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Why the World Needs Tri-Sector Leaders

by Nick Lovegrove and Matthew Thomas

The critical challenges society faces — such as water scarcity, 
access to education, and the rising cost of healthcare — in-
creasingly require the business, government and nonprofit sec-
tors to work together to create lasting solutions. But this is 
only possible if the senior executives of our leading institu-
tions are what Dominic Barton, Worldwide Managing Director 
of McKinsey & Company, refers to as “tri-sector athletes” — 
leaders able to engage and collaborate across all three sec-
tors.

Our research at The InterSector Project shows that these lead-
ers often have prior experiences in each sector and a unique 
ability to navigate different cultures, align incentives and draw 
on the particular strengths of a wide range of actors to solve 
large-scale problems.

Take water scarcity. A potential 40% gap between global fresh-
water demand and supply by 2030 puts billions of lives — and 
dollars — at stake. And all three sectors have skin in the 
game. For agri-food and beverage businesses, fresh water is 
an essential ingredient in their production process. Govern-
ments are often the stewards of water and regulate its use. 
Nonprofits work to ensure access to clean water and conser-
vation of watersheds and the environment.

The Coca-Cola Company has a deep interest in creating sus-
tainable sources of fresh water, as it takes over two liters of 
water to make one liter of product. Muhtar Kent, the com-
pany’s Chairman and CEO, recently wrote on the company’s 
blog: “It’s challenging for one business — even one industry 

Water is the driving 

force of all nature. 
 
- Leonardo da Vinci
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— to make a material difference on its 
own. Instead, we must rely on partnerships 
that connect across what I call the ‘Golden 
Triangle’ of business, government and civil 
society. Water is [a] Golden Triangle focus 
for us, as we work with our partners to be-
come water-neutral by 2020.”

Coca-Cola understands the tri-sector ap-
proach better than many. A decade ago, a 
lack of collaboration adversely affected its 
business in South India, when the Indian 
government and several NGOs protested 
the company’s level of water usage and 
banned production in the region. Senior 
management at Coca-Cola recognized the 
need for the company to create a strategy 
for sustainable water stewardship, and 
hired an outsider — Jeff Seabright — who 
could help them craft a practical response 
and engage with partners across sectors.

Seabright was a relative newcomer to the 
private sector, having had extensive experi-
ence in the U.S. Foreign Service, U.S. Sen-
ate, U.S. Agency for International Develop-
ment (USAID), and the White House Task 
Force on Climate Change. “To help gain 
alignment of my new colleagues,” Seab-
right told us, “I combined skills I learned 
from my days at the U.S. Senate and 
USAID to collaborate when making a case 
for change.”

He started by translating a non-financial is-
sue like water scarcity into the kind of busi-
ness language his colleagues understood. 
By overlaying a water stress map with 
Coca-Cola’s operational plants, Seabright 
found that almost half of their global vol-
ume was in high stress and high growth ar-
eas. In other words, as Seabright told us, 
“margins are going to expand exactly 
where water pressures are going to be 
most intense. So we either act now, or limit 
our growth.” Coca-Cola’s leaders had not 
seen such a disciplined piece of work on 
non-financial aspects of the business — 
and gave him the budget to fund several 
water sustainability initiatives. Today 
Coca-Cola is 35% of the way to meeting 
its 2020 target for water neutrality and is 
regarded as an industry leader in this area.

Seabright also built highly effective partner-
ships with government and nonprofit or-
ganizations. He used his knowledge of 
USAID’s Global Development Alliance to 
create a $20 million partnership that ad-
dresses community water needs in devel-
oping countries, and he fostered trust with 
World Wildlife Foundation leaders by mak-
ing a “consistent effort to sit down with 
country heads and compare notes, just to 
talk. No agenda.” Since joining Coca-Cola 
in 2003, Seabright has helped facilitate 
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hundreds of community water projects 
across the world.

Jeff Seabright is a model tri-sector athlete 
but they come in many forms. Some start 
in business, others in government; some 
operate at the highest of global organiza-
tions, others in their local communities; 
and some are starting to build tri-sector ca-
reers at a much younger age than previous 
generations.

Regardless of their backgrounds, we have 
identified six characteristics these leaders 
have:

1. Balanced motivations. A desire to cre-
ate public value no matter where they 
work, combining their motivations to 
wield influence (often in government), 
have social impact (often in nonprofits) 
and generate wealth (often in business)

2. Transferable skills. A set of distinctive 
skills valued across sectors, such as 
quantitative analytics, strategic plan-
ning and stakeholder management

3. Contextual intelligence. A deep empa-
thy of the differences within and be-
tween sectors, especially those of lan-
guage, culture and key performance 
indicators

4. Integrated networks. A set of relation-
ships across sectors to draw on when 
advancing their careers, building top 
teams, or convening decision-makers 
on a particular issue

5. Prepared mind. A willingness to pursue 
an unconventional career that zigzags 
across sectors, and the financial readi-
ness to take potential pay cuts from 
time to time

6. Intellectual thread. Holistic subject mat-
ter expertise on a particular tri-sector 
issue by understanding it from the per-
spective of each sector

So how can you become a tri-sector ath-
lete? 

First identify a tri-sector issue of interest 
and cultivate a network across sectors to 
learn from and meet your counterparts. 
We’ve noticed there are no shortage of ma-
jor conferences (e.g., Concordia Summit), 
hackathons (e.g., Random Hacks of Kind-
ness) and city building organizations (e.g., 
Toronto’s CivicAction) where tri-sector is-
sues are discussed — and acted on — by 
representatives from all three sectors.

Or consider joining a growing number of 
cross-sector fellowship programs — such 
as Fuse Corps, Code for America, White 
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House Presidential Innovation Fellows, Coro Fellows, and 
Bloomberg Innovation Delivery Teams — that pair top innova-
tors with mayors, governors and federal officials to address 
pressing public challenges.

But most importantly, follow your passions and seek to leave 
the world a better place than how you received it. Before you 
know it, you’ll be working with leaders and organizations 
across sectors to see your vision realized.

We cannon solve our 

problems with the 

same thinking we used 

when we created 

them. 
 
- Albert Einstein
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Art of Alliances

Collaborative Advantage: The Art of Alliances

by Rosabeth Moss Kanter

Alliances between companies, whether they are from different parts of the world or differ-
ent ends of the supply chain, are a fact of life in business today. Some alliances are no 
more than fleeting encounters, lasting only as long as it takes one partner to establish a 
beachhead in a new market. Others are the prelude to a full merger of two or more compa-
nies’ technologies and capabilities. Whatever the duration and objectives of business alli-
ances, being a good partner has become a key corporate asset. I call it a company’s col-
laborative advantage. In the global economy, a well-developed ability to create and sustain 
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fruitful collaborations gives companies a 
significant competitive leg up.

Yet, too often, top executives devote more 
time to screening potential partners in fi-
nancial terms than to managing the part-
nership in human terms. They tout the fu-
ture benefits of the alliance to their share-
holders but don’t help their managers cre-
ate those benefits. They worry more about 
controlling the relationship than about nur-
turing it. In short, they fail to develop their 
company’s collaborative advantage and 
thereby neglect a key resource.

Business alliances are living systems, evolv-
ing progressively in their possibilities.

Three years ago, I began a worldwide 
quest for lessons about productive partner-
ships, especially but not exclusively those 
intercompany relationships that spanned 
two or more countries and cultures. My re-
search group and I observed more than 37 
companies and their partners from 11 
parts of the world (the United States, Can-
ada, France, Germany, the United King-
dom, the Netherlands, Turkey, China, Hong 
Kong, Indonesia, and Japan). We included 
large and small companies in both manu-
facturing and service industries that were 
involved in many kinds of alliances. To en-
sure that the lessons were widely applica-

ble, we sought companies less prominent 
in the business press than giants like IBM, 
Corning, Motorola, or Ford. Several of the 
relationships that we studied were more 
than 20 years old; others had formed only 
recently in response to industry and geopo-
litical changes. In multiple visits, we con-
ducted more than 500 interviews with lead-
ers and staffs of both partners. Over time, 
we saw relationships blossom after good 
or rocky starts; change goals or structures; 
and wither or dissolve—amicably or con-
tentiously. Our research uncovered three 
fundamental aspects of business alliances:

• They must yield benefits for the partners, 
but they are more than just the deal. 
They are living systems that evolve pro-
gressively in their possibilities. Beyond 
the immediate reasons they have for en-
tering into a relationship, the connection 
offers the parties an option on the future, 
opening new doors and unforeseen op-
portunities.

• Alliances that both partners ultimately 
deem successful involve collaboration 
(creating new value together) rather than 
mere exchange (getting something back 
for what you put in). Partners value the 
skills each brings to the alliance.
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• They cannot be “controlled” by formal 
systems but require a dense web of inter-
personal connections and internal infra-
structures that enhance learning.

Moreover, we observed that North Ameri-
can companies, more than others in the 
world, take a narrow, opportunistic view of 
relationships, evaluating them strictly in fi-
nancial terms or seeing them as barely tol-
erable alternatives to outright acquisition. 
Preoccupied with the economics of the 
deal, North American companies fre-
quently neglect the political, cultural, organ-
izational, and human aspects of the part-
nership. Asian companies are the most 
comfortable with relationships, and there-
fore they are the most adept at using and 
exploiting them. European companies fall 
somewhere in the middle.

Exploring the different outcomes of the 
business relationships of other companies 
can help companies manage their own. 
Successful alliances build and improve a 
collaborative advantage by first acknowl-
edging and then effectively managing the 
human aspects of their alliances.

Varieties of Relationships

Cooperative arrangements between com-
panies range along a continuum from 
weak and distant to strong and close. At 
one extreme, in mutual service consortia, 
similar companies in similar industries pool 
their resources to gain a benefit too expen-
sive to acquire alone—access to an ad-
vanced technology, for example. At mid-
range, in joint ventures, companies pursue 
an opportunity that needs a capability from 
each of them—the technology of one and 
the market access of the other, for exam-
ple. The joint venture might operate inde-
pendently, or it might link the partners’ op-
erations. The strongest and closest collabo-
rations are value-chain partnerships, such 
as supplier-customer relationships. Compa-
nies in different industries with different but 
complementary skills link their capabilities 
to create value for ultimate users. Commit-
ments in those relationships tend to be 
high, the partners tend to develop joint ac-
tivities in many functions, operations often 
overlap, and the relationship thus creates 
substantial change within each partner’s 
organization.

In value-chain partnerships, companies with 
different skills come together to build value 
for customers.
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Companies can participate simultaneously 
in many kinds of relationships, and part-
ners in any relationship may play a variety 
of roles. The 65 partners in Inmarsat, a con-
sortium that operates a telecommunica-
tions satellite, are simultaneously owners 
investing capital, customers routing calls 
through the satellites, suppliers of technol-
ogy to the venture, regulators setting pol-
icy, and competitors offering services simi-
lar to Inmarsat’s. Netas, Northern Tele-
com’s joint venture with local investors in 
Turkey, is simultaneously an investment as-
set for Northern, a customer for Northern 
equipment, a supplier of new software and 
systems, and a gatekeeper to other rela-
tionships.

In every case, a business relationship is 
more than just the deal. It is a connection 
between otherwise independent organiza-
tions that can take many forms and con-
tains the potential for additional collabora-
tion. It is a mutual agreement to continue 
to get together; thus its value includes the 
potential for a stream of opportunities.

Selection and Courtship

Relationships between companies begin, 
grow, and develop—or fail—in ways similar 
to relationships between people. (See the 
insert, “Eight I’s That Create Successful 
We’s.”) No two relationships travel the 
same path, but successful alliances gener-
ally unfold in five overlapping phases.

Relationships between companies begin, 
grow, and develop—or fail—much like rela-
tionships between people.

In the first—courtship—two companies 
meet, are attracted, and discover their 
compatibility. During the second—engage-
ment—they draw up plans and close the 
deal. In phase three, the newly partnered 
companies, like couples setting up house-
keeping, discover they have different ideas 
about how the business should operate. In 
phase four, the partners devise mecha-
nisms for bridging those differences and 
develop techniques for getting along. And 
in phase five, as old-marrieds, each com-
pany discovers that it has changed inter-
nally as a result of its accommodation to 
the ongoing collaboration.

“Love at first sight?” “The company of our 
dreams?” In fact, many executives use ro-
mantic analogies to describe the enthusi-
asm that accompanies their discovery of a 
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new corporate partner. “One of the rea-
sons our alliance was consummated so 
quickly,” reports a Foote, Cone & Belding 
executive about the Chicago ad agency’s 
partnership with Paris-based Publicis SA, 
“was that it was…love at first sight.”

Such analogies are appropriate because 
business pairings aren’t entirely cold-
blooded. Indeed, successful company rela-
tionships nearly always depend on the 
creation and maintenance of a comfortable 
personal relationship between the senior 
executives.

Alliances and partnerships are initially ro-
mantic in another sense: their formation 
rests largely on hopes and dreams—what 
might be possible if certain opportunities 
are pursued. Strategic and financial analy-
ses contribute a level of confidence, but, 
like all new business ventures, collabora-
tive relationships draw energy largely from 
the optimistic ambition of their creators. 
COMCO, a Swiss diversified services com-
pany, seeing a big demand for environ-
mental cleanup in Eastern Europe, touted 
enthusiastically the benefits of its joint ven-
ture with the U.S. expert, Martech. 
COMCO optimistically made the Martech 
joint venture a linchpin of its future growth 
strategy and assumed Martech felt the 
same way. Only later, when a cash infusion 

was needed and Martech backed off, did 
COMCO realize that its infatuation had 
been one-sided. Eastern Europe was less 
important to Martech than it was to 
COMCO, and more remote; also, Martech 
had wanted quick returns.

Like romances, alliances are built on 
hopes and dreams—what might happen if 
certain opportunities are pursued.

The risk of missing a rare opportunity also 
motivates company leaders to enter into 
relationships with open-ended possibilities 
beyond just clear financial payoffs. For ex-
ample, newly privatized telecommunica-
tions businesses in Europe, Latin America, 
and Asia often find many foreign compa-
nies bidding for their affections, even when 
financial payoffs are uncertain and venture 
strategies confusing. Those companies of-
fer a rare chance for outsiders to acquire 
inside positions in country markets.

Furthermore, distance lends enchantment. 
Company leaders often don’t know each 
other well enough to be aware of, never 
mind bothered by, a potential partner’s sub-
tle differences. Selective perceptions rein-
force the dreams, not the dangers. Lead-
ers see in the other what they want to see 
and believe what they want to believe, of-
ten realizing only later that infatuation 
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blinded them to early warning signs. One 
leader on the European side of an alliance 
with a U.S. company blamed himself for 
believing that his country unit would be-
come the lead center for both companies’ 
products worldwide. “I was ignoring the 
fact that we were two separate compa-
nies,” he says, “and that our partner would 
never accept part of its business being run 
by an outsider.”

The selection process may go better if 
companies look for three key criteria:

Self-analysis. Relationships get off to a 
good start when partners know them-
selves and their industry, when they have 
assessed changing industry conditions 
and decided to seek an alliance. It also 
helps if executives have experience in 
evaluating potential partners. They won’t 
be easily dazzled by the first good-looking 
prospect that comes along.

Chemistry. To highlight the personal side of 
business relationships is not to deny the 
importance of sound financial and strate-
gic analyses. But deals often turn on rap-
port between chief executives. And the 
feelings between them that clinch or ne-
gate a relationship transcend business to 
include personal and social interests. Also, 
a good personal rapport between execu-

tives creates a well of goodwill to draw on 
later if tensions develop.

A relationship between CEOs that includes 
personal and social interests can make or 
break a business deal.

Northern Telecom was not even on the list 
when Matra Hachette of France began to 
seek partners for its Matra Communication 
subsidiary. In late 1991, negotiations with 
Philips, Siemens, and AT&T were well un-
der way when Northern chairman Paul 
Stern asked Matra chairman Jean-Luc La-
gardère to consider his company. Eventu-
ally Matra executives flew to North Amer-
ica to meet Stern and other senior staff. 
Two weeks later, Stern flew to France to 
dine with Lagardère. Skeptical at first, La-
gardère was won over. “Our views on busi-
ness,” Stern says, “were similar: speed, 
disdain for bureaucracy, a willingness to 
make decisions. We hit it off socially; we 
share an interest in the arts and fast cars.” 
Northern also impressed Lagardère and 
other Matra managers because Stern got 
personally involved; CEOs from other com-
panies had left all contact to lower function-
aries. In July 1992, Northern and Matra 
closed the deal.

Signs of the leader’s interest, commitment, 
and respect are especially important in cer-
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tain countries. In China, as well as in 
Chinese-dominated businesses through-
out Asia, company suitors should give 
“face” (honor and respect) to a potential 
partner’s decision makers by investing the 
personal time of their own leaders.

Compatibility. The courtship period tests 
compatibility on broad historical, philo-
sophical, and strategic grounds: common 
experiences, values and principles, and 
hopes for the future. While analysts exam-
ine financial viability, leaders can assess 
the less tangible aspects of compatibility. 
When British retailer BhS decided to form 
partnerships with a small number of key 
suppliers instead of continuing its “promis-
cuity” with many suppliers, to use one ex-
ecutive’s term, then CEO David Dworkin 
met with the head of each prospective part-
ner to explore business philosophies—not 
products and finances.

The initial relationship building between ad 
agencies Foote, Cone & Belding and Publi-
cis involved the discovery of many com-
monalities. Publicis, operating in 39 major 
European cities by 1987, was twentieth in 
the world in billings. FCB, also with an ex-
tensive international presence, ranked fif-
teenth. Both agencies shared the same in-
dustry imperative—to improve their interna-
tional reach—and the same important cata-

lyst, the announcement by Nestlé, a lead-
ing client of both, that it would reduce its 
ad agencies from 100 to 5.

FCB and Publicis both brought humility to 
their growth plans, which made them open 
to sharing control; each believed that it 
could not grow alone and that industry 
globalization was blunting its competitive 
edge. Both had searched for several years 
without finding the right partner, so they 
had sufficient experience with other poten-
tial partners to be satisfied with what they 
found in each other. Each company was 
strong in territories that the other was not, 
but there was reasonable equivalence in 
the strengths each brought to the relation-
ship. The companies had similar creative 
principles and operating philosophies, simi-
lar experiences with common clients, and 
few areas of direct business conflict.

In 1987, “Nestlé told us it wanted five 
global agencies and that, unless we did 
something, we would not be one of them,” 
Publicis managing director Gerard Pedra-
glio recalls. Meanwhile, he had tried to hire 
Antonio Beja to manage the company’s 
Spanish operations. Though Beja did not 
take the offer, the two men stayed in 
touch. Beja eventually became head of 
Asian and Latin American operations for 
FCB. In December 1987, Beja and Pedra-
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glio met for dinner, and in the course of 
their conversation, Beja described his 
chairman’s strategy for FCB. Pedraglio in-
terrupted. “Now, Antonio,” he said, “You 
stop, and I will finish.” He did, and Beja 
was astounded. “How did you know?” he 
asked. “That’s our plan too,” Pedraglio re-
plied.

