 

strategic, and financial activities in the unit. 
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D. All sample companies 

" On average, the executives within the sample established firms (including 

both responders and non-responders) did not consider the underlying 

conflicts (or trade-offs) associated with playing two games in the same 
industry simultaneously to be high. Moreover, the overall importance of 

each of the ten conflicts identified in the research was on average about the 

same (i. e., none of them was considered to be much more important than the 

others in competing in the two different strategic positions). 

" Managerial perceptions about the size and importance of these conflicts. 

however, varied between companies that responded to the disruptive 

strategic innovation and those that did not. On average, the conflicts were 

higher for companies that did not embrace the new business. 

" On average, in most industries the type of innovator (i. e., whether it was an 

established leading company, a new entrant, or a specialised competitor) did 

not influence substantially the decision of the established firms on whether 

or not to embrace the disruptive strategic innovation. Moreover, 60% of the 

companies said that their decision would have been the same had a different 

type of innovator introduced the new way of doing business in the industry 

(only 22% indicated that their decision would have been different). 

" On average, the responding executives expected the new business to grow a 

lot in the next five to ten years (relative to the traditional business). 

" On average, these executives considered the new business to be different 

from the traditional way of competing in their respective industries. 
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7.1.2. Main Results from the Statistical Regression Analyses 

A. Results regarding the likelihood of response (Propositions I to 4) 

" Proposition 1 was supported. The higher the degree of conflicts between an 

established firm's existing strategic position and the newly identified one, 

the lower the likelihood that the firm will embrace the disruptive strategic 

innovation and enter the new business. 

0 Proposition 2 was supported. The more similar the new business is 

perceived to be by an established firm (compared to the traditional way of 

competing in the industry), the higher the likelihood that the firm will 

embrace the disruptive strategic innovation and enter the new business. 

" Proposition 3 was supported. The more threatening the new business is 

perceived to be by an established firm, the higher the likelihood that the 

firm will embrace the disruptive strategic innovation and enter the new 

business. 

" The results on the interaction effects were not consistent with Proposition 4. 

The first and second order products between the inverse of the degree of 

conflicts and (a) the degree of similarity between the new and existing 

businesses; and (b) the level of threat that the new business poses to the 

existing business were not significant. 
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B. Results regarding the effectiveness of response (Propositions 5 to 9) 

0 

0 

0 

0 

0 

Proposition 5 was supported. The higher the degree of conflicts between the 

two different strategic positions that are created in the industry following the 

introduction of a disruptive strategic innovation, the less effective an 

established firm will be in competing in both positions simultaneously. 

Proposition 6 was supported. The higher the degree of strategic relatedness 

between the two different strategic positions, the more effective an 

established firm will be in competing in both positions simultaneously. 

Proposition 7 was supported. On average, an established firm will be more 

effective in competing in two different strategic positions in the same 

industry simultaneously if it forms a separate unit (division or subsidiary) 

specifically to compete in the new business. 

Proposition 8 was supported. An established firm that responds to a 

disruptive strategic innovation by creating a separate unit will be more 

effective in competing in the two different strategic positions the higher the 

degree of autonomy (or decentralisation) the corporate headquarters grants 

to this unit to make strategic, financial, and operational decisions. 

Proposition 9 was partly supported. Consistent with the expected 

relationship, an established firm that forms a separate unit to compete in the 

new business will be more effective in competing in the two different 

strategic positions the more different the budgetary and investment policies 

that the corporate headquarters employs to manage this unit are compared to 

the established business. However, contrary to expectations, the firm will 

be less effective in competing in the two strategic positions the more 

different the evaluation and incentive systems in this unit are compared to 

the established business. The other two administrative mechanisms that 

were also expected to influence the firm's effectiveness (i. e.. culture and 

rewards) were not statistically significant. 
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7.2. Research Contributions 

This dissertation makes three main contributions that build on previous research 

on competitive interaction between firms in an industry. The first contribution is 

methodological. Although the dissertation examines a well-researched topic in 

the competitive interaction literature, namely the determinants of competitive 

responses, it does so from a new angle and with a new methodology. Most 

previous studies in this area have focused mainly on a single industry or 

geographic environment (primarily US-based), and have been confined to small 

samples using cross-sectional data (e. g., Chen et al., 1992: Chen & Hambrick. 

1995; Chen & MacMillan, 1992; Chen & Miller, 1994; MacMillan et al., 1985; 

Miller & Chen, 1994, Smith et al., 1989,1991, etc. ). In contrast, this thesis uses 

questionnaire data from a large sample of firms in eleven different industries in 

Europe and North America. 

This multi-industry and multi-country research design has considerable 

methodological advantages since it substantially improves the generalizability and 

applicability of the research findings. The results presented in this thesis, 

therefore, can be generalised to different industry and country environment 

where established firms are faced with a disruptive strategic innovation. This 

provides an important extension to the existing literature on competitive 

interaction, and broadens our understanding on how competitors actually interact 
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in the marketplace via the ongoing exchange of competitive actions and 

responses. 

The second contribution is empirical and relates to the overall role and importance 

of conflicts in playing two games at the same time. As discussed in Chapter 2. a 

prevalent view in the strategic positioning literature (strongly advocated by 

Michael Porter) is that a firm should not try to compete in two different strategic 

positions in the same industry simultaneously. The main reason proposed in that 

literature to support this argument is the existence of conflicts (or positioning 

trade-offs) between the two alternative ways of playing the game. Because of 

these trade-offs, it is argued that firms that try to compete in both positions 

simultaneously will eventually pay a huge straddling cost and degrade the value of 

their existing activities. This dissertation carries the debate on whether a 

company should play two games or not beyond the simplistic `Porterian' view 

(i. e., `do it' versus `don't do it') by identifying and empirically testing the major 

factors influencing this decision. While accepting that conflicts are important, the 

research suggests that these positioning trade-offs are only one of the factors that 

influence a firm's decision on whether to compete in two different strategic 

positions at the same time, as well as its effectiveness in doing so. Drawing on 

various theoretical backgrounds, and building upon a series of in-depth interviews 

with senior managers in companies that appear to play two games at the same 

time, the thesis identified and empirically tested several other important factors. 
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The research findings provide empirical evidence to show that it is possible to 

compete effectively in two different strategic positions in the same industry 

simultaneously. The results suggest that firms that create a separate unit (division 

or subsidiary) specifically to compete in the new business tend to improve their 

effectiveness in playing two games at the same time. By placing responsibility for 

the new business to an independent organisation, these firms are able to manage 

the various conflicts that exist between the two strategic positions, and minimise 

(or completely eliminate) the underlying risks. This empirical evidence, 

therefore, provides a different perspective on the role of these conflicts, and calls 

for more careful consideration on how precisely they affect a firm's ability to 

compete with two different business models in operation. The findings direct the 

focus away from a rather simplistic view on whether or not conflicts are important 

and on to managerial policies on how established firms can manage these conflicts 

effectively so that they can play two games at the same time. 

The thesis also adds to the existing literature on how conflicting strategic 

positions can be maintained beyond the notion of separation by exploring in detail 

how the two business models can peacefully coexist. Specifically, the research 

findings suggest that creating a separate unit will not guarantee long-term success 

in the new business unless established firms also employ the appropriate 

managerial policies that will support the simultaneous coexistence of both 
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business models. Various control mechanisms were identified that significantly 

influence a firm's overall effectiveness. 

Finally, the third contribution is theoretically driven and relates to the idea that 

strategic relatedness (as discussed in the resource-based view literature) may 

provide a relevant theoretical background to study disruptive strategic innovation. 

The concept of strategic relatedness was originally used in diversification research 

to explain the performance differences between related and unrelated diversifiers 

(e. g., Markides & Williamson, 1994,1996; Verdin & Williamson, 1994). The 

empirical evidence in this thesis, however, indicates that strategic relatedness can 

also provide a useful theoretical lens in the context of disruptive strategic 

innovation. The findings suggest that by competing in two strategically related 

businesses, established firms can share existing strategic assets and resources 

between the two, and/or transfer the necessary competencies to build new 

strategic assets faster and at a lower cost than other competitors. Through 

resource sharing and competence transfer, these firms can improve their 

effectiveness to compete in both positions simultaneously. 

Therefore, the existing work on strategic relatedness may provide a relevant 

theoretical background to further investigate the factors that influence whether 

and when established firms can play two games at the same time. The statistical 

significance that the concept of relatedness has attained in this thesis suggests that 
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more serious attention should be paid to the resource-based view theory of the 

firm, according to which firm-specific assets may affect the ability of a firm to 

compete in two different strategic positions simultaneously. These assets may 

include service reputation, customer loyalty, brand awareness, customer and 

distributor/supplier relationships, access to particular distribution channels and 

supply networks, efficient supply chains for made-to-order or standardised 

products, overall skill level of the labour force, etc. By capturing explicitly the 

degree of similarity of the strategic assets or resources residing in the two 

strategic positions future studies would add significantly to the line of research 

presented in this thesis, and improve our understanding on competitive responses 

to disruptive strategic innovation. 

7.3. Managerial Implications 

This thesis has clarified and explored in detail the unique features of disruptive 

strategic innovation compared to other types of competitive actions introduced in 

an industry. As discussed throughout the thesis, disruptive strategic innovations 

create major threats as well as opportunities for established firms in an industry. 

The results of this research provide these companies with valuable insights with 

regard to how they can react effectively to these strategic disruptions in order to 

maintain (and consolidate) their existing positions in the industry. The thesis has 

empirically identified the factors that managers should consider as they try to 
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decide on whether or not to play two games at the same time. The research 

findings have also shown that established firms can compete in two different and 

conflicting strategic positions in the same industry provided that they employ the 

appropriate managerial policies to minimise the underlying risks between the two 

positions. The research has identified and empirically tested several of these 

managerial policies that influence a firm's effectiveness. The findings presented 

in this study, therefore, have important managerial implications for established 

firms facing a disruptive strategic innovation. 

In particular, contrary to the prevalent view in the strategic positioning literature 

(which argues against a response), the research findings provide these firms with 

the strategic option to embrace the disruptive strategic innovation effectively (if, 

of course, they choose to do so) without undermining their existing business. By 

creating a separate unit to compete in the new strategic position and granting its 

management the autonomy to decide on certain operational, strategic, and 

financial matters affecting this new organisation, an established firm will be able 

to play effectively two games at the same time. As a result, the firm can take 

advantage of the potential opportunities that the new business may bring to the 

market, and hence improve its overall competitive position in the industry. 

Increasingly established firms will be required to balance exploitation of their 

existing business and exploration of new or emerging strategic positions (March, 
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1991). The need to successfully maintain these two sets of usually conflicting 

activities will become a new strategic imperative for established firms to operate 

in today's electronic market space, and succeed in this new economy. The results 

of this research provide these firms with some practical suggestions on how they 

can achieve this balance of exploitation and exploration more effectively. 

7.4. Limitations and Directions for Future Research 

The existing research on disruptive strategic innovation is rather limited. The 

topic has only recently received increased attention in the academic and 

management literature, particularly following the growth of e-businesses and the 

introduction of alternative business models in today's electronic market space. 

This dissertation provides an initial investigation into how these new ways of 

competing change the competitive dynamics in an industry, and what impact these 

changes have on the incumbents' existing strategic positions. Drawing from 

various theoretical backgrounds, the research identified several factors that 

influence an established firm's likelihood and effectiveness of response to such 

disruptive strategic innovations. 

Regarding the likelihood of response. it was suggested that awareness. motivation, 

and capability of a potential responder are important determinants of whether or 

not the firm will embrace the newly created business. This framework enabled 
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the identification of the main variables examined in the analysis (e. g., degree of 

conflicts, degree of similarity between the two strategic positions, and level of 

threat that the new business poses to the existing way of competing in the 

industry). These factors were all important determinants of response. However. 

additional variables can also be explored that may influence a firm's proclivity to 

respond. For example, as the descriptive results from the survey research 

indicated, a main reason why firms in the sample did not embrace the disruptive 

strategic innovation was because they wanted to remain focused in their existing 

business and traditional way of competing. The importance of this factor was not 

empirically assessed in the logistic regression model. As explained in Chapter 6, 

this may be a reason why the predictive power of the model for non-responders 

was relatively low compared to companies that embraced the new business60. 