FCB and Publicis had common goals: ex-
pand internationally and retain Nestlé as a 
client.

Beja told FCB chairman Norman Brown 
about his dinner discussion with Pedraglio, 
and soon after that, Publicis representa-
tives were on a plane to Chicago. Six 
months and five meetings later, having 
seen in each other a fulfillment of their 
needs, Publicis and FCB announced their 
alliance. “We found early on a remarkable 
degree of similarity in our creative and op-
erating philosophies,” an FCB executive ex-
plains.

The results of their collaboration confirm 
those findings. Since 1988, Publicis and 
FCB have operated an innovative global al-
liance and built a network of 173 agencies 
in 43 countries. Together the partners con-
stitute the second largest agency in 
Europe, the second largest in North Amer-
ica, and the eighth largest in the world.

The FCB-Publicis alliance is evidence that, 
especially in fast-moving industries, poten-
tial partners must find compatibility in leg-
acy, philosophy, and desires, because spe-
cific opportunities are often short-lived and 
won’t sustain a long-term relationship. A 
relationship that falters or fails as soon as 
the first project is concluded precludes 
other opportunities from developing. 
Moreover, side deals can quickly become 
significant in a sustained relationship. The 
potential to tap Matra Communication’s 
cellular radio technologies was a side bene-
fit of Northern Telecom’s alliance with Ma-
tra Hachette. Within a year, the side benefit 
had become the most important and pro-
ductive piece of the alliance.

Powersoft entered into an alliance with Lo-
tus to share manufacturing space and 
soon discovered that sharing Lotus’s new 
packaging technology was even more valu-
able. Inmarsat’s original maritime communi-
cations venture, which joined partners 
such as Comsat, British Telecom, Tele-
globe, and Japan’s KDD, has been 
dwarfed in growth potential by newer activi-
ties in aeronautical and land mobile com-
munications. For TechRidge, a small manu-
facturer of specialized cameras for identifi-
cation card photos, a long-standing rela-
tionship with Polaroid took a new turn 
when a Polaroid ally included Polaroid in a 
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large contract in Mexico, and Polaroid 
brought along TechRidge. This unantici-
pated opportunity gave TechRidge a plat-
form for further globalization.

Sometimes, particularly in Asia, partners 
are selected more for their potential to 
open future doors than for immediate bene-
fits. Lippo Group, a rapidly growing finan-
cial conglomerate, has tapped a network 
of Japanese, European, and U.S. partners 
to expand from its Indonesian home base 
to Hong Kong and China. Founder and 
chairman Mochtar Riady believes that 
promising relationships should be nurtured 
for their future value, even when initial joint 
ventures are not very profitable.

Many relationships die an early death 
when they are scrutinized for quick re-
turns. COMCO’s alliance with Martech for 
environmental cleanup services in Eastern 
Europe dissolved in less than two years be-
cause of disputes over slower-than-
expected returns and the need for new in-
vestment, even though the market poten-
tial was still great.

Getting Engaged

What starts out as personal rapport, philo-
sophical and strategic compatibility, and 
shared vision between two companies’ top 
executives eventually must be institutional-
ized and made public. Other stakeholders 
get involved, and the relationship begins to 
become depersonalized. But success in 
the engagement phase of a new alliance 
still depends on maintaining a careful bal-
ance between the personal and the institu-
tional.

Meeting the Family.

The rapport between chief executives and 
a handful of company leaders must be sup-
plemented by the approval, formal or infor-
mal, of other people in the companies and 
of other stakeholders. Also, each partner 
has other outside relationships that need 
to approve of the new tie: government min-
istries, major customers and suppliers, 
other partners, and investors. Sometimes 
those meetings don’t go well.

In the early stages of an alliance in Europe, 
a French company representative took his 
U.S. counterpart to meet with a French 
government official in a ministry that had 
partial oversight of the deal. The U.S. man-
ager proceeded to lecture the French offi-
cial, a socialist, about the virtues of free-
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market capitalism. French leaders pride 
themselves on their intellect, so both the 
form and the substance of the meeting cre-
ated significant problems. Later, the 
French managers had to smooth things 
over at the ministry and educate the Ameri-
can on appropriate behavior.

The Vows.

Third-party professionals—lawyers, invest-
ment bankers, and their staffs—play their 
most important roles at this point in the 
process. But if they dominate, the relation-
ship can become too depersonalized and 
lose the leaders’ vision. It is important to 
remember that outside professionals don’t 
have to live with the results of their work. 
Also, because of their professional bias, 
they are less likely to be interested in the 
symbolic substance of relationship build-
ing: the gestures of respect or the mutual 
give-and-take that cement a relationship.

One alliance between a U.S. company and 
a French company in the North Sea oil 
fields involved a few perfunctory meetings 
between the chief executives. Then the le-
gal, financial, and strategy staffs took over 
under the guidance of external law firms. 
The alliance collapsed in just three years. 
The professionals were savvy about fi-
nance and contracts but not about what it 

would take to operate the joint venture or 
whether the two companies were opera-
tionally compatible. When the U.S. com-
pany later formed a productive alliance 
with a Dutch company, executives and key 
managers spent a great deal of time to-
gether discussing principles as well as spe-
cific agreements; lawyers’ and analysts’ 
roles were minimized.

The best agreements between companies 
contain three important components. First, 
they incorporate a specific joint activity, a 
first-step venture or project. This project 
makes the relationship real in practice, 
helps the partners learn to work together, 
and provides a basis for measuring per-
formance. Having real work to do makes it 
possible to get the relationship started; the 
longer a courtship drags on without con-
summation, the more likely conditions or 
minds or both can change and jeopardize 
it.

Second, the vows should include a com-
mitment to expand the relationship 
through side bets such as equity swaps or 
personnel exchanges. Such a commitment 
reflects a willingness to connect the fates 
of the companies, as in the European Re-
tail Alliance, formed in 1989 by three large 
food retailers: Ahold in the Netherlands, Ar-
gyll in the United Kingdom, and Groupe Ca-
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sino in France. The ERA collaboration 
gives partners low-cost opportunities for 
scale efficiencies and innovation. To ce-
ment the relationship, the partners bought 
modest amounts of one another’s stock. 
The three ERA partners sell products to 
one another and collaborate in joint pro-
jects in insurance, data processing, hard-
ware purchasing, quality assurance, and 
personnel development. They have also de-
veloped an 11-company marketing asso-
ciation based in Switzerland that works 
closely with manufacturers on product de-
velopment.

ERA has enlarged each member’s interna-
tional supply base by sharing relationships 
already tested by another ERA company. 
These new alliances, in turn, provide new 
product offerings that enhance the compa-
nies’ reputations as taste leaders in their 
home markets. For example, Argyll’s Safe-
way stores bought 320,000 cases of wine 
from Casino for their 1992 Christmas pro-
motion; Casino used Safeway suppliers in 
the United Kingdom to introduce Scottish 
smoked salmon products and other high-
quality U.K. fresh foods to French consum-
ers. Safeway’s store-of-the-future, which 
opened in Edinburgh in November 1993, 
features ERA-derived concepts new to the 
U.K. market—French-style delis, for exam-
ple. ERA also helps its partners test future 

opportunities that might emerge as Europe 
integrates further. Argyll’s chairman, Sir Al-
istair Grant, stresses ERA’s long-term bene-
fits: “Perhaps above all, the Retail Alliance 
has helped our team to become serious 
about Europe. I believe that our succes-
sors will be grateful for this.” Externally, 
ERA opens borders. Inside member com-
panies, it opens minds.

Third, the vows should incorporate clear 
signs of continuing independence for all 
partners. The FCB-Publicis alliance ap-
pointed an American as chairman of the 
European joint venture, so FCB’s European 
staff and clients wouldn’t think FCB was 
ceding its European operations to its 
French partner. When Matra allied with 
Northern Telecom, it preserved continuity 
in its product lines, even at the price of du-
plication with Northern products, to show 
customers that it would continue to up-
grade and service installed machines.

Setting Up Housekeeping

The romance of courtship quickly gives 
way to day-to-day reality as partners begin 
to live together. Joint ventures are also 
new ventures and are thus fraught with un-
certainty and unanticipated roadblocks. 
Now more than just the upper echelons of 
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management must work together to make 
the partnership succeed.

Problems of Broader Involvement.

As actual projects get under way, many 
more people filling many more roles must 
work with members of the other organiza-
tion. This broader involvement threatens to 
undermine the commitment forged at the 
top, for four reasons:

1. People in other positions may not expe-
rience the same attraction and rapport 
as the chief executives did. For exam-
ple, during their alliance’s early years, 
Publicis and FCB top executives main-
tained close contact, traveling often to 
each other’s headquarters. They spent 
a lot of time together both informally 
and formally. Other employees had not 
been in touch with one another, how-
ever, and in some cases had to be 
pushed to work with their overseas 
counterparts.

2. Employees at other levels in the organi-
zation may be less visionary and cos-
mopolitan than top managers and less 
experienced in working with people 
from different cultures. They may lack 
knowledge of the strategic context in 
which the relationship makes sense 
and see only the operational ways in 

which it does not. For example, a mem-
ber of the team developing a new finan-
cial product to be launched with a for-
eign partner complained repeatedly to 
his boss about the risks inherent in the 
product and the difficulties in introduc-
ing it, even recommending termination 
of the venture. He didn’t realize that 
the foreign partner was a key gate-
keeper for a lucrative development 
deal in another country. Senior manag-
ers were tolerating this risky venture in 
the hope of a larger payoff elsewhere.

3. Usually only a few staff people are 
dedicated full-time to the relationship. 
Others are evaluated on the perform-
ance of their primary responsibilities 
and therefore often neglect duties relat-
ing to the new alliance. Venture manag-
ers, more concerned about their future 
in the parent company that appointed 
them, often give priority to their own 
company’s events or executives and 
subordinate those of the partner.

4. People just one or two tiers from the 
top might oppose the relationship and 
fight to undermine it. This is especially 
true in organizations that have strong 
independent business units or among 
professional groups whose incentives 
aren’t aligned with the interests of the 
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organization as a whole. For example, 
a health care services company 
formed an alliance with a group of hos-
pitals to create a single new facility to 
replace duplicate capacity in the hospi-
tals. All the hospitals invested in the alli-
ance, and the services company as-
sumed they would bring enough busi-
ness to make the venture profitable 
quickly. But that assumption proved 
wrong. While the hospital heads had 
committed to the relationship, they 
had ignored the views and needs—and 
the power—of the staff at the units to 
be closed. The staffs fought back. 
They cited issues about quality for not 
sending business to the new venture, 
and because it was having start-up 
problems, their claims were plausible. 
They also cut the transfer prices to in-
ternal customers to win their backing 
in keeping their units alive. And they ne-
glected to send their people to work 
with the venture, which began to hem-
orrhage money badly. Eventually the 
alliance folded.

Discovery of Difference.

Operational and cultural differences 
emerge after collaboration is under way. 
They often come as a surprise to those 
who created the alliance. That failure could 

reflect blind spots on the part of the legal 
and financial analysts who dominate the 
engagement period, but even operating 
people see the similarities more often than 
the dissimilarities in potential partners. Ex-
perience has a way of opening their eyes.

Differences in authority, reporting, and 
decision-making styles become noticeable 
at this stage in the new alliance: what peo-
ple get involved in decisions; how quickly 
decisions are made; how much reporting 
and documentation are expected; what 
authority comes with a position; and which 
functions work together.

Before the alliance, for example, Publicis 
was a 75% privately held company whose 
chief executive dominated strategic deci-
sions. FCB was a public company with a 
large number of senior managers trying to 
operate by consensus and generating a lot 
of paperwork: reports, financial state-
ments, and lengthy meeting minutes. One 
key U.S. manager, who worked slowly 
through others according to a philosophy 
of empowerment, was regarded as weak 
by the French, who were used to a more 
directive style. Early in the relationship, 
some U.S. managers found Publicis too hi-
erarchical, but some French managers 
found FCB’s frequent meetings and paper-
work too bureaucratic. And the French 
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managers’ abstractions and penchant for 
theory contrasted with the Americans’ de-
sire for concrete empirical facts.

Differences in structuring authority can 
have immediate practical consequences. 
In China, a chief engineer reports typically 
to the chief executive, whereas in Canada, 
at Northern Telecom, he or she reports to 
the manufacturing director. Numerous 
other logistical and operational differences 
are soon discovered to be hiding behind 
the assumed compatibility: different prod-
uct development schedules, views of the 
sales process, or technical standards, for 
example. Also, when the partners extend 
their areas of collaboration, the relation-
ship becomes more difficult to govern and 
to evaluate on a purely financial basis.

The most common conflicts in relation-
ships occur over money: capital infusions, 
transfer pricing, licensing fees, compensa-
tion levels, and management fees. Also, 
the complexity of roles each partner has 
with respect to the other can make eco-
nomic decisions difficult. Remember, the 
relationship is larger than any one venture.

Operational dissimilarities require working 
out—more communication than anyone 
could have anticipated.

All operational dissimilarities require work-
ing out. More communication than anyone 
anticipated is necessary, and different lan-
guages make things even harder. In a 
Franco-American joint venture, meetings 
were conducted in both languages and 
thus took twice as long. Differences be-
tween companies do not disappear be-
cause of an alliance, but they can be han-
dled so they don’t jeopardize it. Compa-
nies that are good at partnering take the 
time to learn about the differences early 
and take them into account as events un-
fold.

Respect Versus Resentment.

People will take the time to understand 
and work through partnership differences 
to the extent that they feel valued and re-
spected for what they bring to the relation-
ship. Using stereotypes to explain people’s 
behavior—the French always do this, or 
the Germans always do that, for exam-
ple—denigrates individuals and therefore 
diminishes their incentive to bridge trou-
bling differences.

Stereotyping polarizes the partners, setting 
up us-versus-them dynamics that under-
mine the desire to collaborate. One North 
American manager observed soon after 
forming an alliance with a European com-
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pany, “You’re an ugly American to them, 
backwater folks from across the pond, 
here to purchase, steal, whatever.” A cyni-
cal countryman wondered whether the 
European partner’s motive was to push the 
North American company out of the mar-
ket.

Mistrust, once introduced, sets off a vi-
cious cycle. It makes success harder to at-
tain, which means someone has to be 
blamed for the lack of success. Because 
of their differences, outsiders are the most 
suspect—a fact that only increases mis-
trust. Respect that builds trust begins with 
an assumption of equality: all parties bring 
something valuable to the relationship and 
deserve to be heard. In one alliance, ten-
sion began to build after the local partner 
felt shut out of decisions, even though lo-
cal knowledge was vital to the venture’s 
success. A Chinese manager commented 
on the resentment that Western compa-
nies create when they assume that their su-
perior technology gives them the right to 
make all the decisions. “The focus here,” 
the manager said, “is on face, reputation. 
Even if people are poor, you need to give 
them face. North Americans feel that be-
cause they gave us jobs, we can’t argue. 
But the Chinese people don’t need their 
jobs. We can replace them with another for-

eign company; we can import from an-
other place.”

Learning to Collaborate

Active collaboration takes place when com-
panies develop mechanisms—structures, 
processes, and skills—for bridging organ-
izational and interpersonal differences and 
achieving real value from the partnership. 
Multiple ties at multiple levels ensure com-
munication, coordination, and control. De-
ploying more rather than fewer people to 
relationship activities helps ensure that 
both partners’ resources are tapped and 
that both companies’ own needs and 
goals are represented.

The most productive relationships achieve 
five levels of integration:

Strategic integration, which involves con-
tinuing contact among top leaders to dis-
cuss broad goals or changes in each com-
pany. Leaders should not form an alliance 
and then abandon its nurturing to others. 
The more contact top executives have, the 
more changes they will hear about, the 
more chances they will have to work 
things out, the more information they will 
be able to turn into benefits, and the 
greater the possibility that the companies 
will evolve in complementary rather than 
conflicting directions.
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Often, new governance forums evolve af-
ter the relationship is under way. The chief 
executives in the European Retail Alliance 
devote a day a month to their meetings, ro-
tating among the three countries. Invest-
ment bankers Wertheim of the United 
States and Schroders of the United King-
dom began their alliance in 1986 with infre-
quent board meetings but soon saw the 
need for broader and more frequent con-
tact. FCB and Publicis built their Alliance 
Operating Committee after realizing that 
having the CEOs sit on each other’s 
boards didn’t produce enough communica-
tion.

Tactical integration, which brings middle 
managers or professionals together to de-
velop plans for specific projects or joint ac-
tivities, to identify organizational or system 
changes that will link the companies bet-
ter, or to transfer knowledge.

The ERA developed projects in insurance, 
information technology, and transportation 
that involved staff from member compa-
nies. Leadership for each project came 
from the company with the most experi-
ence or the best practices in that area. 
Northern Telecom and Matra Communica-
tion pinpointed four product domains in 
which potential synergies existed. Then 
they created four working groups of eight 

to ten people that met monthly to define 
specific ways of cooperating in each area. 
Members of all four groups convened in a 
general assembly every three months to re-
port progress and problems to manage-
ment. The small British apparel supplier Co-
hen & Wilks and its large retail partner, 
BhS, developed joint planning projects, in-
cluding team efforts to improve computer 
linkups and financing mechanisms, such 
as a proposed retrospective discount 
scheme. BhS buying director Liz Broughan 
meets frequently with Cohen & Wilks staff 
members to plan product designs.

Establishing formal integrator roles is an-
other way to ensure tactical integration. Lo-
tus, Powersoft, and other partner-rich soft-
ware companies have senior executives 
dedicated to alliance management, equiva-
lent in status to the heads of finance or hu-
man resources. Worldwide account direc-
tors (WWADs) at FCB and Publicis work to 
make the best use of all resources of both 
partners on behalf of major clients. That 
task is complicated by another dynamic, 
the fact that each client relationship is very 
different. Some have highly centralized 
global marketing efforts; others give com-
panies or regions autonomy to develop 
their own. Salomon Salto, WWAD for the 
FCB-Publicis relationship with Nestlé, com-
municates ideas to all parties but also inter-
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venes in local conflicts. He is viewed as an 
impartial observer with experience in many 
countries and brands. “My job is more di-
plomacy and negotiation than power,” he 
observes. His ability to speak French, 
Spanish, English, and German helps a lot.