Another possible reason for this low prediction rate may be the fact that the 

research has only focused on one type of response, namely whether or not the 

established firms have embraced the disruptive strategic innovation and entered 

the new business. Other types of responses that may be available to these firms 

can also be explored and analysed. For example. an incumbent may try to 

innovate itself and discover a new strategic position to destroy the disruptive 

strategic innovation, or form an alliance or joint venture with one of the 

"" The model correctly predicted only 481/ of non-responders in the sample. while the 

corresponding proportion for those firms that responded to the strategic innovation ", a,,, much 
higher at 90.69( . 
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innovating companies as a way to embrace the new business. Future studies, 

therefore, can examine how these different types of responses play out in the 

market, and how they influence the competitive positions of established firms in 

the industry. These studies can also investigate how firms that adopt a strategic 

innovation can scale up the newly created business into a mass market. 

Another limitation of this thesis concerns the four administrative mechanisms 

examined in Proposition 9 namely, culture, budgetary and investment policies, 

evaluation and incentive systems, and rewards. A crucial question is how 

established firms can successfully implement these proposed managerial policies 

in order to compete with two different business models in operation at the same 

time. The thesis suggested that the more different the four mechanisms are 

compared to the established business, the more effective the firm will be. 

However, as discussed in Chapter 6, the research did not precisely address the 

underlying implications and importance of using different ways to manage the 

new unit, nor did it investigate under what circumstances these managerial 

policies lead to higher performance. In other words. the four variables used in the 

analysis did not capture any particular dimensions (or characteristics) of these 

mechanisms, which may determine to a large extent whether and when these 

policies are appropriate, as well as in what particular context. 
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Each of these control policies could be more closely examined (and their impact 

on a firm's effectiveness more accurately estimated) based on some key, 

underlying dimensions that may considerably affect the way established firms 

manage the new unit. For example, organisational culture could be measured in a 

number of ways. It may include the company's values, norms, unquestioned 

assumptions, mindsets, management style, overall type of structure (e. g., flat or 

hierarchical), staff relationships, etc. Budgetary and investment policies could be 

based on long- or short-term time horizons. Evaluation and incentive systems, on 

the other hand, could be based on subjective assessment by corporate superiors or 

on more objective formulas based on detailed a priori specification (such as a 

certain percentage of the unit's operating profits). Finally, rewards could be 

extrinsic or intrinsic. They could also be based on actual output. such as financial 

or market results, or behaviour (when output cannot easily be measured or 

observed). For example, behavioural-based measures are more appropriate when 

rewards are tied to difficult-to-quantify, yet important, performance dimensions 

like research and development or human resource management. 

The importance of these different dimensions in the context of strategic 

innovation has not been addressed in this research, nor have their respective 

effects on a firm's effectiveness to play two games at the same time been 

investigated. More research is therefore required to further explore the role of 

culture, budgetary and investment policies. evaluation and incentive systems. and 
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rewards in the context of disruptive strategic innovation. Future work should 

examine how the particular dimensions of these mechanisms may influence the 

way established firms manage the new unit and compete in the two strategic 

positions. 

It would also be interesting to examine in more detail some of the main 

descriptive results from the survey research, which were discussed earlier in 

Chapter 5. In particular, the focus should be on different ways an established firm 

can employ to better organise the new unit. For example, future research can 

investigate whether policies such as giving this unit a different name, appointing a 

new CEO, offering a different product or service portfolio, or letting the two 

businesses coexist for a certain period of time may influence the effectiveness of 

established firms to play two games at the same time. These ideas can be 

empirically tested using data from different industries and/or countries, or based 

on different strategic innovations, in order to explore further the determinants of 

an effective response to such disruptive changes in the market. 

With regard to the issue of effectiveness, the research findings indicated that firms 

that create a separate unit to embrace the new business tend to be more effective 

in competing in the two different strategic positions. By placing responsibility for 

the new business in an independent organisation, established firms are better able 

to manage the underlying conflicts between the two alternative busine,, s models. 
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and thereby improve their performance. However, more detailed analysis is 

needed to examine in practice how these firms can organize their activities so that 

the new organisation can peacefully coexist with the established one. 

As the results of this research have shown, there are certainly some important 

benefits from separation and decentralisation. However, it is necessary to 

examine whether there are also certain organisational costs that may arise 

following a firm's decision to form a new unit and grant its management a high 

degree of decision-making autonomy. Future research. therefore, should identify 

whether such costs exist, what they are, and when they are more likely to arise, 

and explore ways an established firm can employ to manage these costs 

successfully. The use of longitudinal data would improve significantly this task, 

since it would enable a closer examination of how managing the two alternative 

strategic positions evolves over time, and how these potential organisational costs 

emerge. This type of longitudinal analysis would add considerably to the line of 

work presented in this thesis. 

Finally, in-depth case studies on selected companies that compete in two different 

strategic positions will substantially enrich the findings of this research, and push 

forward our understanding on how firms can successfully play two games at the 

same time. Particularly, these detailed cases can shed additional light on host the 

various managerial policies identified in this research (as well as other appropriate 
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mechanisms) can effectively be implemented in different competitive 

environments. By identifying and carefully exploring the salient features of these 

policies in different company and industry environments. the case studies will add 

to the empirical findings of this thesis. The combination of empirical and field 

work will undoubtedly progress understanding about the relationship between 

these various managerial policies and a firm's effectiveness to compete with two 

different and conflicting business models in operation. This dissertation provides 

an important step in that direction. 
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A 

Name of the bank: 

Total revenues in 1998: 

An estimate of the bank's UK market share: 

Name of person completing the questionnaire: 

Position of person completing the questionnaire: 

Direct Banking 

On October 1" 1989, Midland Bank introduced branchless, telephone banking as a 

stand-alone business in the UK banking industry. Through its subsidiary, First Direct, 

Midland introduced a new way of doing business in the industry by offering banking 

services directhv to customers 24 hours a dar, seven clays a week. Direct banking (which 

involves telephone, PC, or Internet banking) is substantially different frown the traditional 

banking business that relies on an extensive network of retail branches. We would be 

interested in knowing how you view the Midland action (and direct banking in general), 

and how Your bank has responded to it. 
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SECTION I 

1. Have you responded in any way to Midland's introduction of direct banking (since 1989)'? 

[] YES 
[] NO 

If your answer is NO, please answer questions 2 to 7 and then go to question 3 1. If your answer is YES. 
please go to question 8. 