Operational integration, which provides 
ways for people carrying out the day-to-
day work to have timely access to the infor-
mation, resources, or people they need to 
accomplish their tasks. Participation in 
each other’s training programs helped two 
companies in a technology-based relation-
ship develop a common vocabulary and 
product development standards. Com-
puter connections between Cohen & Wilks 
and BhS provide direct data interchange, 
which speeds product development and 
delivery cycles. Inmarsat engineers in Lon-
don share a technical vocabulary and sys-
tems with counterparts at the earth sta-
tions where partners receive satellite sig-
nals.

Interpersonal integration, which builds a nec-
essary foundation for creating future value. 
As relationships mature beyond the early 
days of scrambling to create initial projects 
and erect structural scaffolding to manage 
them, the network of interpersonal ties be-
tween members of the separate compa-
nies grows in extent and density. Leaders 

soon feel the need to bring people to-
gether to share information. FCB and Publi-
cis first expanded their initial Alliance Oper-
ating Committee to include more people. 
They then initiated worldwide conferences 
for executives and country managers. 
Next, they brought creative directors and 
account managers from both companies 
and many countries together to make rec-
ommendations for business development, 
creative excellence, and international client 
management.

Broad synergies born on paper do not de-
velop in practice until many people in both 
organizations know one another personally 
and become willing to make the effort to 
exchange technology, refer clients, or par-
ticipate on joint teams. Lippo Group, which 
has many partners involved in its network 
of banks and property development ven-
tures, uses senior management confer-
ences to sell the concept of synergy, iden-
tify cross-unit business opportunities, and 
build personal ties among managers.

Establishing many interpersonal relation-
ships between partners helps resolve small 
conflicts before they escalate.

Many strong interpersonal relationships 
help resolve small conflicts before they es-
calate. “There really is no good system for 
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working out problems except through per-
sonal relationships,” observes a European 
manager experienced in transatlantic rela-
tionships. “If you don’t establish good rap-
port with your counterparts, you haven’t 
got a prayer of making it work. Formal 
structures of decision making don’t do any-
thing for you unless you’ve got the relation-
ship to start with.”

Cultural integration, which requires people 
involved in the relationship to have the 
communication skills and cultural aware-
ness to bridge their differences. Northern 
Telecom and Matra picked executives for 
their Matra Northern Cellular joint venture 
who had shared a similar foreign assign-
ment. Chief executive Émile Gratton is a bi-
lingual Canadian who had worked in the 
United States, South America, and Saudi 
Arabia. Chief operating officer Olivier de 
Pazzis, deployed by Matra in France, had 
run a joint venture with a U.S. company in 
Saudi Arabia.

Managers from both partners or affiliated 
companies must become teachers as well 
as learners. Managers at Tong Guang 
Nortel, the successful venture in China be-
tween Tong Guang Electronics and North-
ern Telecom, have committed themselves 
to teaching and learning. TGNT managing 
director Gerry Jones, deployed from the 

Northern side, arranged for Chinese dep-
uty managing director Frank Yong to par-
ticipate in a three-month training program 
in Canada to become familiar with Western 
business practices. That experience en-
abled Yong to raise questions with North-
ern managers in China and educate them 
about how situations appeared from the 
Chinese side of the venture. In turn, Yong 
arranged for his Western partners to visit 
important Chinese historic sites, such as 
the Great Wall and the Summer Palace, 
and invited them to Chinese weddings and 
to employees’ homes.

When managers accept teaching and learn-
ing roles, they demonstrate interest and re-
spect, which helps build the goodwill that’s 
so useful in smoothing over cultural and or-
ganizational differences. TGNT’s Canadian 
manufacturing director learned to speak 
Mandarin. Although he could hold only a 
simple conversation in Chinese, the enthu-
siastic applause he received at quarterly 
meetings in Shekou attested to his popular-
ity. An American expatriate heading part of 
Lippo Group’s insurance joint ventures 
knew that his primary job was to teach lo-
cal managers analytic skills, but he also 
took the time to set up classes for himself 
and other expatriates to learn the local lan-
guage and customs.
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Integration in all five of these dimen-
sions—strategic, tactical, operational, inter-
personal, and cultural—requires that each 
party be willing to let the other parties in-
side, which entails a risk: the risk of 
change.

Changing Within

Productive relationships usually require 
and often stimulate changes within the 
partners, changes that they may not antici-
pate at the outset of the collaboration. 
When two companies place themselves in 
intimate contact with each other through 
an alliance, it is almost inevitable that each 
will compare itself with the other: How do 
we measure up to our partner in systems 
sophistication or operational efficiency? 
What lessons can we learn from our part-
ner? 

In fact, learning and borrowing ideas from 
partners is part of realizing the full value of 
the relationship. FCB and Publicis used 
the formation of their alliance as the occa-
sion to rethink the nature of an advertising 
agency and to create new roles for re-
gional and country managers as well as for 
worldwide account directors.

Empowerment of Relationship Managers.

Because collaborative ventures often 
make new demands, managers involved in 
the relationship must be able to vary their 
own companies’ procedures to make 
venture-specific decisions. Staff involved 
in alliance activities often need more knowl-
edge and skills. When British retailer BhS 
established partnerships with suppliers like 
Cohen & Wilks, buyers on both sides 
needed new strategic and financial informa-
tion and negotiating skills to work effec-
tively with one another. One success factor 
in Northern Telecom’s joint ventures in Tur-
key and China is the autonomy of each 
venture’s board of directors and expatriate 
managers, an autonomy that allows them 
to depart from the practices the company 
follows in North American markets. In 
China, the ability to adapt to local mar-
kets—for example, in accounts receivable 
policies or incentive schemes for sales per-
sonnel—helped TGNT succeed. Develop-
ing flexibility—“letting go,” as one man-
ager describes it—may be difficult for 
tightly managed companies with detail-
oriented managers.
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Infrastructure for Learning.

Companies with strong communications 
across functions and widely shared infor-
mation tend to have more productive exter-
nal relationships. Thus other desirable inter-
nal changes include greater cross-
functional team-work and exchange of 
ideas. At BhS, cross-functional teamwork 
is crucial for achieving the speed, innova-
tion, and quality the company seeks from 
supplier partnerships. Liz Broughan had to 
build bridges to marketing director Helena 
Packshaw and trading manager Sandee 
Springer.

Many businesses fail to realize the full po-
tential from their relationships because in-
ternal barriers to communication limit learn-
ing to the small set of people directly in-
volved in the relationship. One large U.S. 
company’s highest award for quality went 
to a joint venture operating in a developing 
country, yet managers in that venture had 
a hard time convincing their colleagues in 
other countries that they had anything to 
teach them.

The company’s systems are usually the cul-
prit in such situations, not its people. In the 
early stages of its relationship with North-
ern Telecom, Matra learned that Northern 
put designs into production earlier than Ma-

tra did. Despite a common stereotype that 
speed is less important in France, the 
French engineers rose quickly to the chal-
lenge and proudly demonstrated a new ca-
pability several months ahead of schedule.

Specific forums to exchange ideas can 
help companies import lessons from their 
partners. In addition to top management’s 
participation in the ERA, Argyll’s Safeway 
stores have created a regional managers’ 
forum and a senior executive development 
program. Cross-functional projects, such 
as offering discounts to customers who 
buy combinations of products, link market-
ing, information technology, and stores.

Managing the Trade-offs

There are limits to how much a company 
should change to accommodate the de-
mands of an alliance. The potential value 
of the relationship must be weighed 
against the value of all the other company 
activities, which also make demands on its 
resources—including the time and energy 
of executives. Even when relationships 
have high value, an organization can han-
dle only so many before demands begin to 
conflict and investment requirements (man-
agement time, partner-specific learning, 
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capital, and the like) outweigh perceived 
benefits.

Sometimes companies must face the chal-
lenge of terminating an alliance. Relation-
ships can end for a number of reasons. A 
partner may be suitable for one purpose 
and not another. Managers or other ven-
ture participants may be needed for more 
urgent tasks. Shifts in business conditions 
or strategy can mean that a particular rela-
tionship no longer fits as well as it once 
did. For whatever reason, ending a partner-
ship properly is difficult to do and requires 
much skill and diplomacy. Partners should 
be fully informed and treated with integrity. 
If they are not, future relationships will be 
jeopardized—especially in Asian countries, 
where business and government leaders 
have long memories.

Like all living systems, relationships are 
complex. While they are simpler to man-
age when they are narrow in scope and 
the partners remain at arm’s length, rela-
tionships like these yield fewer long-term 
benefits. Tighter control by one partner or 
development of a single command center 
might reduce conflicts and increase the 
manageability of a relationship. Many bene-
fits, however, derive from flexibility and be-
ing open to new possibilities. Alliances 
benefit from establishing multiple, inde-

pendent centers of competence and inno-
vation. Each center can pursue different 
paths, creating in turn new networks that 
go off in new directions. Flexibility and 
openness bring particular advantages at 
business frontiers—in rapidly changing or 
new markets or in new technology fields.

The effective management of relationships 
to build collaborative advantage requires 
managers to be sensitive to political, cul-
tural, organizational, and human issues. In 
the global economy today, companies are 
known by the company they keep. As the 
saying goes, success comes not just from 
what you know but from who you know. In-
tercompany relationships are a key busi-
ness asset, and knowing how to nurture 
them is an essential managerial skill.
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Strategic Alliances

The Global Logic of Strategic Alliances

by Kenichi Ohmae

Companies are just beginning to learn what nations have always known: in a complex, un-
certain world filled with dangerous opponents, it is best not to go it alone. Great powers 
operating across broad theaters of engagement have traditionally made common cause 
with others whose interests ran parallel with their own. No shame in that. Entente—the 
striking of an alliance—is a responsible part of every good strategist’s repertoire. In today’s 
competitive environment, this is also true for corporate managers.
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But managers have been slow to experi-
ment with genuinely strategic alliances. A 
joint venture here and there, yes, of 
course. A long-term contractual relation-
ship, certainly. But the forging of entente, 
rarely. A real alliance compromises the fun-
damental independence of economic ac-
tors, and managers don’t like that. After 
all, for them, management has come to 
mean total control. Alliances mean sharing 
control. The one precludes the other.

In stable competitive environments, this al-
lergy to loss of control exacts little penalty. 
Not so, however, in a changeable world of 
rapidly globalizing markets and industri-
es—a world of converging consumer 
tastes, rapidly spreading technology, esca-
lating fixed costs, and growing protection-
ism. I’d go further. Globalization mandates 
alliances, makes them absolutely essential 
to strategy. Uncomfortable, perhaps—but 
that’s the way it is. Like it or not, the simul-
taneous developments that go under the 
name of globalization make alliances—en-
tente—necessary.

Why, then, the reluctance of so many com-
panies either to experiment with alliances 
or to stick with them long enough to learn 
how to make them work? To some extent, 
both foot dragging and early exit are born 
of fear—fear that the alliance will turn out 

to be a Trojan horse that affords potential 
competitors easy access to home mar-
kets. But there is also an impression that 
alliances represent, at best, a conven-
ience, a quick-and-dirty means of entry 
into foreign markets. These attitudes make 
managers skittish and impatient.

Unless you understand the long-run strate-
gic value of entente, you will grow frus-
trated when it proves—as it must—not to 
be a cheap and easy way of responding to 
the uncertainties of globalization. If you ex-
pect more of your partners than is reason-
able, you will blame them too quickly when 
things do not go as planned. Chances are 
your impatience will make you much less 
tolerant of them than you would be of your 
own subsidiary overseas.

When you expect convenience, you rarely 
have much patience for the messy and de-
manding work of building a strong competi-
tive position. Nor do you remember all the 
up-front overseas investments that you did 
not have to make. And without memory or 
patience, you risk precipitating exactly 
what you fear most: an unhappy or unsatis-
fied partner that decides to bow out of the 
alliance and try to tackle your markets on 
its own.
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Alliances are not tools of convenience. 
They are important, even critical, instru-
ments of serving customers in a global en-
vironment. Glaxo, the British pharmaceuti-
cal company, for example, did not want to 
establish a full business system in each 
country where it did business. Especially 
given its costly commitment to topflight 
R&D, it did not see how it could—or why it 
should—build an extensive sales and serv-
ice network to cover all the hospitals in Ja-
pan and the United States. So it decided 
to link up with first-class partners in Japan, 
swap its best drugs with them, and focus 
its own resources on generating greater 
sales from its established network in 
Europe. That kind of value creation and de-
livery is what alliances make possible.

Few companies operating in the Triad of 
Japan, the United States, and Europe can 
offer such topflight levels of value to all 
their customers all the time all by them-
selves. They need partners. They need en-
tente. They might wish things were other-
wise. But deep down they know better. Or 
they should.

The Californiazation of Need

To understand why alliances are a neces-
sity and not just a fad or a fashion, you 
first have to understand why globalization 
makes them essential as vehicles for 
customer-oriented value.

The explanation begins with a central, de-
monstrable fact: the convergence of con-
sumer needs and preferences. Whatever 
their nationality, consumers in the Triad in-
creasingly receive the same information, 
seek the same kinds of life-styles, and de-
sire the same kinds of products. They all 
want the best products available, at the 
lowest prices possible. Everyone, in a 
sense, wants to live—and shop—in Califor-
nia.

Economic nationalism flourishes during 
election campaigns and infects what legis-
latures do and what particular interest 
groups ask for. But when individuals vote 
with their pocketbooks—when they walk 
into a store or showroom anywhere in the 
Triad—they leave behind the rhetoric and 
the mudslinging and the trappings of na-
tionalism.

Do you write with a Waterman or a Mont 
Blanc pen or travel with a Vuitton suitcase 
because of national sentiments? Of course 
not. It does not matter if you live in Europe 
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or Japan or the United States. You buy 
these pens or pieces of luggage because 
they represent the kind of value that you’re 
looking for.

At the cash register, you don’t care about 
country of origin or country of residence. 
You don’t think about employment figures 
or trade deficits. You don’t worry about 
where the product was made. It does not 
matter to you that a “British” sneaker by 
Reebok (now an American-owned com-
pany) was made in Korea, a German 
sneaker by Adidas in Taiwan, or a French 
ski by Rossignol in Spain. All you care 
about is the product’s quality, price, de-
sign, value, and appeal to you as a con-
sumer.

This is just as true for industrial customers. 
The market for IBM computers or Toshiba 
laptops is not defined by geographic bor-
ders but by the inherent appeal of the prod-
uct to users, regardless of where they live. 
And with the proliferation of trade journals, 
trade shows, and electronic data bases, us-
ers have regular access to the same 
sources of product information.

Chip makers buy Nikon steppers because 
they are the best, not because they are 
made by a Japanese company. Manufac-
turers buy Tralfa industrial robots for the 

same reason and not because they hap-
pen to be Norwegian. The same goes for 
robots made by DeVilbiss in the United 
States. Companies around the world use 
IBM’s MRP and CIM systems to shorten 
production times and cut work-in-process. 
Because of the demands of contemporary 
production modes, they use Fujitsu 
Fanuc’s machine tools made in Japan. In 
fact, this one company dominates the nu-
merically controlled (NC) machine-tool mar-
ket worldwide: its market share in Japan is 
70%; around the globe, 50%. This is nei-
ther accident nor fashion. These NC ma-
chines deliver value, and everyone knows 
it. But the national identity of these prod-
ucts has effectively disappeared.

The Dispersion of Technology

Today’s products rely on so many different 
critical technologies that most companies 
can no longer maintain cutting-edge so-
phistication in all of them. The business 
software that made IBM PCs such an in-
stant hit—1-2-3—was not, of course, an 
IBM product. It was a creation of Lotus De-
velopment Corporation. Most of the com-
ponents in the popular-priced IBM PC it-
self were outsourced as well. IBM simply 
could not have developed the machine in 
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anywhere near the time it did if it had tried 
to keep it 100% proprietary. In fact, the 
heart of IBM’s accomplishment with the 
PC lay precisely in its decision—and its 
ability—to approach the development ef-
fort as a process of managing multiple ex-
ternal vendors.

Lotus provided applications software, and 
Micro-soft wrote the operating system on 
an Intel microprocessor. Of course, Lotus, 
Microsoft, and Intel don’t want to sell only 
to IBM. Naturally, they want to sell their 
products to as wide a range of customers 
as possible. Just as IBM needs to rely on 
an army of external vendors, so each ven-
dor needs to sell to a broad array of cus-
tomers. The inevitable result is the rapid 
dispersion of technology. No one company 
can do it all, simultaneously. No one com-
pany can keep all the relevant technolo-
gies in-house, as General Motors did dur-
ing the 1930s and 1940s. And that means 
no one can truly keep all critical technolo-
gies out of the hands of competitors 
around the globe.

Even original equipment manufacturers 
with captive technology are not immune to 
this dispersion. NEC may develop a state-
of-the-art memory chip for its own main-
frames, but it can sell five times the vol-
ume to other computer makers. This gener-

ates cash, lowers unit costs, and builds up 
the experience needed to push the technol-
ogy still further. It also gets them better in-
formation about its products: external cus-
tomers provide tougher feedback than do 
internal divisions. To be a world-class pro-
ducer, NEC must provide the best new 
technology to global customers.

In short order, the technology becomes 
generally available, making time even more 
of a critical element in global strategy. 
Nothing stays proprietary for long. And no 
one player can master everything. Thus, 
operating globally means operating with 
partners—and that in turn means a further 
spread of technology.

The Importance of Fixed Costs

The convergence of customer need, to-
gether with this relentless dispersion of 
technology, has changed the logic by 
which managers have to steer. In the past, 
for example, you tried to build sustainable 
competitive advantage by establishing 
dominance in all of your business system’s 
critical areas. You created barriers to entry 
where you could, locked away market 
share whenever possible, and used every 
bit of proprietary expertise, every collec-
tion of nonreplicable assets to shore up 
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the wall separating you from competitors. 
The name of the game in most industries 
was simply beating the competition. If you 
discovered an ounce of advantage, you 
strengthened it with a pound of proprietary 
skill or knowledge. Then you used it to sup-
port the defensive wall you were building 
against competitors.

The forces of globalization turn this logic 
on its head. You can’t meet the value-
based needs of customers in the Triad en-
tirely on your own. You can’t do without 
the technology and skills of others. You 
can’t even keep your own technology to 
yourself for very long. Having a superior 
technology is important, of course, but it is 
not sufficient to guarantee success in the 
market. Meeting customer needs is the 
key—no matter what the source of the 
technology. No wall you erect stands tall. 
No door you slam stays shut. And no road 
you follow is inexpensive.

To compete in the global arena, you have 
to incur—and somehow find a way to de-
fray—immense fixed costs. You can’t play 
a variable-cost game any more. You need 
partners who can help you amortize your 
fixed costs, and with them you need to de-
fine strategies that allow you to maximize 
the contribution to your fixed costs.