2. Please state how important the following reasons have been in your decision not to respond to the 
introduction of direct banking. 

Not important Very 
at all important 

l1) (5) 

We arc still analysing the situation 
1 3 4 5 

We have more important issues to deal with in our 
existing business 1 2 3 4 5 
We don't believe direct banking is a profitable way of' 
doing business I ? 3 ý1 5 
We don't believe direct banking is a viable way of 
doing business 1 ? 3 4 5 
We don't have enough time and resources to introduce 
direct banking at this time 1 ? 3 4 5 
We don't have the necessary skills to compete 
eFFectively in this direct banking business 1 ? 3 4 5 
We want to remain focused on our core business using 
retail branches 1 2 3 4 5 
We have invested a lot in our retail branches and thus 
want to capitalise on our investment 1 2 3 4 5 
lt is too expensive l'or us to introduce direct banking 

now 1 ? 3 4 5 
It is too difficult for us to introduce direct banking now 

1 ? 3 4 5 
Top management was/is not in favour of introducing 
direct banking 1 4 5 

Other, please specify: 
................................................................ 

1 2 3 4 5 
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3. Relative to what you had expected when direct banking was first introduced in the UK banking industry 
in 1989: 

Same as 
Very small Small expected Big Very big 

(1) (2) (3) (4) (5) 
How hi,, is the market share that First Direct has achieved to 
date'. ' 1 ? l 
How big is the size that direct Nanking (as a new way of 
doing business) has achieved to date" 1 2 

-1 4 
How big do you think is currently the growth potential of 
direct banking as a way of doing business'? 1 2 3 4 
How big is the number of your main banking competitors that 
have already introduced direct banking" 1 ? 3 4 
How big is the total number of banks that have already 
introduced direct Nanking'? 1 2 3 4 
How hi- 

g 
is the attention that direct banking has received by 

the media and industry analysts'? 1 2 3 4 5 

Very Same as Very 
slowly Slowly expected Quickly quickly 

4. How fast do you think direct banking has grown in 

the UK relative to your expectations? 12345 

Very Same as Very 

slowly Slowly expected Quickly quickly 
5. How fast do you think direct banking has grown in 
the UK relative to the average growth of the retail I2345 
banking sector during this same period'? 

Very Very 
unlikely likely 

6. How likely is it that you will, in the future, introduce 
direct banking services`? 12345 

7. If you do plan to introduce direct banking services, when do you think you will do it? Check one only. 

In 0-6 months 
In 6-12 months 
In 12-18 months 
In 18-24 months 
In more than 2 years 

PLEASE CONTINUE WITH QUESTION 31 ON PAGE 11. 
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8. In the space provided, describe briefly how your bank has responded to Midland's introduction of direct 
telephone banking. 

9. What type of direct banking services do you currently offer to your customers? Check all that apply. 

[] Telephone Banking 
[] PC Banking 
[] Internet Banking 
[] Other (specify: 

............................. ) 

10. When did you first introduce these direct services? 

Telephone Banking Month/Year: 
........................ 

PC Banking Month/Year: 
........................ 

Internet Banking Month/Year: 
........................ 

Other Month/Year: 
........................ 

Very low Low Averab e High Very high 

11. How would you rate the overall amount of financial 
and human resources that your bank has invested to date 12345 

on direct banking (such as telephone, PC, or Internet 
banking)'? 

12. Which of these direct services do you offer through your existing branch network, and which as a stand- 
alone, separate unit`? Please check the appropriate box(es). 

Telephone Banking 

PC Banking 

Internet Banking 

inch network 

13. In your opinion, have you adopted direct banking primarily to prevent loss of existing customers, or to 

attract new customers`? Please tick the appropriate box. 

[] Prevent loss of existing customers 
[] Attract new customers 
[] Both 
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14. Please indicate your agreement with the following statements. 

Strongly Strong/ vv 
disagree Disagree Neutral Agree agree 

(l) (2) (3) (4) (ý) 

"At the time we decided to introduce direct banking services 
(such as telephone, PC, or Internet banking), First Direct had 

grown much more than we had anticipated hack in 1989. " 1 2 4 

"At the time we decided to introduce direct banking services. 
direct banking (as a new way of doing business) had grown 
much more than we had anticipated hack in 1989. " 1 2 3 4 

"At the time we decided to introduce direct banking services, 
we felt that direct banking as a way of doing business will 
grow a lot in the future. " 1 2 3 4 5 

"At the time we decided to introduce direct banking services, 
quite a few of our main banking competitors had already 
introduced direct banking (many more than we had 1 2 3 4 5 
anticipated hack in 1989). " 

"At the time we decided to introduce direct banking services, 
the total number of' banks that had already introduced direct 
banking was much bigger than we had anticipated hack in 1 2 3 4 5 
1989.,, 

"At the time we decided to introduce direct banking services, 
direct banking had received extensive attention by the media 
and industry analysts (much more than we had anticipated 1 2 3 4 5 
hack in 1989). " 

-312- 



APF 

SECTION II 

15. How effective have you been in responding to the emergence of direct banking'? Please rate '. our 
effectiveness based on the following criteria: 

Vern Somewhat Somewhat Very 
ineffective Ineffective ineffective effective Effective effective 

(1) (2) (3) (41 (51 (6) 
We have prevented direct banking as a new way of 
doing business from growing I ? 3 4 5 6 
We have prevented other banks from entering this new 
direct Nanking business 1 2 3 4 5 (, 
We have prevented direct banking from expanding 
into our existing business and hurting our retail I 2 3 4 5 
operations 
We have prevented our existing customers from 
leaving us 1 2 3 4 5 (, 
We have attracted new customers 

1 2 3 4 5 6 

We have increased revenues and improved our 
profitability 1 2 3 4 5 6 
We have developed new skills and competencies 

3 4 5 6 
We have improved overall the quality of our products 
and services 1 2 3 4 5 fi 
We have been able to cut our overall costs 

1 2 3 4 5 
We have become more competitive overall in our 
industry 1 2 1 4 5 6 
We have become part of the growing market of direct 
Nanking 1 2 3 4 5 6 
Other, please specify: 

.................................................................. 
1 2 3 4 5 6 

Vers Somewhat Somewhat Very 

ineffective Ineffective ineffective effective Effective effective 
16. Overall, how effective have you been in 
responding to the emergence of direct banking? 1 -' 3456 
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SECTION III 