The evidence for this lesson is overwhelm-
ing. As automation has driven the labor 
content out of production, manufacturing 
has increasingly become a fixed-cost activ-
ity. And because the cost of developing 
breakthrough ideas and turning them into 
marketable products has skyrocketed, 
R&D has become a fixed cost too. In phar-
maceuticals, for instance, when it takes 
$50 million or more to come up with an ef-
fective new drug, R&D is no longer a 
variable-cost game. And you can’t count 
on being able to license a new drug—a 
variable cost—from companies not operat-
ing in your primary markets. Not unless 
you have your own proprietary drug to of-
fer in return. With globalization, all major 
players in your industry are—or may be-
come—direct competitors. You can’t be 
sure in advance that they (or you) will want 
to share a particular piece of technology. 
You need partners, but you need your own 
people and your own labs too. That’s fixed 
cost.

In much the same way, building and main-
taining a brand name is a fixed cost. For 
many products, a brand name has no 
value at all if brand recognition falls below 
certain levels. When a company decides to 
buy a paper copier, for example, it usually 
calls up two or three producers in the or-
der of their brand familiarity. If your copier 
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is not among them, you don’t even get a 
chance to try to sell your product. You sim-
ply have to be there to enjoy a high level of 
awareness among customers. And that 
means you have to pay for the privilege.

Trying to save money on brand promotion 
makes no sense if what you’re selling is a 
consumer “pull” product: you spend a little 
money but not enough to realize any “pull” 
benefits. And a half-baked, half-supported 
brand is worse than no brand at all. With 
some products, you can better use the 
same money to enhance commissions so 
that the sales force will push them. In 
branded competition, if you want to play, 
you have to ante up the fixed costs of do-
ing so.

The past decade has seen a comparable 
movement toward fixed costs in sales and 
distribution networks. Sure, you can try to 
play the variable-cost game by going 
through dealers. You can, at least, to an ex-
tent. But your sales force still has to pro-
vide the support, the training, and the 
manuals. And all these are fixed costs.

You can also try to make some of these 
costs variable on your own. You can chase 
low-cost labor, for example, by moving pro-
duction to developing countries, but that 
won’t get you very far these days. In the 

past, you could make costs variable with 
your computers and management informa-
tion systems by time-sharing. But experi-
ence has shown that you can’t use time-
sharing if you want a system that’s dedi-
cated to your own needs, a system capa-
ble of providing competitive advantage. So 
today, information technology is pretty 
much a fixed cost. Over the long term, of 
course, all these fixed costs become vari-
able through adjustments in investment 
(capital expenditure) levels. But for the 
short term, they remain fixed. And the 
need to bolster contribution to them points 
in a single, clear direction: toward the forg-
ing of alliances to share fixed costs.

This is a fundamental change from the 
competitive world of 15 or even 10 years 
ago. And it demands a new logic for man-
agement action. In a variable-cost environ-
ment, the primary focus for managers is on 
boosting profits by reducing the cost of 
materials, wages, labor hours. In a fixed-
cost environment, the focus switches to 
maximizing marginal contribution to fixed 
cost—that is, to boosting sales.

This new logic forces managers to amor-
tize their fixed costs over a much larger 
market base—and this adds yet more fuel 
to the drive toward globalization. It also 
forces managers to rethink their strategies 
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as they search for ways to maximize contri-
bution to these fixed costs. Finally, this 
logic mandates entente—alliances that 
both enable and faci l i tate global , 
contribution-based strategies.

In practice, this means that if you don’t 
have to invest in your own overseas sales 
force, you don’t do it. If you run a pharma-
ceutical company with a good drug to dis-
tribute in Japan but no sales force to do it, 
find someone in Japan who also has a 
good product but no sales force in your 
country. You get double the profit by put-
ting two strong drugs through your fixed-
cost sales network, and so does your new 
ally. Why duplicate such huge expenses all 
down the line? Why go head-to-head? 
Why not join forces to maximize contribu-
tion to each other’s fixed costs?

Maximizing the contribution to fixed costs 
does not come naturally. Tradition and 
pride make companies want to be the best 
at everything, to do everything themselves. 
But companies can no longer afford this 
solitary stance. Take the machine-tool mar-
ket. If a German manufacturer clearly ex-
cels in custom-made segments, why 
should highly automated Japanese produc-
ers like Mori Seiki and Yamazaki tackle 
those segments too? Why not tie up with 
the Germans and let them dominate those 

segments worldwide? Why not try to sup-
ply them with certain common compo-
nents that you can make better—or more 
cheaply—than they do? Why not disaggre-
gate the product and the business system 
and put together an alliance that delivers 
the most value to customers while making 
the greatest contribution to both partners’ 
fixed costs?

Why not do this? Companyism gets in the 
way. So does a competitor-focused ap-
proach to strategy. So does not knowing 
what it takes to operate globally and how 
alliances help with fixed costs. Managers 
must overcome these obstacles. And that 
will not happen by chance.

Dangers of Equity

Global alliances are not the only valid 
mechanisms for boosting contribution to 
fixed costs. A strong brand umbrella can 
always cover additional products. You can 
always give heightened attention to, say, 
an expensive distribution system that 
you’ve already built in Japan or Europe. 
And there is always the possibility of buy-
ing a foreign company. Experience shows, 
however, that you should look hard—and 
early—at forging alliances. In a world of im-
perfect options, they are often the fastest, 
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least risky, and most profitable way to go 
global.

You can expand brands and build up distri-
bution yourself—you can do everything 
yourself—with enough time, money, and 
luck. But all three are in short supply. In 
particular, you simply do not have the time 
to establish new markets one-by-one 
throughout the Triad. The “cascade” model 
of expansion no longer works. Today you 
have to be in all important markets simulta-
neously if you are going to keep competi-
tors from establishing their positions. 
Globalization will not wait. You need alli-
ances and you need them now. But not the 
traditional kind.

In the past, companies commonly ap-
proached international expansion by doing 
it on their own, acquiring others, or estab-
lishing joint ventures. Now, the latter two 
approaches carry important equity-related 
concerns. Let equity—the classic instru-
ment of capitalism—into the picture, and 
you start to worry about control and return 
on investment. There is pressure to get 
money back fast for the money you put in 
and dividends from the paper you hold.

It’s a reflex. The analysts expect it of you. 
So do the business press, colleagues, and 
stockholders. They’ll nod politely when 

you talk about improved sales or long-term 
strategic benefits. But what everybody 
really wants in short order is chart-topping 
ROI.

No one’s going to argue that dividends 
aren’t nice to tuck in your pocket. Of 
course they are. But the pressure to put 
them there can wreak havoc with your ini-
tial goals, especially if they include compet-
ing successfully in global markets by maxi-
mizing the contribution to fixed costs.

Managers must also overcome the popular 
misconception that total control increases 
chances of success. Companies that have 
enjoyed successful joint ventures for years 
can have things quickly go sour when they 
move to a literal, equity- and contract-
based mode of ownership. Naturally, de-
tails vary with the particular case, but the 
slide into disarray and disappointment usu-
ally starts with the typical arguments that 
broke up one transnational chemical joint 
venture.

(Soon-To-Be) New Owner: You guys never 
make decisions in time.

(Soon-To-Be) Former Partner: Speedy deci-
sions are not everything. Consensus is 
more important.

37



NO: Well, just tell the dealers that our prod-
ucts are the best in the world. Tell them 
that they sell everywhere except here.

FP: But the dealers complain that your 
products are just okay, not great. Even 
worse, they are not really tailored to the 
needs or aesthetic preferences of local cus-
tomers.

NO: Nonsense. What customers buy, every-
where in the world, is the physical perform-
ance of the product. No one matches us in 
performance.

FP: Perhaps. Still, the dealers report that 
your products are not neatly packaged and 
often have scratches on the surface.

NO: But that has no effect on perform-
ance.

FP: Tell that to the dealers. They say they 
cannot readily see—or sell—the perform-
ance difference you’re talking about, so 
they have to fall back on aesthetics, where 
your products are weak. We’ll have to re-
duce price.

NO: Don’t you dare. We succeeded in the 
United States and in Europe by keeping 
our prices at least 5% above those of our 
competitors. If we’re having trouble in Ja-
pan it’s because of you. Your obvious lack 

of effort, knowledge, even confidence in 
our products—that’s what keeps them 
from selling. Besides, your parent keeps 
on sending our joint venture group a bunch 
of bumbling old incompetents for manag-
ers. We rarely get the good people. Maybe 
the idea is to kill off our relationships en-
tirely so they can start up a unit of their 
own making imitation products.

FP: Well, if you feel that way, there is not 
much point in our continuing on together.

NO: Glad you said that. We’ll buy up the 
other 50% of the equity and go it on our 
own.

FP: Good luck. By the way, how many 
Japanese-speaking managers do you have 
in your company—that is, after we pull out 
all the “bumbling old incompetents” from 
our joint venture?

NO: None. But don’t worry. We’ll just hire a 
bunch of headhunters and get started up 
in record time.

This is a disaster waiting—no, rushing—to 
happen. Back when this arrangement was 
a functioning joint venture, however, both 
partners, and especially the middle manag-
ers, really made an effort to have things 
work. Under a cloud of 100% control, 
things are different. You can buy a com-
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pany’s equity, but you cannot buy the mind 
or the spirit or the initiative or the devotion 
of its people. Nor can you just go hire re-
placements. In different environments, the 
availability of key professional serv-
ices—managerial, legal, and so on—varies 
considerably.

The lesson is painful but inescapable: hav-
ing control does not necessarily mean a 
better managed company. You cannot 
manage a global company through control. 
In fact, control is the last resort. It’s what 
you fall back on when everything else fails 
and you’re willing to risk the demoraliza-
tion of workers and managers.

This need for control is deeply rooted. The 
tradition of Western capitalism lies behind 
it, a tradition that has long taught manag-
ers the dangerously incorrect arithmetic 
that equates 51% with 100% and 49% 
with 0%. Yes, of course, 51% buys you full 
legal control. But it is control of activities in 
a foreign market, about which you may 
know little as you sit far removed from the 
needs of customers in your red-carpeted 
office in Manhattan, Tokyo, or Frankfurt.

When Americans and Europeans come to 
Japan, they all want 51%. That’s the magic 
number because it ensures majority posi-
tion and control over personnel, brand de-

cisions, and investment choices. But good 
partnerships, like good marriages, don’t 
work on the basis of ownership or control. 
It takes effort and commitment and enthusi-
asm from both sides if either is to realize 
the hoped-for benefits. You cannot own a 
successful partner any more than you can 
own a husband or a wife.

In time, as the relationship between part-
ners deepens and as mutual trust and con-
fidence build, there may come a point 
when it no longer makes sense to remain 
two separate entities. Strategy, values, and 
culture might all match up so well that 
both sides want to finish the work of com-
bination. Hewlett-Packard’s presence in Ja-
pan started out in 1963, for example, as a 
51-49 joint venture with Yokogawa Elec-
tric. Over two decades, enough confi-
dence had built up that in 1983, Yokogawa 
Electric gave Hewlett-Packard another 
24%.

The point is, it took two decades for 
Hewlett-Packard to reach a significant own-
ership position. Control was never the ob-
jective. All along, the objective was simply 
to do things right and serve customers 
well by learning how to operate as a genu-
ine insider in Japan. As a result, Hewlett-
Packard now owns 75% of a $750 million 
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company in Japan that earns 6.6% net 
profit after tax.

An emphasis on control through equity, 
however, immediately poisons the relation-
ship. Instead of focusing on contribution to 
fixed costs, one company imperialistically 
tells the other, “Look, I’ve got a big equity 
stake in you. You don’t give me all the divi-
dends I want, so get busy and distribute 
my product. I’m not going to distribute 
yours, though. Remember, you work for 
me.”

This kind of attitude problem prevents the 
development of intercompany manage-
ment skills, which are critical for success 
in today’s global environment. But these 
skills must be learned. Peter L. Bonfield, 
chairman and managing director of Interna-
tional Computers Ltd., has a plastic name-
card holder that he distributes to all his 
people who are in touch with Fujitsu, ICL’s 
mainframe computer partner in Japan. On 
one side there is a place for the cards; on 
the other, a proven list of “Do’s” for making 
such collaborative arrangements work.  
Nothing here about 51% or establishing 
control.

Equity by itself is not the problem in build-
ing successful alliances. In Japan, we have 
a lot of “group companies,” known as 

keiretsu, where an equity stake of, say, 3% 
to 5% keeps both partners interested in 
each other’s welfare without threatening ei-
ther’s autonomy. Stopping that far short of 
a controlling position keeps the equity 
holder from treating the other company as 
if it were a subsidiary. Small equity invest-
ments like these may be the way to go.

Joint ventures may also work, but there 
are two obstacles that can trip them up. 
First, there is a contract, and con-
tracts—even at their best—can only reflect 
an understanding of costs and markets 
and technologies at the moment compa-
nies sign them. When things change, as 
they always do, the partners don’t really 
try to compromise and adjust. They look to 
the contract and start pointing fingers. Af-
ter all, managers are human. They are 
sweet on their own companies and toler-
ant of their own mistakes. Tolerance goes 
way down when partners cause mistakes.

The second problem with joint ventures is 
that parent companies behave as parents 
everywhere often do. They don’t give their 
children the breathing space—or the ti-
me—they need to grow. Nor do they react 
too kindly when their children want to ex-
pand, especially if it’s into areas the par-
ents want to keep for themselves. “Keep 
your hands off” is the message they send, 
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and that’s not a good way to motivate any-
one, let alone their own children.

This is not to say that joint ventures cannot 
work. Many work quite well. Fuji Xerox, for 
example, a very successful 50-50 arrange-
ment between Rank Xerox and Fuji Film, 
earns high profits on its $3 billion annual 
sales and attracts some of the best people 
in Japan to work for it. Equally important, it 
has enough autonomy to get actively in-
volved in new areas like digital-imaging 
technology, even though both parents 
have strong interests there themselves. 
The head of Fuji Xerox, Yotaro Kobayashi, 
who is the son of the founder of Fuji Film, 
now sits on the board of Xerox, which has 
benefited greatly from Fuji Xerox’s experi-
ence in battling the Japanese companies 
that have attacked Xerox’s position in the 
medium- to low-end copier segments in 
the United States.

On balance, however, most parents are not 
so tolerant of their joint ventures’ own am-
bitions. There have to be better ways to go 
global than a regular sacrifice of the first-
born. There are

Going global is what parents should do to-
gether—through alliances that address the 
issue of fixed costs. They work. Nissan dis-
tributes Volkswagens in Japan; Volks-

wagen sells Nissan’s four-wheel drive cars 
in Europe. Mazda and Ford swap cars in 
the Triad; GM and Toyota both collaborate 
and compete in the United States and Aus-
tralia. Continental Tyre, General Tire (now 
owned by Continental), Yokohama Rubber, 
and Toyo Tire share R&D and swap produc-
tion. In the United States, for example, 
General Tire supplies several Japanese 
transplants on behalf of Yokohama and 
Toyo, both of which supply tires on behalf 
of General and Continental to car compa-
nies in Japan. No equity changes hands.

In the pharmaceutical industry, where both 
ends of the business system (R&D and dis-
tribution) represent unusually high fixed 
costs, companies regularly allow their 
strong products to be distributed by (poten-
tial) competitors with excellent distribution 
systems in key foreign markets. In the 
United States, Marion Laboratories distrib-
utes Tanabe’s Herbesser and Chugai’s Ul-
cerlmin; Merck, Yamanouchi’s Gaster; Eli 
Lilly, Fujisawa’s Cefamezin. In Japan, 
Shionogi distributes Lilly’s Ceclor as Kefral 
(1988 sales: $700 million). Sankyo distrib-
utes Squibb’s Capoten; Takeda, Bayer’s 
Adalat; Fujisawa, SmithKlines’s Tagamet. 
Sales in Japan of each of these medicines 
last year were on the order of $300 million.
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The distribution of drugs is a labor- and 
relationship-intensive process. It takes a 
force of more than 1,000 detail people to 
have any real effect on Japanese medi-
cine. Thus, unless you are committed to 
building and sustaining such a fixed cost 
in Japan, it makes sense to collaborate 
with someone who has such a force al-
ready in place—and who can reciprocate 
elsewhere in the Triad.

Despite the typical “United States vs. Ja-
pan” political rhetoric, the semiconductor 
industry has given rise to many forms of al-
liances. Most companies feel shorthanded 
in their R&D, so they swap licenses aggres-
sively. Different forces prompted coopera-
tive arrangements in the nuclear industry. 
General Electric, Toshiba, Hitachi, ASEA, 
AMU, and KWU (Siemens) banded to-
gether during the late 1970s to develop an 
improved nuclear boiling-water reactor. 
They shared their upstream R&D on a 
global basis but kept downstream con-
struction and local customer relationships 
to themselves. During the 1980s, the first 
three (core) members of the alliance contin-
ued their R&D collaboration and, in face, 
developed an advanced boiling-water reac-
tor concept. This time around, they split 
the orders from Tokyo Electric Power, 
among others, one-third each. As confi-
dence builds, the activities open to joint 

participation can begin to encompass the 
entire business system.

Hitachi Kenki, a maker of construction 
equipment, has a loose alliance in hydrau-
lic excavators with Deere & Company in 
North America and with Fiat Allis in 
Europe. Because Hitachi’s product line 
was too narrow for it to set up its own dis-
tribution networks throughout the Triad, it 
tied up with partners who have strong net-
works already in place, as well as good ad-
ditional products of their own, like bulldoz-
ers and wheel loaders, to fill in the gaps in 
Hitachi’s product line. So effective have 
these arrangements been that the partners 
are now even committed to the joint devel-
opment of a new wheel loader.

In the oligopolistic sheet glass industry, 
there is a noteworthy alliance between 
PPG and Asahi Glass, which began in 
1966 with a joint venture in Japan to pro-
duce polyvinyl chloride. In 1985, the same 
pair formed a joint automotive-glass ven-
ture in the United States in hopes of captur-
ing the business of Japanese automakers 
with U.S. production facilities. They built a 
second such plant in 1988. That same year 
they set up a chloride and caustic soda 
joint venture in Indonesia, along with some 
local participants and Mitsubishi Trading 
Company. During all this time, however, 
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they remained fierce global competitors in 
the sheet glass business.

Another long-term relationship is the one 
between Brown Shoe and Nippon Shoe, 
which introduced a new technology back 
in 1962 to produce Brown’s “Regal” shoes. 
Today the relationship encompasses sev-
eral other brands of Brown’s shoes. For 
Brown, this has proven a most effective 
way to participate in a Japanese market 
for leather goods that would be otherwise 
closed to them for both social reasons (his-
torically, Japanese tanners have been 
granted special privileges) and reasons of 
appropriate skill (Brown’s expertise in, for 
example, managing its own retail chains is 
not so relevant in an environment where 
sky-high real estate prices make direct 
company ownership of retail shops prohibi-
tively expensive).