17. Compare the products or services you offer through direct banking with those you offer through \ our 
traditional branch network. How different are these relative to: 

Same 
(1) 

Similar 
(2) 

Somewhat 

similar 
(3) 

Somewhat 
different 

14) 
Different 

t_l 

Very 
di/Jý rent 

i 

Price 1 2 3 4 
_ 

Level of personal service provided 1 2 4 

Quality 1 2 3 4 5 (ý 

Targeted customer segment 1 2 3 4 S (- 

Overall product/service characteristics 1 2 3 4 5 o 

18. Please indicate your agreement with the following statements. 

Strongly 
disagree 

(1) 
Disagree 

(2) 

Somewhat 
disagree 

(3) 

Somewhat 
agree 

(4) 
Agree 

(5) 

Strongly 

agree 
(6) 

By creating our own direct Nanking service, we aimed 
to target a new customer segment, with different needs 
and preferences, and offer these customers a different 1 ? 3 4 5 (ý 

value proposition than that in our existing business. " 

"By creating our own direct banking service, we aimed 
to offer better overall service to our customers so that 
they wouldn't leave us for other banks offering direct 1 2 3 4 
hanking. " 

19. In offering your direct banking service to customers, do you share any back-office activities with your 
established branch network'? 

YES 
[] NO 

20. In your opinion, was there anyone in your organisation who was particularly in favour of setting up 
direct banking, and thus pushed the idea forward? 

YES 
[] NO 

If YES, what was his/her position'? ......................................... 
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21. Has a new unit (or division) been formed in your organisation to specifically compete in the new direct 
banking business? 

[J YES 
[] NO 

If your answer is YES, please continue. If your answer is NO, please go to question 31 on page 11. 

22. Does this unit operate under a different name? 

[] YES 
[] NO 

23. Has a new CEO (or division manager) been appointed specifically for this unit`? 

[] YES 
[] NO 

If YES, has this person moved from an existing position within the organisation, or has 
he/she come from outside the company? 

Existing position El Outside the company LT 

24. Before this unit was formed, was the new direct banking business let to coexist (under the same 
organisational structure) with your existing retail banking business? 

[] YES 
[] NO 

If YES, approximately for how long did the two businesses coexist? ........................... 
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Somewhat Somewhat Vent' 
Same Similar similar different Different different 

25. How different i,, the culture of this new unit 
tý compared to that in your bank? 123 

Somewhat Somewhat Verv 
Same Similar similar different Different different 

26. How different are the budgetary and 
investment policies in this new unit compared to 12345 (1 
those in your bank? 

Verv 

27. How different are the evaluation and 
incentive systems in this new unit compared to I23 -t 5 (_) 
those in your hank? 

Somewhat Somewhat Very 
Same Similar similar different Different different 

28. How different are the reward mechanisms in 
this new unit compared to those in your bank'? 123456 

29. In your opinion, has the Corporate Headquarters actively tried to protect (or `ring-fence') in any way the 
overall culture of this new unit from that of your bank? 

[] YES 
[] NO 

-316- 



AN 

30. With regard to decisions affecting the new unit, to what degree are the following activities the 
responsibility of Corporate Headquarters? Please indicate the degree of responsibility using the following 
scale: 

I= Always the responsibility of corporate headquarters 
2= Nearly always the responsibility of corporate headquarters 
3=A shared responsibility with the new unit 
4= Rarely the responsibility of corporate headquarters 
5= Never the responsibilih, of corporate headquarters 

Please answer all that apply by circling the appropriate response 

Setting annual budget for the unit at the start of a new fiscal 

year 1 2 3 4 5 

Changing the annual budget of the unit in mid year l 2 3 4 

Setting the prices of major products or services in the unit 1 2 3 4 5 

Changing the marketing and advertising programme of the 
unit 1 2 3 4 5 

Making R&D decisions of the unit 1 2 3 4 5 

Delaying or postponing the scheduled introduction of a new 
product or service into the market 1 2 3 4 S 

Identifying new diversification opportunities for the unit 1 2 3 4 5 

Deciding upon new diversification opportunities for the unit 1 2 3 4 5 

Approaching financial institutions to obtain financing for a 
new project or other investments in the unit 1 2 3 4 5 

Hiring new staff in the unit 1 2 3 4 5 

Authorising a change in the compensation structure of the 1 2 3 4 5 

unit 

Exercising overall financial control in the unit 1 2 3 4 5 

Developing the long-term strategic plans o1 the unit 1 2 3 4 5 

Increasing the price of an existing product or service above 
competitive levels in an attempt to recover cost increases 1 2 3 4 5 

Approving the introduction of new products or services 1 2 3 4 5 

Setting the business strategy of the unit 1 2 3 4 5 

Approving major investments in the unit 1 2 3 4 5 

Maintaining relations with financial institutions 1 2 3 4 5 
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SECTION IV 

31. Your bank already has an extensive branch network and operates by offering high-quality, face-to-face 
service to customers. Yet, some industry analysts seem to believe that branchless, direct banking will 
become increasingly dominant in the future. How much do you think direct banking will grow in the next 5 
to 10 years? Please check one answer only. 

[] Will not grow at all 
[] Will grow but only a little 
[] Will grow a fair amount 
[] Will grow a lot 
[] Everything will be done through direct banking 

32. Can your bank continue to operate its branch network (even a reduced one) while at the same time going 
direct? Please assess the difficulty of trying to do both things at the same time by answering the following 
questions. 

A fair 
Not at all A little amount A lot Very much 

(1) (2) (3) (4) (5) 
By going direct nn, e risk cannihalising our existing customer 
hatte 1 2 3 4 5 
By going direct we risk undermining the value of our existing 
branch network, which is a main source of our competitive 1 2 3 4 5 

advantage 
By going direct ne risk compromising the quality of service 
we oiler to our customers 1 2 3 4 5 
By going direct we risk undermining the hank's current image 

or reputation and the value associated with it 1 2 3 4 5 
By going direct we risk destroying the overall culture of our 
organisation 1 2 3 t 5 
B oing direct we risk losing t'ocus through adding activities 

yg that may confuse our employees and customers regarding the 1 2 3 4 5 
hank's incentives and priorities 
By going direct we risk trying to do everything for everyhody, 
and thus delocusin<g our organisation ý 

1 2 3 4 5 

risk destroying our retail hranches By Poing direct ne 
1 2 4 5 

By going direct we rick shifting our customers from high- 

vallue activities to low-margin ones 
Bygoing direct we risk legitimising this new direct hankinýg_ 
husiness, and thus creating an incentive for other hanks to 1 2 3 -l 5 
also enter this market 
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SECTION V 

A fair 
Not at all A little amount : Auch Very much 

33. Midland Bank, one of the leading competitors in the 
industry, was the first to introduce direct banking in the 
UK. How much has this fact influenced your decision I23t 

whether or not to respond to this action? 