There are more examples, but the pattern 
is obvious: a prudent, non-equity-
dependent set of arrangements through 
which globally active companies can maxi-
mize the contribution to their fixed costs. 
No surprise here. These alliances are an im-
portant part of the way companies get 
back to strategy.

The Logic of Entente

One clear change of mind necessary to 
make alliances work is a shift from a focus 
on ROI to a focus on ROS (return on 
sales). An ROS orientation means that man-
agers will concern themselves with the on-
going business benefits of the alliance, not 
just sit around and wait for a healthy return 
on their initial investment. Indeed, equity 
investments almost always have an over-
tone of one company trying to control an-
other with money. But few businesses suc-
ceed because of control. Most make it be-
cause of motivation, entrepreneurship, cus-
tomer relationships, creativity, persistence, 
and attention to the “softer” aspects of or-
ganization, such as values and skills.

An alliance is a lot like a marriage. There 
may be no formal contract. There is no buy-
ing and selling of equity. There are few, if 
any, rigidly binding provisions. It is a loose, 
evolving kind of relationship. Sure, there 
are guidelines and expectations. But no 
one expects a precise, measured return on 
the initial commitment. Both partners bring 
to an alliance a faith that they will be 
stronger together than either would be 
separately. Both believe that each has 
unique skills and functional abilities the 
other lacks. And both have to work dili-
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gently over time to make the union suc-
cessful.

When one partner is weak or lazy or won’t 
make an effort to explore what the two can 
do together, things can come apart. One-
sidedness and asymmetry of effort and at-
tention doom a relationship. If a wife goes 
out and becomes the family’s breadwinner 
and does all the housework and raises the 
children and runs the errands and cooks 
the meals, sooner or later she will rebel. 
Quite right. If the husband were in the 
same position, he’d rebel too. As soon as 
either partner starts to feel that the situa-
tion is unfair or uneven, it will begin to 
come apart. Alliances are like that. They 
work only when the partners do.

It’s hard work. It’s all too easy for doubts 
to start to grow. A British whiskey com-
pany used a Japanese distributor until it 
felt it had gained enough experience to 
start its own sales operation in Japan. 
Japanese copier makers and automobile 
producers have done this to their U.S. part-
ners. It happens. There’s always the dan-
ger that a partner is not really in it for the 
long haul.

But the odds run the other way. There is a 
tremendous cost—and risk—in establish-
ing your own distribution, logistics, manu-

facturing, sales, and R&D in every key mar-
ket around the globe. It takes time to build 
skills in your own people and develop 
good relations with vendors and custom-
ers. Nine times out of ten, you will want to 
stay in the alliance.

Inchcape, a British trading house with a 
strong regional base in Asia, distributes 
Toyota cars in China, Hong Kong, Singa-
pore, elsewhere in the Pacific region, and 
in several European countries. It also dis-
tributes Ricoh copiers in Hong Kong and 
Thailand. This arrangement benefits the 
Japanese producers, which get access to 
important parts of the world without hav-
ing to set up their own distribution net-
works. It also benefits Inchcape, which 
can leverage its traditional British connec-
tions in Asia while adding new, globally 
competitive products to its distribution 
pipeline to replace the less attractive offer-
ings of declining U.K.-based industries.

In practice, though, companies do start to 
have doubts. Say you’ve started up a Japa-
nese alliance, not invested all that much, 
and been able to boost your production at 
home because of sales in Japan. Then you 
look at the actual cash flow from those 
sales, and it doesn’t seem all that great. 
So you compare it with a competitor’s re-
sults—a competitor that has gone into Ja-
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pan entirely on its own. It’s likely that 
you’ve forgotton how little effort you’ve put 
in when compared with the blood, sweat, 
and tears of your competitor. All you look 
at are the results.

All of a sudden you start to feel cheated; 
you remember every little inconvenience 
and frustration. You yield to the great temp-
tation to compare apples with oranges, to 
moan about revenues while forgetting 
fixed costs. You start to question just how 
much the alliance is really doing for you.

It’s a bit like going to a marriage counselor 
and complaining about the inconveniences 
of marriage because, had you not married, 
you could be dating anyone you like. You 
focus on what you think you’re missing, on 
the inconveniences, and forget entirely 
about the benefits of being married. It’s a 
psychological process. Alliance partners 
can easily fall into this kind of destructive 
pattern of thought, complaining about the 
annoyances of coordination, of working to-
gether, of not having free rein. They forget 
the benefits.

Actually, they forget to look for the bene-
fits. And most accounting and control sys-
tems only make this worse. For instance, if 
you are running your own international 
sales operation in Japan, you know where 

to look for accurate measures of perform-
ance. You know how to read an income 
statement, figure out the return on in-
vested capital, consolidate the perform-
ance of subsidiaries.

But when you’re operating through a part-
ner in Japan and you’re asking yourself 
how that Japanese operation is doing, you 
forget to look for the benefits at home in 
the contribution to the fixed costs of R&D, 
manufacturing, and brand image. The finan-
cials don’t highlight them; they usually 
don’t even capture them. Most of the time, 
these contributions—like the extra produc-
tion volume for OEM export—are simply in-
visible, below the line of sight.

Companies in the United States, in particu-
lar, often have large, dominant home-
country operations. As a result, they report 
the revenues generated by imports from 
their overseas partners as their own do-
mestic sales. In fact, they think of what 
they’re doing not as importing but as man-
aging procurement. Exports get recorded 
as overseas sales of the domestic divi-
sions. In either case, the contribution of 
the foreign partner gets lost in the catego-
ries used by the U.S.-based accounting 
system.
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It takes real dedication to track down the 
domestic benefits of a global alliance. And 
you’re not even going to look for them if 
you spend all your time complaining. The 
relationship is never going to last. That’s 
too bad, of course, if the alliance really 
does contribute something of value. But 
even when alliances are good, you can out-
grow them. Needs change, and today’s 
partner might not be the best or the most 
suitable tomorrow.

Financial institutions shift about like this all 
the time. If you’re placing a major issue, 
you may need to tie up with a Swiss bank 
with deep pockets. If you need help with 
retail distribution, you may turn to Merrill 
Lynch or Shearson Lehman Hutton. In Ja-
pan, Nomura Securities may be the best 
partner because of its size and retail 
strength. You don’t need to be good at eve-
rything yourself as long as you can find a 
partner who compensates for your weak 
points.

Managing multiple partners is more diffi-
cult in manufacturing industries but still 
quite doable. IBM in the United States has 
a few important allies; in Japan it has 
teamed up with just about everyone possi-
ble. (There has even been a book pub-
lished in Japanese, entitled IBM’s Alliance 
Strategy in Japan). It has links with Ricoh 

in distribution and sales of low-end com-
puters, with Nippon Steel in systems inte-
gration, with Fuji Bank in financial systems 
marketing, with OMRON in CIM, and with 
NTT in value-added networks. IBM is not a 
jack-of-all-trades. It has not made huge 
fixed-cost investments. In the eyes of Japa-
nese customers, however, it has become 
an all-around player. No wonder IBM has 
achieved a major “insider” position in the 
fiercely competitive Japanese market, 
along with handsome sales ($7 billion in 
1988) and profits ($1.2 billion).

Sure, individual partners may not last. 
Every business arrangement has its useful 
life. But maintaining a presence in Japan 
by means of alliances is a permanent en-
deavor, an enduring part of IBM’s strategy. 
And acting as if current arrangements are 
permanent helps them last longer. Just like 
marriage. If you start cheating on day two, 
the whole thing gets shaky fast.

Why does the cheating start? You’re al-
ready pretty far down the slippery slope 
when you say to yourself, “I’ve just signed 
this deal with so-and-so to distribute my 
products. I don’t need to worry about that 
any-more as long as they send me my 
check on time.” You’re not holding up your 
half of the relationship. You’re not working 
at it. More important, you’re not trying to 
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learn from it—or through it. You’re not try-
ing to grow, to get better as a partner. 
You’ve become a check casher, a coupon 
clipper. You start to imagine all sorts of 
grievances. And your eye starts to wander.

One of Japan’s most remarkable success 
stories is 7-Eleven. Its success, however, 
is not due to the efforts of its U.S. owner, 
Southland Corporation, but rather to the 
earnest acquisition of “know-how” by Ito-
Yokado, the Japanese licensee. Faced 
with a take-over threat, Southland manage-
ment collected something on the order of 
$5 billion through asset stripping and junk 
bond issues. The high-interest cost of the 
LBO caused the company to report a $6 
million loss in 1987. Meanwhile, since the 
Japanese had completely absorbed the 
know-how for running 7-Eleven, the only 
thing Southland had left in Japan was its 
7-Eleven brand.

When Southland’s management asked Ito-
Yokado to buy the 7-Eleven brand name 
for half a billion dollars, Ito-Yokado’s coun-
terproposal was to arrange an interest-free 
loan of ¥41 billion to Southland in ex-
change for the annual royalty payment of 
$25 million, with the brand name as collat-
eral. Should something happen to South-
land so that it cannot pay back the debt, it 
will lose the brand and its Japanese affilia-

tion completely. Yes, Southland got as 
much as half a billion dollars out of Japan 
in exchange for mundane know-how, so 
they should be as happy as a Yukon River 
gold miner. On the other hand, the loss of 
business connections in Japan means that 
Southland is permanently out of one of the 
most lucrative retail markets in the world. 
That’s not a marriage. It’s just a one-night 
stand.

Another company, a U.S. media company, 
took 10% of the equity of a good ad 
agency in Japan. When the agency went 
public, the U.S. investor sold off 3% and 
made a lot of money over and above its 
original investment. It still had 7%. Then 
the stock-holders started to complain. At 
Tokyo’s crazy stock market prices, that 7% 
represented about $40 million that was just 
sitting in Japan without earning dividends. 
(The dividend payout ratio of Japanese 
companies is usually very low.) So the 
stockholders pushed management to sell 
off the rest and bring the money back to 
the United States, where they could get at 
least a money-market level of return. No 
growth, of course. No lasting position in 
the booming Japanese market. Just a 
onetime killing.

Much the same logic seems to lie behind 
the sale by several U.S.-based companies 
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of their equity positions in Japanese joint 
ventures. McGraw-Hill (Nikkei-McGraw-
Hill), General Electric (Toshiba), B.F. Good-
rich (Yokohama Rubber), CBS (CBS-Sony), 
and Nabisco (Yamazaki-Nabisco), among 
others, have all realized handsome capital 
gains in this fashion. If they had not given 
up their participation in so lucrative a mar-
ket as Japan, however, the value of their 
holdings would now be many times greater 
still. GE, for example, probably realized 
more than $400 million from its sale of To-
shiba shares during the early 1980s. But 
those same shares would be worth roughly 
$1.6 billion today. Similarly, B.F. Goodrich’s 
investments in Yokohama Rubber would 
now be worth nearly $300 million, com-
pared with an estimated $36 million that it 
realized from selling its shares during the 
late 1970s and early 1980s. Of course, 
such funds have since found other opportu-
nities for profitable investment, but they 
would have to do very well indeed to offset 
the loss of so valuable an asset base in Ja-
pan.

This kind of equity-based mind-set makes 
the eye wander. It sends the message that 
alliances are not a desirable—or effec-
tive—means of coping with the urgent and 
inescapable pressures of globalization or 
of becoming a genuine insider throughout 
the Triad market. It reinforces the short-

term orientation of managers already hard-
pressed by the uncertainties of a new 
global environment.

When a dispute occurs in a transnational 
joint venture, it often has overtones of na-
tionalism, sometimes even racism. Stereo-
types persist. “Americans just can’t under-
stand our market,” complain some frus-
trated partners. “The Germans are too 
rigid,” complain others. “Those mechanical 
Japanese may be smart at home, but they 
sure as hell are dumb around here.” We’ve 
all heard the comments.

It does not take companies with radically 
different nationalities to have a “clash of 
cultures” in a joint venture. Most of the 
cross-border mergers that took place in 
Europe during the 1970s have resulted in 
divorce or in a takeover by one of the two 
partners. In Japan, mergers between Japa-
nese companies—Dai-Ichi Kangyo Bank 
and Taiyo Kobe Bank, for example—have 
journalists gossiping about personal con-
flicts at the top between, say, ex-Kangyo 
and ex-Dai-Ichi factions lingering on for 
ten years and more.

Good combinations—Ciba-Geigy and Nip-
pon Steel (a combination of Yawata and 
Fuji), for example—are the exception, not 
the rule. Two corporate cultures rarely 
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mesh well or smoothly. In the academic 
world, there is a discipline devoted to the 
study of interpersonel relationships. To my 
knowledge, however, there is not even one 
scholar who specializes in the study of in-
tercompany relationships. This is a serious 
omission, given the importance of joint ven-
tures and alliances in today’s competitive 
global environment. We need to know 
much more than we do about what makes 
effective corporate relationships work.

Having been involved with many multicom-
pany situations, I do not underestimate 
this task. Still, we must recognize and ac-
cept the inescapable subtleties and difficul-
ties of intercompany relationships. That is 
the essential starting point. Then we must 
focus not on contractual or equity-related 
issues but on the quality of the people at 
the interface between organizations. Fi-
nally, we must understand that success re-
quires frequent, rapport-building meetings 
at at least three organizational levels: top 
management, staff, and line management 
at the working level.

This is hard, motivation-testing work. No 
matter what they say, however, many com-
panies don’t really care about extending 
their global reach. All they want is a har-
vesting of the global market. They are not 
interested in the hard work of serving cus-

tomers around the world. They are inter-
ested in next quarter’s ROI. They are not 
concerned with getting back to strategy or 
delivering long-term value or forging en-
tente. They want a quickie. They want to 
feel good today and not have to work too 
hard tomorrow. They are not serious about 
going global or about the painstaking work 
of building and maintaining the alliances a 
global market demands.

Yet the relentless challenges of globaliza-
tion will not go away. And properly man-
aged alliances are among the best mecha-
nisms that companies have found to bring 
strategy to bear on these challenges. In to-
day’s uncertain world, it is best not to go it 
alone.
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Competitor Collaboration

Collaborate with Your Competitors, and Win!

by Gary Hamel, Yves Doz and C.K. Prahalad

Collaboration between competitors is in fashion. General Motors and Toyota assemble 
automobiles, Siemens and Philips develop semiconductors, Canon supplies photocopiers 
to Kodak, France’s Thomson and Japan’s JVC manufacture videocassette recorders. But 
the spread of what we call “competitive collaboration”—joint ventures, outsourcing agree-
ments, product licensings, cooperative research—has triggered unease about the long-
term consequences. A strategic alliance can strengthen both companies against outsiders 
even as it weakens one partner vis-à-vis the other. In particular, alliances between Asian 
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companies and Western rivals seem to work against the West-
ern partner. Cooperation becomes a low-cost route for new 
competitors to gain technology and market access.1

Yet the case for collaboration is stronger than ever. It takes so 
much money to develop new products and to penetrate new 
markets that few companies can go it alone in every situation. 
ICL, the British computer company, could not have developed 
its current generation of mainframes without Fujitsu. Motorola 
needs Toshiba’s distribution capacity to break into the Japa-
nese semiconductor market. Time is another critical factor. Alli-
ances can provide shortcuts for Western companies racing to 
improve their production efficiency and quality control.

We have spent more than five years studying the inner work-
ings of 15 strategic alliances and monitoring scores of others. 
Our research (see the insert “About Our Research”) involves 
cooperative ventures between competitors from the United 
States and Japan, Europe and Japan, and the United States 
and Europe. We did not judge the success or failure of each 
partnership by its longevity—a common mistake when evaluat-
ing strategic alliances—but by the shifts in competitive 
strength on each side. We focused on how companies use 
competitive collaboration to enhance their internal skills and 
technologies while they guard against transferring competitive 
advantages to ambitious partners.

There is no immutable law that strategic alliances must be a 
windfall for Japanese or Korean partners. Many Western com-
panies do give away more than they gain—but that’s because 
they enter partnerships without knowing what it takes to win. 
Companies that benefit most from competitive collaboration 
adhere to a set of simple but powerful principles.

Work with your 

competitors when the 

interest of the 

community and planet 

are at stake. 
 
- Simon Mainwaring
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Collaboration is competition in a different 
form.

Successful companies never forget that 
their new partners may be out to disarm 
them. They enter alliances with clear strate-
gic objectives, and they also understand 
how their partners’ objectives will affect 
their success.

Harmony is not the most important measure 
of success.

Indeed, occasional conflict may be the 
best evidence of mutually beneficial col-
laboration. Few alliances remain win-win 
undertakings forever. A partner may be 
content even as it unknowingly surrenders 
core skills.

Cooperation has limits. Companies must de-
fend against competitive compromise.

A strategic alliance is a constantly evolving 
bargain whose real terms go beyond the 
legal agreement or the aims of top manage-
ment. What information gets traded is de-
termined day to day, often by engineers 
and operating managers. Successful com-
panies inform employees at all levels about 
what skills and technologies are off-limits 
to the partner and monitor what the part-
ner requests and receives.

Learning from partners is paramount.

Successful companies view each alliance 
as a window on their partners’ broad capa-
bilities. They use the alliance to build skills 
in areas outside the formal agreement and 
systematically diffuse new knowledge 
throughout their organizations.

Why Collaborate?

Using an alliance with a competitor to ac-
quire new technologies or skills is not devi-
ous. It reflects the commitment and capac-
ity of each partner to absorb the skills of 
the other. We found that in every case in 
which a Japanese company emerged from 
an alliance stronger than its Western part-
ner, the Japanese company had made a 
greater effort to learn.

Strategic intent is an essential ingredient in 
the commitment to learning. The willing-
ness of Asian companies to enter alliances 
represents a change in competitive tactics, 
not competitive goals. NEC, for example, 
has used a series of collaborative ventures 
to enhance its technology and product 
competences. NEC is the only company in 
the world with a leading position in tele-
communications, computers, and semicon-
ductors—despite its investing less in R&D 

53



(as a percentage of revenues) than com-
petitors like Texas Instruments, Northern 
Telecom, and L.M. Ericsson. Its string of 
partnerships, most notably with Honey-
well, allowed NEC to leverage its in-house 
R&D over the last two decades.

Western companies, on the other hand, of-
ten enter alliances to avoid investments. 
They are more interested in reducing the 
costs and risks of entering new businesses 
or markets than in acquiring new skills. A 
senior U.S. manager offered this analysis 
of his company’s venture with a Japanese 
rival: “We complement each other well—
our distribution capability and their manu-
facturing skill. I see no reason to invest up-
stream if we can find a secure source of 
product. This is a comfortable relationship 
for us.”