34. Do you think your decision would have been different if, instead, a smaller competitor had introduced 
direct banking for the first time? 

[] YES 
[] NO 

Don't know 

35. Please indicate your agreement with the following statements. 

Strongly Strongly 
disagree Disagree Neutral Agree agree 

t1 (2) (3) (=i) (5) 

"Direct banking is a threat to the traditional retail Nanking 
business (which relies on the use of an extensive branch 1 4 5 

network). " 

"In the next 5 to 10 years, the site of this new direct banking 
business will grow significantly relative to the size of 1 2 3 4 5 

traditional retail Nanking. " 

"The importance of maintaining retail branches all across the 
country will decrease significantly in the next 5 to 10 years. " 1 2 3 4 5 

"In the next 5 to 10 years, hanks will invest proportionately 
more on introducing new and improved direct services than 1 2 3 4 5 

on maintaining their existing branch network. " 
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SECTION VI 

36. In your opinion, how important are the following if a bank is to compete effectively in (a) the traditional 
retail banking business; and (b) the new direct banking business? Please indicate the level of importance 
using the following scale: 

1= Not important at all 
2= Unimportant 
3= Neither important nor unimportant 
4= Important 
5= Very important 

Please remember to mark your answer for both the traditional retail banking and direct banking businesses. 

Traditional Retail Banking Direct Banking 

A bank needs to offer a high degree of personal service 
support to its customers 12 3 4 5 1 2 3 4 5 

A bank needs to offer a high degree of technical 
service support to its customers 12 3 4 5 1 ? 3 4 5 

A bank needs to offer customised products and 
services to its customers 12 3 4 5 1 2 3 4 5 

A bank needs to offer standardised products and 
services to its customers 12 3 4 5 1 2 3 4 5 

A bank needs to maintain a high level of media 
advertising over an extended length of time 12 3 4 5 1 2 3 4 5 

A bank needs to maintain a high level of marketing 
expenditures (other than media advertising) on 
distribution channels and the associated infrastructure 12 3 4 5 / 2 3 4 5 

A bank needs to develop and maintain an employee 
base of high-skilled staff 12 3 4 5 / 2 3 4 5 

A bank needs to develop and maintain an employee 
base of cost-effective, low-skilled staff 12 3 4 5 1 2 3 4 5 

Somewhat Somewhat Very 
Same Similar similar different Different different 

37. Overall, how different do you think is the 
traditional retail banking business from direct 123456 
banking`? 

We would like to thank you again for your co-operation. FULL CONFIDENTIALITY IS GUARANTEED. 
If you would like a copy of the research findings please tick the box below. 

Fi 
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Appendix B 

Established Firms Included in the Survey Design 

Note: The 98 firms that formed the sample for the statistical analysis are in bold. 
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Table 27. Established firms in the UK banking industry 

Current 
Rank 

Previous 
Rank 

Bank Assets 
US$ million 

Balance 
Sheet Date 

(I) National Westminster Bank plc 317.139" I/ 12/%%o 
London 

(2) Barclays Bank plc 3.557 :: ?1/ 12/1)o 
London 

3 (3) Abbey National plc 212.202 31 / 12/% 
London 

4 (5) Midland Bank plc 164.649 31 / 12/96 
London 

5 (4) Lloyds Bank plc 157.564 31/12/95 
London 

6 (6) The Royal Bank of' Scotland plc 95.568;: ̀ 30/O9/% 
F_clirthurgh 

7 (7) Bank of Scotland 77.1321 28/02/97 
Ecliiiburgh 

x (x) Standard Chartered Bank 72.1O5 11/12/90 
London 

9 (1O) Cheltenham & Gloucester plc 52.548 ?1 /12/90 
Gloucester 

1O (12) Bank of Scotland Treasury Services plc 29.787 29/0-1/96 
London - Not in the sann/)le 

I (13) Lombard North Central plc 22.727': ̀  31 / 12/96 
Redhill - Not in the sample 

12 (-) Gerrard & King Ltd 21.743 31/03/97 
London - Not in the scmiple 

13 (-) Cater Allen Ltd 18.424 30/04/96 
London - Not in the sample 

14 (17) Ulster Bank Ltd 14.835 31/12/90 
I3eI fast 

15 (-) Tokai Bank Europe plc 14.200 3011 1/90 
London - Not in the sumps, 

() (14) Mori =an Grenfell & Co Ltd 13.952 31 / 12/95 
London - Not in the sample 

17 (16) IBJ International plc 13.4331: ` 11/12/95 
London - Not in the sample 

18 (24) Capital Bank plc 11.995:: 28/02/97 
Chester 

19 l Clydesdale Bank plc 11,774;: x0/091% 

-10 (2? ) Coutts & Co 9.783 31/12/95 

London - Not in the sample 
ý7 (27) Yorkshire Bank plc 7.622 30/09/96 

Lccels 

2K (31) The Co-operative Bank plc 7.557 11 /O1 /97 
/Music lirsrc'r 

Figures are consolidated 

Source: Bankers' Alnui, u r Wor-0 Ra, iking, 14'' Edition. Reed Business Information. 1997. 
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Table 28. Established building societies (part of the UK banking industry) 

Number Building Society Total Assets 
(fm) 

1 Halifax plc 114.978 
(1997) 

2 Nationwide Building Society 46.522 
(1998) 

3 Woolwich plc 31.911 
(1997) 

4 Alliance & Leicester plc 24.114 
(19%) 

5 Bradford & Bingley Building Society 18,755 
(1997) 

6 Britannia Building Society 17.751 
(1997) 

7 Northern Rock plc 15,795 
(1997) 

8 Yorkshire Building Society 8.231 
(1997) 

9 Birmingham Midshires Building Society N/A 

10 Portman Building Society 4.726 
(/997) 

Source: The Bunkers' Alm anac, January 1999. 
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Table 29. Established firms in the UK general insurance industry 