An executive from this company’s Japa-
nese partner offered a different perspec-
tive: “When it is necessary to collaborate, I 
go to my employees and say, ‘This is bad, 
I wish we had these skills ourselves. Col-
laboration is second best. But I will feel 
worse if after four years we do not know 
how to do what our partner knows how to 
do.’ We must digest their skills.” more

The problem here is not that the U.S. com-
pany wants to share investment risk (its 

Japanese partner does too) but that the 
U.S. company has no ambition beyond 
avoidance. When the commitment to learn-
ing is so one-sided, collaboration invaria-
bly leads to competitive compromise.

Many so-called alliances between Western 
companies and their Asian rivals are little 
more than sophisticated outsourcing ar-
rangements (see the insert “Competition 
for Competence”). General Motors buys 
cars and components from Korea’s Dae-
woo. Siemens buys computers from Fu-
jitsu. Apple buys laser printer engines from 
Canon. The traffic is almost entirely one 
way. These OEM deals offer Asian partners 
a way to capture investment initiative from 
Western competitors and displace 
customer-competitors from value-creating 
activities. In many cases this goal meshes 
with that of the Western partner: to regain 
competitiveness quickly and with minimum 
effort.

Consider the joint venture between Rover, 
the British automaker, and Honda. Some 
25 years ago, Rover’s forerunners were 
world leaders in small car design. Honda 
had not even entered the automobile busi-
ness. But in the mid-1970s, after failing to 
penetrate foreign markets, Rover turned to 
Honda for technology and product-
development support. Rover has used the 
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alliance to avoid investments to design 
and build new cars. Honda has cultivated 
skills in European styling and marketing as 
well as multinational manufacturing. There 
is little doubt which company will emerge 
stronger over the long term.

Troubled laggards like Rover often strike 
alliances with surging latecomers like 
Honda. Having fallen behind in a key skills 
area (in this case, manufacturing small 
cars), the laggard attempts to compensate 
for past failures. The latecomer uses the al-
liance to close a specific skills gap (in this 
case, learning to build cars for a regional 
market). But a laggard that forges a part-
nership for short-term gain may find itself 
in a dependency spiral: as it contributes 
fewer and fewer distinctive skills, it must 
reveal more and more of its internal opera-
tions to keep the partner interested. For 
the weaker company, the issue shifts from 
“Should we collaborate?” to “With whom 
should we collaborate?” to “How do we 
keep our partner interested as we lose the 
advantages that made us attractive to 
them in the first place?”

There’s a certain paradox here. When both 
partners are equally intent on internalizing 
the other’s skills, distrust and conflict may 
spoil the alliance and threaten its very sur-
vival. That’s one reason joint ventures be-

tween Korean and Japanese companies 
have been few and tempestuous. Neither 
side wants to “open the kimono.” Alliances 
seem to run most smoothly when one part-
ner is intent on learning and the other is in-
tent on avoidance—in essence, when one 
partner is willing to grow dependent on the 
other. But running smoothly is not the 
point; the point is for a company to 
emerge from an alliance more competitive 
than when it entered it.

One partner does not always have to give 
up more than it gains to ensure the survival 
of an alliance. There are certain conditions 
under which mutual gain is possible, at 
least for a time:

The partners’ strategic goals converge while 
their competitive goals diverge.

That is, each partner allows for the other’s 
continued prosperity in the shared busi-
ness. Philips and Du Pont collaborate to 
develop and manufacture compact discs, 
but neither side invades the other’s mar-
ket. There is a clear upstream/downstream 
division of effort.

The size and market power of both part-
ners is modest compared with industry 
leaders.
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This forces each side to accept that mu-
tual dependence may have to continue for 
many years. Long-term collaboration may 
be so critical to both partners that neither 
will risk antagonizing the other by an 
overtly competitive bid to appropriate skills 
or competences. Fujitsu’s 1 to 5 size disad-
vantage with IBM means it will be a long 
time, if ever, before Fujitsu can break away 
from its foreign partners and go it alone.

Each partner believes it can learn from the 
other and at the same time limit access to 
proprietary skills.

JVC and Thomson, both of whom make 
VCRs, know that they are trading skills. 
But the two companies are looking for very 
different things. Thomson needs product 
technology and manufacturing prowess; 
JVC needs to learn how to succeed in the 
fragmented European market. Both sides 
believe there is an equitable chance for 
gain.

How to Build Secure Defenses

For collaboration to succeed, each partner 
must contribute something distinctive: ba-
sic research, product development skills, 
manufacturing capacity, access to distribu-
tion. The challenge is to share enough 

skills to create advantage vis-à-vis compa-
nies outside the alliance while preventing a 
wholesale transfer of core skills to the part-
ner. This is a very thin line to walk. Compa-
nies must carefully select what skills and 
technologies they pass to their partners. 
They must develop safeguards against un-
intended, informal transfers of information. 
The goal is to limit the transparency of 
their operations.

The type of skill a company contributes is 
an important factor in how easily its part-
ner can internalize the skills. The potential 
for transfer is greatest when a partner’s 
contribution is easily transported (in engi-
neering drawings, on computer tapes, or in 
the heads of a few technical experts); eas-
ily interpreted (it can be reduced to com-
monly understood equations or symbols); 
and easily absorbed (the skill or compe-
tence is independent of any particular cul-
tural context)

Western companies face an inherent disad-
vantage because their skills are generally 
more vulnerable to transfer. The magnet 
that attracts so many companies to alli-
ances with Asian competitors is their manu-
facturing excellence—a competence that 
is less transferable than most. Just-in-time 
inventory systems and quality circles can 
be imitated, but this is like pulling a few 
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threads out of an oriental carpet. Manufac-
turing excellence is a complex web of em-
ployee training, integration with suppliers, 
statistical process controls, employee in-
volvement, value engineering, and design 
for manufacture. It is difficult to extract 
such a subtle competence in any way but 
a piecemeal fashion.

There is an important distinction between 
technology and competence. A discrete, 
stand-alone technology (for example, the 
design of a semiconductor chip) is more 
easily transferred than a process compe-
tence, which is entwined in the social fab-
ric of a company. Asian companies often 
learn more from their Western partners 
than vice versa because they contribute 
difficult-to-unravel strengths, while West-
ern partners contribute easy-to-imitate 
technology.

So companies must take steps to limit 
transparency. One approach is to limit the 
scope of the formal agreement. It might 
cover a single technology rather than an 
entire range of technologies; part of a prod-
uct line rather than the entire line; distribu-
tion in a limited number of markets or for a 
limited period of time. The objective is to 
circumscribe a partner’s opportunities to 
learn.

Moreover, agreements should establish 
specific performance requirements. Mo-
torola, for example, takes an incremental, 
incentive-based approach to technology 
transfer in its venture with Toshiba. The 
agreement calls for Motorola to release its 
microprocessor technology incrementally 
as Toshiba delivers on its promise to in-
crease Motorola’s penetration in the Japa-
nese semiconductor market. The greater 
Motorola’s market share, the greater To-
shiba’s access to Motorola’s technology.

Many of the skills that migrate between 
companies are not covered in the formal 
terms of collaboration. Top management 
puts together strategic alliances and sets 
the legal parameters for exchange. But 
what actually gets traded is determined by 
day-to-day interactions of engineers, mar-
keters, and product developers: who says 
what to whom, who gets access to what 
facilities, who sits on what joint commit-
tees. The most important deals (“I’ll share 
this with you if you share that with me”) 
may be struck four or five organizational 
levels below where the deal was signed. 
Here lurks the greatest risk of unintended 
transfers of important skills.

Consider one technology-sharing alliance 
between European and Japanese competi-
tors. The European company valued the 
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partnership as a way to acquire a specific 
technology. The Japanese company con-
sidered it a window on its partner’s entire 
range of competences and interacted with 
a broad spectrum of its partner’s market-
ing and product-development staff. The 
company mined each contact for as much 
information as possible.

For example, every time the European com-
pany requested a new feature on a prod-
uct being sourced from its partner, the 
Japanese company asked for detailed cus-
tomer and competitor analyses to justify 
the request. Over time, it developed a so-
phisticated picture of the European market 
that would assist its own entry strategy. 
The technology acquired by the European 
partner through the formal agreement had 
a useful life of three to five years. The com-
petitive insights acquired informally by the 
Japanese company will probably endure 
longer.

Limiting unintended transfers at the operat-
ing level requires careful attention to the 
role of gatekeepers, the people who con-
trol what information flows to a partner. A 
gatekeeper can be effective only if there 
are a limited number of gateways through 
which a partner can access people and fa-
cilities. Fujitsu’s many partners all go 
through a single office, the “collaboration 

section,” to request information and assis-
tance from different divisions. This way the 
company can monitor and control access 
to critical skills and technologies.

We studied one partnership between Euro-
pean and U.S. competitors that involved 
several divisions of each company. While 
the U.S. company could only access its 
partner through a single gateway, its part-
ner had unfettered access to all participat-
ing divisions. The European company took 
advantage of its free rein. If one division re-
fused to provide certain information, the 
European partner made the same request 
of another division. No single manager in 
the U.S. company could tell how much in-
formation had been transferred or was in a 
position to piece together patterns in the 
requests.

Collegiality is a prerequisite for collabora-
tive success. But too much collegiality 
should set off warning bells to senior man-
agers. CEOs or division presidents should 
expect occasional complaints from their 
counterparts about the reluctance of lower 
level employees to share information. 
That’s a sign that the gatekeepers are do-
ing their jobs. And senior management 
should regularly debrief operating person-
nel to find out what information the partner 
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is requesting and what requests are being 
granted.

Limiting unintended transfers ultimately de-
pends on employee loyalty and self-
discipline. This was a real issue for many 
of the Western companies we studied. In 
their excitement and pride over technical 
achievements, engineering staffs some-
times shared information that top manage-
ment considered sensitive. Japanese engi-
neers were less likely to share proprietary 
information.

There are a host of cultural and profes-
sional reasons for the relative openness of 
Western technicians. Japanese engineers 
and scientists are more loyal to their com-
pany than to their profession. They are less 
steeped in the open give-and-take of uni-
versity research since they receive much of 
their training from employers. They con-
sider themselves team members more 
than individual scientific contributors. As 
one Japanese manager noted, “We don’t 
feel any need to reveal what we know. It is 
not an issue of pride for us. We’re glad to 
sit and listen. If we’re patient we usually 
learn what we want to know.”

Controlling unintended transfers may re-
quire restricting access to facilities as well 
as to people. Companies should declare 

sensitive laboratories and factories off-
limits to their partners. Better yet, they 
might house the collaborative venture in an 
entirely new facility. IBM is building a spe-
cial site in Japan where Fujitsu can review 
its forthcoming mainframe software before 
deciding whether to license it. IBM will be 
able to control exactly what Fujitsu sees 
and what information leaves the facility.

Finally, which country serves as “home” to 
the alliance affects transparency. If the col-
laborative team is located near one part-
ner’s major facilities, the other partner will 
have more opportunities to learn—but less 
control over what information gets traded. 
When the partner houses, feeds, and looks 
after engineers and operating managers, 
there is a danger they will “go native.” Ex-
patriate personnel need frequent visits 
from headquarters as well as regular fur-
loughs home.

Enhance the Capacity to Learn

Whether collaboration leads to competitive 
surrender or revitalization depends fore-
most on what employees believe the pur-
pose of the alliance to be. It is self-evident: 
to learn, one must want to learn. Western 
companies won’t realize the full benefits of 
competitive collaboration until they over-
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come an arrogance borne of decades of 
leadership. In short, Western companies 
must be more receptive.

We asked a senior executive in a Japanese 
electronics company about the perception 
that Japanese companies learn more from 
their foreign partners than vice versa. “Our 
Western partners approach us with the atti-
tude of teachers,” he told us. “We are quite 
happy with this, because we have the atti-
tude of students.”

Learning begins at the top. Senior manage-
ment must be committed to enhancing 
their companies’ skills as well as to avoid-
ing financial risk. But most learning takes 
place at the lower levels of an alliance. Op-
erating employees not only represent the 
front lines in an effective defense but also 
play a vital role in acquiring knowledge. 
They must be well briefed on the partner’s 
strengths and weaknesses and understand 
how acquiring particular skills will bolster 
their company’s competitive position.

This is already standard practice among 
Asian companies. We accompanied a 
Japanese development engineer on a tour 
through a partner’s factory. This engineer 
dutifully took notes on plant layout, the 
number of production stages, the rate at 
which the line was running, and the num-

ber of employees. He recorded all this de-
spite the fact that he had no manufactur-
ing responsibility in his own company, and 
that the alliance didn’t encompass joint 
manufacturing. Such dedication greatly en-
hances learning.

Collaboration doesn’t always provide an 
opportunity to fully internalize a partner’s 
skills. Yet just acquiring new and more pre-
cise benchmarks of a partner’s perform-
ance can be of great value. A new bench-
mark can provoke a thorough review of in-
ternal performance levels and may spur a 
round of competitive innovation. Asking 
questions like, “Why do their semiconduc-
tor logic designs have fewer errors than 
ours?” and “Why are they investing in this 
technology and we’re not?” may provide 
the incentive for a vigorous catch-up pro-
gram.

Competitive benchmarking is a tradition in 
most of the Japanese companies we stud-
ied. It requires many of the same skills as-
sociated with competitor analysis: system-
atically calibrating performance against ex-
ternal targets; learning to use rough esti-
mates to determine where a competitor (or 
partner) is better, faster, or cheaper; trans-
lating those estimates into new internal tar-
gets; and recalibrating to establish the rate 
of improvement in a competitor’s perform-
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ance. The great advantage of competitive 
collaboration is that proximity makes 
benchmarking easier.

Indeed, some analysts argue that one of 
Toyota’s motivations in collaborating with 
GM in the much-publicized NUMMI ven-
ture is to gauge the quality of GM’s manu-
facturing technology. GM’s top manufactur-
ing people get a close look at Toyota, but 
the reverse is true as well. Toyota may be 
learning whether its giant U.S. competitor 
is capable of closing the productivity gap 
with Japan.

Competitive collaboration also provides a 
way of getting close enough to rivals to 
predict how they will behave when the alli-
ance unravels or runs its course. How 
does the partner respond to price 
changes? How does it measure and re-
ward executives? How does it prepare to 
launch a new product? By revealing a com-
petitor’s management orthodoxies, collabo-
ration can increase the chances of suc-
cess in future head-to-head battles.

Knowledge acquired from a competitor-
partner is only valuable after it is diffused 
through the organization. Several compa-
nies we studied had established internal 
clearinghouses to collect and disseminate 
information. The collaborations manager at 

one Japanese company regularly made 
the rounds of all employees involved in alli-
ances. He identified what information had 
been collected by whom and then passed 
it on to appropriate departments. Another 
company held regular meetings where em-
ployees shared new knowledge and deter-
mined who was best positioned to acquire 
additional information.

Proceed with Care—But Proceed

After World War II, Japanese and Korean 
companies entered alliances with Western 
rivals from weak positions. But they 
worked steadfastly toward independence. 
In the early 1960s, NEC’s computer busi-
ness was one-quarter the size of Honey-
well’s, its primary foreign partner. It took 
only two decades for NEC to grow larger 
than Honeywell, which eventually sold its 
computer operations to an alliance be-
tween NEC and Group Bull of France. The 
NEC experience demonstrates that de-
pendence on a foreign partner doesn’t 
automatically condemn a company to 
also-ran status. Collaboration may some-
times be unavoidable; surrender is not.

Managers are too often obsessed with the 
ownership structure of an alliance. 
Whether a company controls 51% or 49% 
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of a joint venture may be much less important than the rate at 
which each partner learns from the other. Companies that are 
confident of their ability to learn may even prefer some ambi-
guity in the alliance’s legal structure. Ambiguity creates more 
potential to acquire skills and technologies. The challenge for 
Western companies is not to write tighter legal agreements 
but to become better learners.

Running away from collaboration is no answer. Even the larg-
est Western companies can no longer outspend their global 
rivals. With leadership in many industries shifting toward the 
East, companies in the United States and Europe must be-
come good borrowers—much like Asian companies did in the 
1960s and 1970s. Competitive renewal depends on building 
new process capabilities and winning new product and tech-
nology battles. Collaboration can be a low-cost strategy for 
doing both.

Work with those who 

share in your dreams, 

or you’ll waste your 

time working with 

those who don’t. 
 
- Terry Mark
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Competition for Competence

In the article “Do You Really Have a Global 
Strategy?” (HBR July–August 1985), Gary 
Hamel and C.K. Prahalad examined one di-
mension of the global competitive battle: 
the race for brand dominance. This is the 
battle for control of distribution channels 
and global “share of mind.” Another global 
battle has been much less visible and has 
received much less management attention. 
This is the battle for control over key 
technology-based competences that fuel 
new business development.

Honda has built a number of businesses, 
including marine engines, lawn mowers, 
generators, motorcycles, and cars, around 
its engine and power train competence. 
Casio draws on its expertise in semicon-
ductors and digital display in producing cal-
culators, small-screen televisions, musical 
instruments, and watches. Canon relies on 
its imaging and microprocessor compe-
tences in its camera, copier, and laser 
printer businesses.

In the short run, the quality and perform-
ance of a company’s products determine 
its competitiveness. Over the longer term, 
however, what counts is the ability to build 
and enhance core competences—distinc-
tive skills that spawn new generations of 

products. This is where many managers 
and commentators fear Western compa-
nies are losing. Our research helps explain 
why some companies may be more likely 
than others to surrender core skills.

Alliance or Outsourcing?

Enticing Western companies into out-
sourcing agreements provides several 
benefits to ambitious OEM partners. Serv-
ing as a manufacturing base for a Western 
partner is a quick route to increased manu-
facturing share without the risk or expense 
of building brand share. The Western part-
ners’ distribution capability allows Asian 
suppliers to focus all their resources on 
building absolute product advantage. Then 
OEMs can enter markets on their own and 
convert manufacturing share into brand 
share.

Serving as a sourcing platform yields more 
than just volume and process improve-
ments. It also generates low-cost, low-risk 
market learning. The downstream (usually 
Western) partner typically provides informa-
tion on how to tailor products to local mar-
kets. So every product design transferred 
to an OEM partner is also a research re-
port on customer preferences and market 
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needs. The OEM partner can use these insights to read the 
market accurately when it enters on its own.

A Ratchet Effect 

Our research suggests that once a significant sourcing relation-
ship has been established, the buyer becomes less willing and 
able to reemerge as a manufacturing competitor. Japanese 
and Korean companies are, with few exceptions, exemplary 
suppliers. If anything, the “soft option” of outsourcing be-
comes even softer as OEM suppliers routinely exceed delivery 
and quality expectations.

Outsourcing often begins a ratchet-like process. Relinquishing 
manufacturing control and paring back plant investment leads 
to sacrifices in product design, process technology, and, even-
tually, R&D budgets. Consequently, the OEM partner captures 
product-development as well as manufacturing initiative. Ambi-
tious OEM partners are not content with the old formula of 
“You design it and we’ll make it.” The new reality is, “You de-
sign it, we’ll learn from your designs, make them more manu-
facturable, and launch our products alongside yours.”

Reversing the Verdict

This outcome is not inevitable. Western companies can retain 
control over their core competences by keeping a few simple 
principles in mind.

A competitive product is not the same thing as a competitive 
organization. While an Asian OEM partner may provide the for-

The new reality is... 
“You design it, we’ll 

learn from your 

designs, make them 

more manufacturable, 

and launch our 

products alongside 

yours.”
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mer, it seldom provides the latter. In essence, outsourcing is a 
way of renting someone else’s competitiveness rather than de-
veloping a long-term solution to competitive decline.

Rethink the make-or-buy decision. Companies often treat com-
ponent manufacturing operations as cost centers and transfer 
their output to assembly units at an arbitrarily set price. This 
transfer price is an accounting fiction, and it is unlikely to yield 
as high a return as marketing or distribution investments, 
which require less research money and capital. But compa-
nies seldom consider the competitive consequences of surren-
dering control over a key value-creating activity.

Watch out for deepening dependence. Surrender results from a 
series of outsourcing decisions that individually make eco-
nomic sense but collectively amount to a phased exit from the 
business. Different managers make outsourcing decisions at 
different times, unaware of the cumulative impact.

Replenish core competences. Western companies must out-
source some activities; the economics are just too compelling. 
The real issue is whether a company is adding to its stock of 
technologies and competences as rapidly as it is surrendering 
them. The question of whether to outsource should always 
provoke a second question: Where can we outpace our part-
ner and other rivals in building new sources of competitive ad-
vantage.

Different managers 

make outsourcing 

decisions at different 

times, unaware of the 

cumulative impact.
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Japan is facing a serious labor shortage, a problem that can be 
traced back to an aging population and a prevailing fear that 
immigrants will dilute the country’s pure gene pool. In order to 
keep the world’s third-largest economy afloat, the Japanese 
government offers an internship program that attracts foreign 
workers from China, Vietnam, and the Philippines. The pro-
gram, which allows workers to stay for three years, is adver-
tised as providing laborers with transferrable new skills for 
when they return home.

VICE News recently traveled to Japan to investigate the intern-
ship program. We found that many interns are underpaid, sad-
dled with insurmountable debt, and forced into a form of inden-
tured servitude. Many are illegally placed as oyster shuckers, 
construction workers, and other unskilled positions. And, de-
spite international condemnation, Japan plans to use thou-
sands of new foreign interns to build the infrastructure for the 
2020 Olympics in Tokyo.

Movie 1.3  The Worst Internship Ever: Labor Pains



Art of Evangelism

The Art of Evangelism

by Guy Kawasaki

“Evangelism” became a business buzzword during the internet boom of the late 1990s. In 
fact, as Apple’s second software evangelist, I helped popularize the term. The idea is sim-
ple: Derived from a Greek word that means, roughly, “to proclaim good news,” evangelism 
is explaining to the world how your product or service can improve people’s lives.

My job at Apple was to proclaim the good news that Macintosh would make everyone 
more creative and productive. I wasn’t just marketing a computer; I believed in it so much 
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that I wanted others to experience it too. 
Now, as the chief evangelist of Canva, my 
job is to share a platform that democra-
tizes design. Evangelists truly have the 
best interests of others at heart.

Many businesses have embraced the idea 
that customers are potential evangelists; 
the most ardent of them will spread the 
word about your company’s products or 
services without pay. But it’s important to 
remember that managers—even those out-
side the marketing department—can be 
evangelists too. In my decades of working 
in the technology sector and serving as a 
consultant in other industries, I’ve learned 
that executives in any function can adopt 
the practice, with great benefit to their 
companies and their careers.

If you’re a leader, you should evangelize 
for your organization and what it has to of-
fer, and you should feel comfortable playing 
this role both internally—in break rooms, 
over e-mail, through collaborative plat-
forms—and externally, at industry confer-
ences and via LinkedIn, Facebook, and 
Twitter. In the social age, evangelism is eve-
ryone’s job.

It’s easy if you’ve aligned yourself with a 
company that builds or sells products or 
services that tick all your boxes. In my 

world this means they are deep (anticipat-
ing all the features users will need), intelli-
gent (providing new and clever ways to 
ease pain or increase enjoyment), com-
plete (including adequate support), empow-
ering (allowing people to help themselves), 
and elegant (blending function and form).

When you become an effective evangelist, 
you set an example for other employees.

But even if you’re not selling Macs, Breit-
lings, Teslas, or Virgin America air travel, 
your company probably offers something 
valuable and differentiated and therefore 
worth evangelizing about. It might not be 
goods or services. It could be your corpo-
rate values, your cutting-edge accounting 
practices, or your flexible work-at-home 
policies.

When you become an effective evangelist, 
you don’t just promote your organiza-
tion—you set an example for other employ-
ees. You show that you are a passionate, 
engaged team member. You inspire your 
colleagues. And you demonstrate your 
leadership ability. Look around your office 
and you ’ l l see evange l i s ts every-
where—the EVP who regularly contributes 
to conference panels; the teammate who 
tweets about industry research; the execu-
tive assistant who puts photos of new 
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products in her Pinterest feed. They are 
the kinds of leaders companies want in 
their ranks today. So you should develop 
the skills you need to join the club. In my 
experience, there are three ways to effec-
tively evangelize: old-fashioned schmooz-
ing, public speaking, and social media.

Schmoozing

It’s much easier to evangelize to people 
you already know or people who already 
know you. The process of building such so-
cial connections is what we call schmooz-
ing. If you’re hesitant about this, because 
you’re shy or you consider it offensive or 
manipulative, you need to change your 
mind. In his book The Frog and Prince: Se-
crets of Positive Networking to Change 
Your Life, Darcy Rezac defines networking 
as “discovering what you can do for some-
one else.” This generous attitude is the key 
to building the extensive, long-lasting, and 
trusting relationships that will make people 
believe what you have to say about your 
organization. 

Building on that foundation, here’s how 
you can get more people to know you:

Get out.

Schmoozing is a contact sport. You can’t 
do it from your cubicle, so force yourself to 
walk around the office; visit different floors 
and corporate locations; attend trade 
shows, conventions, seminars, confer-
ences, and cocktail receptions.

Ask questions.

Good schmoozers don’t dominate the con-
versation. They initiate it and then shut up 
and listen.

Unveil your passions.

If you can talk only about your job, you’re 
a boring person. Successful schmoozers 
are passionate about multiple and diverse 
interests. A benefit of those passions is 
that they provide additional ways to con-
nect with people. I’ve made many busi-
ness connections through hockey, and I’ve 
made many hockey connections through 
business.

Follow up.

Send an e-mail or call within 24 hours of 
meeting someone. Few people ever follow 
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up, so the ones who do distinguish them-
selves as worth knowing.

E-mail effectively.

E-mail is a key tool. Make sure to optimize 
your subject lines (ones that work on me 
are “Enjoyed your book” and “Referred by 
[someone I know]”), keep your messages 
short and simple, resend unanswered e-
mails as a nudge, and always respond 
within 48 hours.

Make it easy to get in touch.

Many people who want to be great 
schmoozers fail because they don’t print 
their cell numbers on their business cards 
or include contact information in the signa-
ture area of their e-mails. Don’t create hur-
dles to connection.

Do favors.

I believe there’s a karmic scoreboard that 
tracks what you do for people. If you want 
to be a world-class schmoozer, ensure 
that your number on that scoreboard is 
high.

Public Speaking

When I started working at Apple, in 1983, I 
was afraid of public speaking. Who would 
want to follow Steve Jobs? But if you 
mean to succeed as an evangelist, you 
need to master this skill. Speech making is 
an important part of evangelism because it 
pushes you to develop a coherent mes-
sage and to spread it to large crowds. It 
took me 20 years to get comfortable on-
stage. Here’s how I learned to not only sur-
vive but get standing ovations:

Deliver quality content.

It’s much easier to give a great speech if 
you have something to communicate. If 
you don’t have anything to say, decline the 
opportunity. If you don’t want to decline, 
do some research and find something inter-
esting to say. That is 80% of the battle.

Omit the sales pitch.

Don’t spend your time promoting yourself 
and your organization or denigrating the 
competition. The worst speech you can 
give is one that people can interpret as a 
sales pitch.

Customize.

Tailor the first three to five minutes of every 
speech you make to the audience you’re 
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addressing that day. This will demonstrate 
that you’ve done your homework and have 
made an effort to provide a valuable and 
special experience. Try to find a personal 
link to the audience. For example, when I 
spoke for SC Johnson to its employees, I 
showed them pictures of its household 
cleaners in my cabinets.

If your speech is dull, no amount of infor-
mation will make it great.

Focus on entertaining.

Many speech coaches will disagree with 
this, but they probably don’t speak 50 
times a year, as I do. My theory is that the 
goal of a speech is to entertain. If people 
are entertained, you can slip in a few nug-
gets of information. But if your speech is 
dull, no amount of information will make it 
great.

Tell stories.

The best way to relax when giving a 
speech is to tell stories—about your youth, 
your kids, your customers, things you’ve 
read. When you tell a story, you lose your-
self in the storytelling. You’re not “making 
a speech” anymore. Good speakers are 
good storytellers; great speakers tell sto-
ries that support their message.

Circulate in the audience beforehand.

Heighten interest in your success by meet-
ing your listeners before the speech. Talk 
to them. Let them make contact with 
you—especially people in the first few 
rows. Then, when you’re onstage, you’ll 
see their friendly faces and your confi-
dence will soar.

Control what you can.

If you have a choice, speak at the begin-
ning of an event and ask for a small room. 
A just-seated audience is more apt to lis-
ten to you, laugh at your jokes, and follow 
along with your stories, and a packed 
room is a more emotional one. It is better 
to have 200 people in a 200-seat room 
than 500 people in a 1,000-seat room.

Practice and speak all the time.

You need to give a speech at least 20 
times in order to get good at it.
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Social Media

When I was evangelizing for Macintosh, 
the most powerful marketing tools were 
phones, faxes, and airplanes. Leverage 
was gathering a few hundred people in a 
hotel ballroom. Today Google+, Facebook, 
Instagram, LinkedIn, Pinterest, and Twitter 
make evangelism fast, free, and ubiqui-
tous, and anyone interested in practicing it 
should take advantage. While schmoozing 
may give you access to several hundred 
people a year, and speaking engagements 
may put you in front of the same number 
at a few events, social media can extend 
your reach by thousands of people in a 
matter of weeks. 

Here’s how to achieve this goal:

Offer value.

The basic rule for social media success is 
simple: Share good stuff, whether you are 
creating the content or curating it. “Good 
stuff” comes in four forms:

• Information. What happened? Example: 
The U.S. Department of Defense says 
that it’s open to reviewing the role of 
transgender people in the military.

• Analysis. What does it mean? Example: 
Mother Jones explains why the Uru-

guayan soccer star Luis Suárez’s biting 
incident during the World Cup was a big 
hygienic deal.

• Assistance. How can I do that? Example: 
CNET outlines how texting to 911 works.

• Entertainment. What the hell? Example: 
Every year two churches in Vrontados, 
Greece, stage a mock rocket war to cele-
brate Easter.

Be interesting.

Many people mistakenly assume that their 
followers want to read about a narrow 
band of subjects. Should I share only sto-
ries about entrepreneurship, innovation, 
and technology? Should a Motorola execu-
tive share only stories about Motorola? To 
do so would be boring, which doesn’t 
work on social media. You should think 
more broadly.

Take chances.

Social media favor the bold, so don’t hesi-
tate to express your feelings and agenda. 
Take strong stands on issues that affect 
you, your organization, and your custom-
ers. For example, if you think that more 
women should be chief executives, share 
an article that supports your perspective. 
An American technology executive might 
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be bold about issues such as work visas 
for foreign citizens.

Keep it brief.

People make snap judgments and move 
along if you don’t capture their interest 
quickly. My experience is that the sweet 
spot for posts of curated content is two or 
three sentences on Google+ and Face-
book and 100 characters on Twitter. The 
sweet spot for created content is 500 to 
1,000 words.

Be a mensch.

A mensch is a kind and honorable person 
who does the right thing the right way. 
Share other people’s posts, make positive 
and intelligent comments, and suggest re-
sources and solutions. Especially when 
you’re curating, every post should contain 
a link, which sends traffic to the source as 
an act of gratitude, enables readers to 
learn more, and increases your visibility 
and popularity with bloggers and websites.

Add drama.

Every post should contain “eye candy” in 
the form of a photo, a graphic, or a video. 
If you have more than four paragraphs, try 
to use a bulleted or numbered list. I tune 
out when I see paragraph after paragraph 

of text. If I want to read a novel, I’ll buy an 
e-book.

Tempt with headlines.

I find posts titled “How to…,” “Top 10 …,” 
or “The Ultimate…” irresistible. These 
words say to me, This is going to be practi-
cal and useful.

Use hashtags.

Hashtags connect posts from people all 
over the world and add structure to an oth-
erwise unstructured ecosystem. When you 
add a hashtag to a post, you are telling 
people the post is relevant to a shared 
topic. For example, #socialmediatips on 
Google+ connects posts about social me-
dia.

Stay active.

By “active” I mean three to 20 different 
(that is, not repeated) posts a day. That’s a 
guideline. As long as your posts are good, 
you can share more than that. But if you 
share one or two crappy posts a day, 
that’s too many. Automation tools, such as 
Buffer, Do Share, Friends+Me, Hootsuite, 
Post Planner, Sprout Social, Tailwind, and 
TweetDeck, can help you schedule and dis-
tribute, allowing you to plan a day’s worth 
of posts in 30 minutes.
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Evangelism is not self-promotion. It’s about sharing the best of 
what you, your team, and your organization produce with oth-
ers who can benefit. That’s a responsibility—and an opportuni-
ty—that falls to everyone, from HR to IT, finance to operations, 
the C-suite to the shop floor. So build these skills little by little. 
Start with one act of evangelism a week and work your way 
up to several a day. Remember that this an art—and keep 
practicing.

Simple and to the 

point, is always the 

best way to get your 

point across. 
 
- Guy Kawasaki
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Meet COINTELPRO, the program that spied on the Black Pan-
thers and Martin Luther King Jr.

Movie 1.4  Cointelpro Is Alive Today - A Brief History



Technology can be addictive. In a tribute to Allen Ginsberg's 
classic 1956 poem, we created a short film lampooning the ad-
dictions of our generation. It's narrated by Peter Coyote.

The filmmaking team behind "Yelp: With Aplogies to Allen Gins-
berg's Howl," also made the Sundance documentary "Con-
nected: An Autoblogography about Love, Death & Technology." 

Movie 1.5  Yelp: With Apologies to Allen Ginsberg



Structural Reform

To Reform Capitalism, CEOs Should Champion Structural Reforms

by Heerad Sabeti

The most transformative thing CEOs can do to fix the system is to nurture the seeds of a 
new capitalism that’s already emerging.

Capitalism has been incredibly effective at creating prosperity and improving the standard 
of living for many, but its current form is on the brink of extinction. Its weaknesses, like 
short-termism, speculative trading, absentee ownership, profit- and shareholder-centric ori-
entation, inability to account for non-monetary value, exploitation of labor, and extractive 
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use of natural resources are creating too many disruptions 
across the globe for the model to survive. Climate change, 
natural resource shortages, the growing gap between haves 
and have nots, and the fragility of financial systems are but a 
few of the critical problems it has spawned, and these are con-
spiring to become a perfect storm. We need to respond ur-
gently, and the choices before us range from dramatic course 
correction on one extreme, to facing “overshoot-and-
collapse” on the other.

The Heart of the Problem

Over the past few decades, countless approaches to course 
correction have been advanced. They include corporate social 
responsibility, sustainability, shareholder advocacy, social as-
sessment and auditing, consumer action, government regula-
tion, leadership development, ethics, realignment of incen-
tives, attracting long-term investors, creating shared value, 
and more. While these are all constructive strategies, they 
don’t go far enough to challenge one fundamental assumption 
at the core of capitalism: that the for-profit firm is the only vehi-
cle for organizing economic activity.

Yes, there are other varieties, like nonprofit firms and 
government-sponsored enterprises, but for-profit firms are as-
sumed to be the center of the economic system. CEOs man-
age them, employees work for them, customers buy from 
them, suppliers sell to them, investors buy their shares, and 
governments regulate their activities.

To cure capitalism’s ills, therefore, schemes tend to be ad-
vanced to modify the behavior of stakeholders relative to the 

Education leads to 

enlightenment.  

Enlightenment opens 

the way to empathy.  

Empathy foreshadows 

reform. 
 
- Derrick A. Bell
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for-profit firm (e.g. getting investors to 
think long-term) or to modify the interac-
tion between the for-profit firm and its 
stakeholders (e.g. treating suppliers as 
partners). But, for some baffling reason, 
we persistently stop short of questioning 
the underlying structure of the firm itself. 
That structure is at the heart of the prob-
lem—it’s the DNA of capitalism. Until we 
address it, we’re just treating symptoms, 
and our reform efforts will not reach the 
scale and speed required to avert the loom-
ing storm.

Seeds of a New Capitalism

Fortunately, an increasing number of pio-
neering entrepreneurs have in fact been 
challenging traditional firm structures. The 
past few decades have seen the emer-
gence of a wide variety of what are often 
called “for-benefit” enterprises—entities 
that seek to seamlessly integrate social, en-
vironmental and financial value creation. 
Like nonprofits, these for-benefits are pri-
marily driven to solve a wide array of social 
and environmental problems, and like for-
profits, they generate income by selling 
goods and services that enhance the lives 
of consumers. Many for-benefits go even 
further by incorporating features like stake-

holder ownership and governance struc-
tures, fair compensation standards, social 
and environmental cost internalization, as-
set protection, and triple-bottom-line trans-
parency.

Fueled by growing demand among entre-
preneurs, investors, and consumers, a spe-
cialized ecosystem of support has also 
been emerging around for-benefits, provid-
ing tailored legal services, capital markets, 
management education, technical assis-
tance, performance metrics, and more. 
And governments around the world are 
starting to recognize for-benefits as a dis-
tinct class of organization. British law cre-
ated the Community Interest Company in 
2005, and a number of U.S. states have 
passed new corporate forms legislation in 
recent years, including Low Profit Limited 
Liability Companies, Benefit Corporations, 
and Flexible Purpose Corporations. Fed-
eral lawmakers in the U.S. are also consid-
ering enabling legislation. While these laws 
are all nascent and imperfect experiments, 
they are a clear signal of demand for new 
structures.
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What Can CEOs Do?