Rank 
1997 

Rank 
1996 

Insurance Company 1997 1%orldn, ide 
Net Premium 
Income (fin) 

1 (1) Royal & Sun Alliance 6.677 

2 (2) Commercial & General Union plc (CGU) 4.349 

3 (3) General Accident plc (GA) 4,249 
(Member of CGU) 

4 (4 & H) Guardian Royal Exchange Assurance plc 3.31 o 

5 (5) Eagle Star Insurance Co Ltd 1.843 

6 (6) Norwich Union plc 1,519 

7 (7) British United Provident Association 1.006 

8 (8) Cornhill Insurance plc 697 

9 (1O) ITT London & Edinburgh 643 

10 (23 & 30) GE Insurance 585 

1 (15 & 36) AXA Insurance plc 522 

12 (9) Direct Line Insurance 514 
(Not in the sample) 

13 (12) Zurich Insurance Company 461 

14 (21) Independent Insurance Company Ltd 424 

15 (14) Co-operative Insurance Society 357 

16 (I8) National Farmers Union Mutual Insurance 300 
Society 

17 (19) Prudential Assurance 296 

18 (16) Gan Insurance Company Ltd 288 

19 (17) Lloyds TSB General Insurance 267 

20 (20) CIGNA Insurance Company of Europe 249 

Note: For UK-rcgistercd compani«. I12ures for all UK and overseas insurance subsidiaries are included. 

Source: Association of British Insurers Annual Returns. Insurance Statistics Yearbook /9S7-1997. 
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Table 30. Established firms in the UK life insurance and pensions industry, 

Rank 
1997 

Rank 
1996 

Insurance Company 1997 Worldwide 

. 'b'et Premium 
Income (fin) 

1 (1 & 16) Prudential Corp plc 10.941 

2 (2) Standard Life Assurance 4,805 

3 (3) Commercial & General Union plc (CGU) 4.190 

4 (4) Norwich Union Life & Pensions 3,849 

5 (6) Equitable Life Assurance Society 3.452 

6 (10& 15) AXA Sun Life 3.423 

7 (5) Legal & General Group 2.858 

8 (7) Royal & Sun Alliance 2.592 

9 (9) General Accident plc (GA) 1054 
(Member of CGU) - Not in the . sample 

10 (8) Scottish Equitable plc 1,970 

11 (1 1) Scottish Widows' Fund & Life Assurance Society 1,932 

1? (23) Barclays Life Assurance Co Ltd 1.763 

13 (12) Clerical Medical & General Life Assurance Society 1,607 

14 (13) Allied Dunbar Assurance plc 1.667 

5 (14) Friends Provident 1.592 

1(-) (39) Britannia Life Limited 1.127 

17 (17) Scottish Mutual Assurance plc IJ 10 

1K (26 & 61) GE Insurance I. 103 

1() (24) Eagle Star Life Assurance Companv Ltd 1. O00 

20 (20) National Westminster Life Assurance 1.074 

Lloyds Abbey Life plc 1.516 (1995 

Note: For UK-registered companies. figures for all UK and overseas insurance suhsidiaries are 

included. 

Source: Association of British Insurers Annual Returns. Insurance Statistic. Yearbook 1987-1997. 

-3 2-5 - 



APPENDIX B 

Table 31. Established firms in the UK retail supermarket industry, 

Number Company Turnover 
Mill 

Year End 

I Tesco plc 16.4521.0 
-18/0x/98 

2 J Sainsbury plc 14.500. () 07/03/98 

3 ASDA Stores Ltd 7.619.0 30/04/98 

4 Safeway Stores plc 6.978.7 -18/0,11/98 

5 Somerfield Stores Ltd 3.483.6 25/04/98 

6 Kwik Save Stores Ltd /1 1.867.7 
-15/04/9$ 

7 Waitrose Ltd 1.584.9 31/0119$ 

8 Iceland Frozen Foods plc 1,566.4 03/01 /98 

9 Co-operative Wholesale Society Ltd 1.443.0 30/06/98 

10 Wm Morrison Supermarkets plc 2.297.0 M/0-1/98 

1 Aldi Stores Ltd 678.3 28/ 12/97 

12 Budgens Stores Ltd 362.6 26/04/98 

13 Netto Foodstores Ltd 296.4 31/08/97 

14 Lidl Ltd 114.0 28/02/97 

5 Marks & Spencer plc /2 8.243.3 31/03/98 

/I In March 1 998. Kwik Save Stores Ltd merged with Somertield pic 
/2 Food sales only 

Source: Key Note Ltd. Supermarkets and Superstores. January 1999. 
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Table 32. Established firms in the UK retail brokerage industry 

Number Brokerage Company 

1 ABN-AMRO Asset Management 

2 Barclays Stockbrokers Ltd 

3 Brewin Dolphin Securities Ltd 

4 Carr Sheppards Crosthwaite Ltd 

5 Cazenove Fund Management Ltd 

6 Credit Suisse (UK) Ltd 

7 Henderson Investors 

K C. Hoare & Co 

9 James Capel Investment Management 
(Memher of HSBC Investment Bank plc) 

() Kleinwort Benson Investment Management 

II Laing & Cruickshank Investment Management Ltd 

12 Lloyds Bank Stockbrokers Ltd 

3 Mercury Asset Manaiement Ltd 

14 Midland Stockbrokers 

S Morgan Grenfell Investment Management Ltd 

16 NatWest Stockbrokers Ltd 

17 Panmure Gordon 

18 Standard Bank Stockbrokers (CI) Ltd 

19 Stocktrade 
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Table 33. Major European airline companies 

Number Airline Country 

1 Aer Lingus Ireland 

2 Air France France 

3 Alitalia Italy 

4 Austrian Airlines Austria 

5 British Airways UK 

6 British Midland UK 

7 Finnair Finland 

K Iberia Spain 

9 KLM Royal Dutch Airlines The Netherlands 

10 Lut'thansa Germany 

11 Olympic Airways Greece 

12 Sabena Belgium 

13 Scandinavian Airlines System (SAS) Denmark. Norway 

and Sweden 
14 Swissair Switzerland 

5 TAP Air Portugal Portugal 

16 Virgin Atlantic Airways UK 
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Table 34. Major European stock exchanges 

Number Stock Exchange Country 

I Amsterdam Exchanges The Netherlands 

2 The Athens Stock Exchange Greece 

I Barcelona Stock Exchange Spain 

4 BXS - Brussels Exchanges Ltd Belgium 

5 Copenhagen Stock Exchange Denmark 

6 EASDAQ Ltd UK 

7 Deutsche Börse A(; Germany 
(German Stock Exchange) 

K HEX Helsinki Exchanges Finland 

9 Italian Stock Exchange Italv 

10 Le Nouveau March' France 

II LIFFE (London International Financial Futures and UK 
Options Exchange) 

12 Lishon Stock Exchange Portugal 

13 The London Metal Exchange l'K 

14 London Stock Exchange UK 

15 Luxembourg Stock Exchange Luxembourg 

I Madrid Stock Exchange Spain 

7 MATIF ` France 

H MEFF Renta Fija Spain 

I The Oslo Stock Exchange Nor w av 

20 Paris Stock Exchange'' France 

1 OM Gruppen (Stockholm Stock Exchange and OM Sweden 
Stockholm) 

22 Swiss Exchange SWX Switierland 

23 Wiener Börse AG Austria 

On June I I'MI). SHE Paris HOurýC. Lc Nuuvcau \larchc and h1atit SA merucd to bum Paris Bourse SBF SA. 
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Table 35. Established firms in the US general insurance industry 

Number Insurance Company 

1 ACE INA Holdings 

2 American International Group, Inc. 

3 Allstate Corp. 

4 Loews Corp. 

5 CNA Financial Corp. 

6 Hartford Insurance Group 

7 Berkshire Hathaway 

8 Homestate Cos. 

9 Travelers Insurance Cos. 

10 General Re Corp. 

11 Chubb Corp. 

12 St. Paul Cos., Inc. 

13 State Farm Mutual Automobile Insurance Co. 

14 Nationwide Insurance Enterprise 

15 Prudential Property and Casualty Insurance Co. 

16 Geieo Direct 

17 Aon Corp. 

18 Allmerica Property & Casualty Cos., Inc. 

19 American Family Insurance Group 

20 Kemper National Insurance Cos. 

21 Ohio Casualty Group 

22 Reliance Holdings Group 

23 Royal Group, Inc. 

24 SAFECO Corp. 

25 Liberty Mutual Group 

Note: These are companies with annual premium income in excess of 1 billion USS. The list 

constructed based on data published in the Financial Times World Insurance Yearbook /998. 
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Table 36. Established firms in the US life & health insurance industry 

Number Insurance Company 

1 Aetna. Inc. 
2 AFLAC, Inc. 
I CIGNA Corp. 
4 United Healthcare Corp. 
5 Pacificare Health Systems 
6 Humana, Inc. 
7 Foundation Health Systems 
8 Wellpoint Health Network 
9 American General Corp. 
I () Transamerica Corp. 

I Lincoln Financial Group 
12 Hartford Insurance Group 
3 Jefferson-Pilot Corp. 

14 ReliaStar Financial Corp. 
15 Torchmark Corp. 
16 Nationwide Insurance Enterprise 

17 MOND' Group, Inc. 
18 American National Insurance Co. 
I9 Liberty Mutual Group 
20 Protective Life Corp. 

21 Conseco, Inc. 
22 Prudential Insurance Co. of' America 

23 New Fork Life Insurance Co. 
24 Metropolitan Life Insurance Company (MetLife) 
25 Assurant Group 
26 General American Life Insurance Co. 

27 Guardian Life Insurance Co. of America 

28 John Hancock Mutual Life Insurance Co. 

29 Massachusetts Mutual Life Insurance Co. 

30 Minnesota Mutual Life Insurance Co. 
1 Mutual of Omaha Insurance Co. 

32 Northwestern Mutual Life Insurance Co. 

-13 
Pacific Life Insurance Co. 

34 Phoenix Home Life Mutual Insurance Co. 

15 American United Life Insurance Co. (ALL) 

Note: These are companies with annual premium income in excess of I billion US. $. The list "as 

constructed based on data published in the Financial Times World Insurance Yearbook 1998. 
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APPENDIX B 

Table 37. Established firms in the US retail brokerage industry 

Number Brokerage Company 

1 Merrill Lynch & Co. 

2 Morgan Stanley Dean Witter 

3 Salomon Smith Barney Holdings 

4 Lehman Brothers Holdings, Inc. 

5 Donaldson Lufkin & Jenrette 

6 Paine Webber Group 

7 Bear Stearns Companies, Inc. 

8 Charles Schwab Corp. 

9 A. G. Edwards, Inc. 

1O Edward Jones & Co. 

11 Raymond James Financial Corp. 

1? Legg Mason, Inc. 

13 Jefferics Group, Inc. 

14 Dain Rauschcr Corp. 

15 Everen Capital Corp. 

16 Freedom Securities Corp. 

17 Hamhrecht & Quist Group. Inc. 

18 Morgan Keegan, Inc. 

19 SEI Investments Co. 

20 Advest Group. Inc. 

1 Prudential Securities, Inc. 

?? Fidelity Investments 

3 Goldman Sachs Group. Inc. 

24 Credit Suisse First Boston 

25 Schroder & Co., Inc. 

26 US Bancorp Piper Jaft'rav. Inc. 

?7 First Union Corp. 
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APPENDIX B 

Table 38. Major US and Canadian stock exchanges 

Number Stock Exchange Country 

Boston Stock Exchange USA 

Chicago Board of Trade (CBOT) USA 

Chicago Board Options Exchange (CBOE) USA 

4 Chicago Mercantile Exchange USA 

5 The Chicago Stock Exchange USA 

6 The Cincinnati Stock Exchange USA 

7 Kansas City Board of Trade USA 

K Minneapolis Grain Exchange USA 

9 NASDAQ-AMEX USA 

10 New York Mercantile Exchange USA 

I New York Stock Exchange. Inc. (NYSE) USA 

12 Pacific Exchange USA 

13 Philadelphia Stock Exchange USA 

14 Montreal Exchange Canada 

15 Toronto Stock Exchange Canada 

6 Vancouver Stock Exchange Canada 

17 Winnipeg Stock Exchange Canada 
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