So what does all this mean for CEOs who 
are troubled by the economic system and 
believe it needs to be reformed? Rather 
than trying to retrofit the for-profit model to 
do things it is not designed to do—against 
the grain of market forces, legal systems, 
and entrenched interests—concerned 
CEOs can pave the way to a new capital-
ism by helping legitimize and mainstream 
for-benefit enterprise. Here are a few sug-
gestions:

Lead by Example. They can launch new 
for-benefit ventures by leveraging their 
products and services, know-how, core 
competencies, and assets to develop 
market-based solutions to particular social 
or environmental challenges. They can in-
vest in for-benefit enterprises. They can 
partner with for-benefits by incorporating 
them into their supply chains, or working 
with them to incubate new products, serv-
ices, and business models. They can con-
tract for-benefits to train individuals with 
barriers to employment, conduct R&D, or 
develop new markets; or they can support 
for-benefits with skilled volunteers, incuba-
tion, and mentorship. CEOs can even put 
their own businesses on a path to becom-
ing for-benefit, as circumstances allow.

Educate and Motivate Others. The time for 
incrementalism has passed, and bold, vi-
sionary leadership is needed. CEOs can 
use their voice to champion the need for 
systemic reform and to draw attention to 
for-benefits as a pathway to a new capital-
ism. They can inspire other business lead-
ers and entrepreneurs to start for-benefit 
enterprises to tackle a multitude of societal 
challenges.

Change the Rules. For-benefit enterprises 
currently operate at a substantial disadvan-
tage relative to for-profits because our le-
gal and market systems are not designed 
to recognize or support them. Working col-
lectively with their peers and other allies, 
CEOs can leverage their access, re-
sources, and convening power to influence 
governments, industry groups, standards 
bodies, and other rulemaking institutions 
to remove the barriers and level the play-
ing field for for-benefit enterprises.

Fortunately, the ranks of reform-minded 
CEOs have been growing over the years, 
as has the sense of urgency and courage 
with which they are willing to speak out 
and act. Ryuzaburo Kaku, the visionary for-
mer chairman and CEO of Canon, is one 
who stands out among them. These are 
his words from a 1997 HBR article:
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Because multibillion-dollar corporations 
control vast resources around the globe, 
employ millions of people, and create and 
own incredible wealth, they hold the future 
of the planet in their hands… If corpora-
tions run their businesses with the sole aim 
of gaining more market share or earning 
more profits, they may well lead the world 
into economic, environmental, and social 
ruin. But if they work together, in a spirit of 
kyosei, they can bring food to the poor, 
peace to war-torn areas, and renewal to 
the natural world. It is our obligation as 
business leaders to join together to build a 
foundation for world peace and prosperity.

Transitioning to a Four-Sector Economy

Supporting and advancing for-benefit en-
terprise is not a substitute for the impor-
tant work that also needs to be done to re-
form for-profit businesses. It is, in fact, an 
accelerant of that work, because for-
benefit enterprises can model how finan-
cial, social, and environmental value crea-
tion can be seamlessly integrated in an en-
terprise. The for-benefit movement, too, 
can catalyze the development of a support 
ecosystem (public policy, capital markets, 
standards, metrics, etc.) that other enter-
prises then draw upon.

For-benefits are not a panacea for soci-
ety’s ills. A healthy 21st century economy 
needs a diversity of organizational struc-
tures that allow individuals—as investors, 
entrepreneurs, consumers, and work-
ers—to align their economic choices with 
their values.

Most capitalist economies today are de-
signed as three-sector systems, com-
prised of the for-profit, nonprofit, and pub-
lic sectors. This model forces a bifurcation 
in individual choice: the for-profit sector is 
for pursuit of private gain, and the non-
profit sector for creating public benefit. As 
for-benefit enterprises grow in number and 
become recognized in law, they are in es-
sence forming a fourth sector of the econ-
omy.

This structural transition is profoundly sig-
nificant because the fourth sector creates 
a range of new options between the for-
profit/nonprofit extremes for individuals 
who want to better integrate private inter-
est and public benefit in their economic 
choices. And given the preponderance of 
such individuals, by creating the infrastruc-
ture of a fourth sector, we will unleash the 
power of the market, entrepreneurship, 
and innovation to confront our critical chal-
lenges and make the course correction 
capitalism requires.
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The shift to a four-sector economy also brings tremendous op-
portunity. The fourth sector can create quality jobs and eco-
nomic growth at a time when they are desperately needed. It 
also reduces the burden on government by leveraging private 
capital to finance market-based solutions to social and envi-
ronmental problems.

But to accelerate its growth, governments have a critical role 
to play. They must level the playing field by establishing an ap-
propriate policy regime for the fourth sector (legal forms, tax 
policy, access to government programs, etc.) and educating 
lawmakers and civil servants on its unique contributions and 
requirements. They also need to prevent abuse by establish-
ing standards, reporting requirements, and sanctions that en-
sure accountability of for-benefit enterprises.

The fourth sector is ripe with opportunities for the social sec-
tor as well. For-benefits serve as force multipliers for the work 
nonprofits are already doing, by bringing new financial re-
sources, new talent, and innovative solutions to those efforts.

By actively supporting for-benefit enterprises and the transi-
tion to a four-sector economy, CEOs can help pave the way 
for a new, more sustainable, resilient, and inclusive capitalism 
that is struggling to be born.

Fiscal responsibility 

and government 

reform are going to be 

good themes for 

governing, well at any 

time, but particularly 

coming out of a 

recovery. 
 
- Bob McDonnnel
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John Oliver covers the new European law that would allow peo-
ple to erase themselves from internet search engines.

Movie 1.6  Last Week Tonight: Right To Be Forgotten



Solve World Problems

Business Can’t Solve the World’s Problems — But Capitalism Can

by Dan Pallotta

Business and capitalism get conflated — in our media, our language and in our thinking. 
They are not the same thing. One is a sector, the other a methodology. By inextricably link-
ing the two, we confine the practice of real, turbo-charged capitalism to business, and we 
dangerously limit the capacity of non-business organizations to innovate, fund, and bring 
to scale the kind of breakthrough ideas that will begin to solve the huge social problems 
we face today.
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To be sure, business can change the world. That is one of the 
things it does, consistently. Innovations such as the assembly 
line, the car itself, the distribution of electricity and gasoline, 
now the iPad, Google, and so on, have by many measures 
made the world a better place. Indeed, as Carl Schramm 
writes in his provocative essay, “All Entrepreneurship Is So-
cial,” the fashionable new term “social business” in some 
ways “diminishes the contributions of regular entrepre-
neurs…people who… create thousands of jobs, improve the 
quality of goods and services available to consumers, and ulti-
mately raise standards of living.” He uses the refrigerated box 
car and its achievements in reducing food-borne illness and 
saving millions of lives in the process to make his point.

Business will move the great masses of humanity forward with 
advancements in pharmaceuticals, materials, process, and 
technology — but it will almost always leave 10% behind. It 
will almost always leave unaddressed humanity’s most disad-
vantaged and unlucky. Even social business will not address 
those issues for which markets cannot be developed. I serve 
on the board of a center for the developmentally disabled. 
More than anything, its clients need love. How do you 
monetize that?

This is where philanthropy comes in. Philanthropy is the mar-
ket for love. The word itself derives from the Greek for “love of 
humanity.” Philanthropy and, specifically, the charities that 
benefit from it and that are chartered to solve social problems 
can address those people and issues that business leaves be-
hind. But they can do so effectively only if we allow them to 
use the tools of capitalism — tools that the sector has thus far 
been denied, nearly wholesale.

The ones who are 

crazy enough to think 

that they can change 

the world, are the ones 

who do.  
 
- Steve Jobs
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We have two rulebooks — one for charity 
and one for the rest of the economic 
world. We blame capitalism for creating 
huge inequities in our society, and then we 
refuse to allow the “nonprofit” sector to 
use the tools of capitalism to rectify them.

This nonprofit rulebook discriminates 
against charities in at least five different ar-
eas: compensation, marketing, risk taking, 
time horizons, and capital itself. We allow 
people to make a fortune doing any num-
ber of things that will harm the poor but 
crucify anyone who wants to make money 
helping them. This sends the top talent 
coming out of the nation’s best business 
schools directly into the for-profit sector 
and gives our youth the mutually exclusive 
choice between making a difference and 
making money. This we call ethics. We let 
Apple and Coca-Cola plaster our bill-
boards and television sets with advertis-
ing, but we are appalled at the notion of im-
portant causes “wasting” money on paid 
advertising. So the voices of our great 
causes are all but silenced, and consumer 
products get lopsided access to our atten-
tion, 24/7. This we do in the name of frugal-
ity. Amazon was permitted to forgo inves-
tor returns for six years to build market 
dominance. But if a charity embarks on a 
long-term plan with no return for the needy 
for six years, we are outraged. This we call 

caring. We aren’t upset when Disney 
makes a $200 million movie that flops, but 
if a $1 million charity walk doesn’t make a 
75% profit to the cause in year one, we 
want the attorney general to investigate. 
So charities are petrified of exploring new 
revenue-generating methods and can’t de-
velop the powerful learning curves that the 
for-profit sector can. This we call pru-
dence. We let for-profit companies raise 
massive capital in the stock market by of-
fering investment returns, but we forbid the 
payment of a financial return (“profit”) in 
charity. The result? The for-profit sector 
monopolizes the capital markets, while 
charities are left to beg for donations. This 
we call philanthropy.

Combine those five things and you have just 
put the humanitarian sector at an extreme 
disadvantage to the for-profit sector. Yet we 
still expect it to solve the world’s problems.

Our social problems are gigantic in scale. 
We need gigantic responses to them. And 
if we freed the humanitarian sector to use 
the tools of capitalism, we could bring pri-
vate ingenuity to bear on those problems, 
and we wouldn’t have to depend on the 
government to fill the gaps.

Where would all the money come from? 
From us! If we were to give the humanitar-
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ian sector the right capital, talent, time, and ability to innovate, 
it could build the kind of demand for philanthropy that, say, Ap-
ple builds for music on iTunes (which, by the way, stimulates 
the same reward centers in the brain as giving). Then we’d be 
on our way to the kind of scale we need.

Americans give about $300 billion to nonprofit organizations 
annually, most of it to education and religious institutions. 
Only about 15% of that — $45 billion — goes to health and hu-
man services causes. If we could use the tools of capitalism 
to increase charitable giving in the U.S. from 2% of GDP to 
just 3%, that would amount to an additional $150 billion in an-
nual giving. If that money went disproportionately to health 
and human services causes, it would amount to a quadrupling 
of donations to that sector. Now we’re talking scale. Now 
we’re talking about big change.

Business cannot solve all the world’s problems. But capitalism 
can.

Capitalism is the 

astounding belief that 

the most wicked of 

men, will do the most 

wicked of things, for 

the greatest good of 

everyone. 
 
- John Myanard Keynes
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The Trans-Pacific Partnership (TPP) is the biggest trade deal 
you’ve probably never heard of. So what is it and why does this 
trade agreement matter?

Movie 1.7  Trans-Pacific Partnership (TPP) Explained



Discovery Planning

Discovery-Driven Planning

by Rita McGrathIan MacMillan

Business lore is full of stories about smart companies that incur huge losses when they en-
ter unknown territory—new alliances, new markets, new products, new technologies. The 
Walt Disney Company’s 1992 foray into Europe with its theme park had accumulated 
losses of more than $1 billion by 1994. Zap-mail, a fax product, cost Federal Express Cor-
poration $600 million before it was dropped. Polaroid lost $200 million when it ventured 
into instant movies. Why do such efforts often defeat even experienced, smart compa-
nies? One obvious answer is that strategic ventures are inherently risky: The probability of 
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failure simply comes with the territory. But 
many failures could be prevented or their 
cost contained if senior managers ap-
proached innovative ventures with the right 
planning and control tools.

Discovery-driven planning is a practical 
tool that acknowledges the difference be-
tween planning for a new venture and plan-
ning for a more conventional line of busi-
ness. Conventional planning operates on 
the premise that managers can extrapolate 
future results from a well-understood and 
predictable platform of past experience. 
One expects predictions to be accurate be-
cause they are based on solid knowledge 
rather than on assumptions. In platform-
based planning, a venture’s deviations 
from plan are a bad thing.

Discovery-driven planning recognizes that 
planning for a new venture involves envision-
ing the unknown.

The platform-based approach may make 
sense for ongoing businesses, but it is 
sheer folly when applied to new ventures. 
By definition, new ventures call for a com-
pany to envision what is unknown, uncer-
tain, and not yet obvious to the competi-
tion. The safe, reliable, predictable knowl-
edge of the well-understood business has 
not yet emerged. Instead, managers must 

make do with assumptions about the possi-
ble futures on which new businesses are 
based. New ventures are undertaken with 
a high ratio of assumption to knowledge. 
With ongoing businesses, one expects the 
ratio to be the exact opposite. Because as-
sumptions about the unknown generally 
turn out to be wrong, new ventures inevita-
bly experience deviations—often huge on-
es—from their original planned targets. In-
deed, new ventures frequently require fun-
damental redirection.

Rather than trying to force startups into 
the planning methodologies for existing 
predictable and well-understood busi-
nesses, discovery-driven planning acknowl-
edges that at the start of a new venture, lit-
tle is known and much is assumed. When 
platform-based planning is used, assump-
tions underlying a plan are treated as 
facts—givens to be baked into the plan—
rather than as best-guess estimates to be 
tested and questioned. Companies then 
forge ahead on the basis of those buried 
assumptions. In contrast, discovery-driven 
planning systematically converts assump-
tions into knowledge as a strategic venture 
unfolds. When new data are uncovered, 
they are incorporated into the evolving 
plan. The real potential of the venture is dis-
covered as it develops—hence the term 
discovery-driven planning. The approach 
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imposes disciplines different from, but no 
less precise than, the disciplines used in 
conventional planning.

EuroDisney: Platform-Based Approach

Even the best companies can run into seri-
ous trouble if they don’t recognize the as-
sumptions buried in their plans. The Walt 
Disney Company, a 49% owner of Euro 
Disney (now called Disneyland Paris), is 
known as an astute manager of theme 
parks. Its success has not been confined 
to the United States: Tokyo Disneyland has 
been a financial and public relations suc-
cess almost from its opening in 1983. Euro 
Disney is another story, however. By 1993, 
attendance approached 1 million visitors 
each month, making the park Europe’s 
most popular paid tourist destination. Then 
why did it lose so much money?

In planning Euro Disney in 1986, Disney 
made projections that drew on its experi-
ence from its other parks. The company ex-
pected half of the revenue to come from 
admissions, the other half from hotels, 
food, and merchandise. Although by 1993, 
Euro Disney had succeeded in reaching its 
target of 11 million admissions, to do so it 
had been forced to drop adult ticket prices 
drastically. The average spending per visit 

was far below plan and added to the red 
ink.

The point is not to play Monday-morning 
quarterback with Disney’s experience but 
to demonstrate an approach that could 
have revealed flawed assumptions and 
mitigated the resulting losses. The disci-
pline of systematically identifying key as-
sumptions would have highlighted the busi-
ness plan’s vulnerabilities. Let us look at 
each source of revenue in turn.

Admissions Price.

In Japan and the United States, Disney 
found its price by raising it over time, let-
ting early visitors go back home and talk 
up the park to their neighbors. But the plan-
ners of Euro Disney assumed that they 
could hit their target number of visitors 
even if they started out with an admission 
price of more than $40 per adult. A major 
recession in Europe and the determination 
of the French government to keep the 
franc strong exacerbated the problem and 
led to low attendance. Although compa-
nies cannot control macroeconomic 
events, they can highlight and test their 
pricing assumptions. Euro Disney’s prices 
were very high compared with those of 
other theme attractions in Europe, such as 
the aqua palaces, which charged low entry 
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fees and allowed visitors to build their own 
menus by paying for each attraction indi-
vidually. By 1993, Euro Disney not only 
had been forced to make a sharp price re-
duction to secure its target visitors, it had 
also lost the benefits of early-stage word 
of mouth. The talking-up phenomenon is 
especially important in Europe, as Disney 
could have gauged from the way word of 
mouth had benefited Club Med.

Hotel Accommodations.

Based on its experience in other markets, 
Disney assumed that people would stay an 
average of four days in the park’s five ho-
tels. The average stay in 1993 was only 
two days. Had the assumption been high-
lighted, it might have been challenged: 
Since Euro Disney opened with only 15 
rides, compared with 45 at Disney World, 
people could do them all in a single day.

Food.

Park visitors in the United States and Ja-
pan “graze” all day. At Euro Disney, the bur-
ied assumption was that Europeans would 
do the same. Euro Disney’s restaurants, 
therefore, were designed for all-day 
streams of grazers. When floods of visitors 
tried to follow the European custom of din-
ing at noon, Disney was unable to seat 
them. Angry visitors left the park to eat, 

and they conveyed their anger to their 
friends and neighbors back home.

Merchandise.

Although Disney did forecast lower sales 
per visitor in Europe than in the United 
States and Japan, the company assumed 
that Europeans would buy a similar mix of 
cloth goods and print items. Instead, Euro 
Disney fell short of plan when visitors 
bought a far smaller proportion of high-
margin items such as T-shirts and hats 
than expected. Disney could have tested 
the buried assumption before forecasting 
sales: Disney’s retail stores in European cit-
ies sell many fewer of the high-margin 
cloth items and far more of the low-margin 
print items.

Companies can learn to spot when they’re 
making unconscious assumptions.

Disney is not alone. Other companies have 
paid a significant price for pursuing 
platform-based ventures built on implicit 
assumptions that turn out to be faulty. 
Such ventures are usually undertaken with-
out careful up-front identification and vali-
dation of those assumptions, which often 
are unconscious. 
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We have repeatedly observed that the fol-
lowing four planning errors are characteris-
tic of this approach:

• Companies don’t have hard data but, 
once a few key decisions are made, pro-
ceed as though their assumptions were 
facts.

• Euro Disney’s implicit assumptions re-
garding the way visitors would use hotels 
and restaurants are good examples.

• Companies have all the hard data they 
need to check assumptions but fail to 
see the implications.

• After making assumptions based on a 
subset of the available data, they pro-
ceed without ever testing those assump-
tions. Federal Express based Zapmail on 
the assumption that there would be a 
substantial demand for four-hour delivery 
of documents faxed from FedEx center 
to FedEx center. What went unchal-
lenged was the implicit assumption that 
customers would not be able to afford 
their own fax machines before long. If 
that assumption had been unearthed, 
FedEx would have been more likely to 
take into account the plunging prices and 
increasing sales of fax machines for the 
office and, later, for the home.

Companies possess all the data necessary 
to determine that a real opportunity exists 
but make implicit and inappropriate as-
sumptions about their ability to implement 
their plan.

Exxon lost $200 million on its office auto-
mation business by implicitly assuming 
that it could build a direct sales and serv-
ice support capability to compete head-to-
head with IBM and Xerox.

Companies start off with the right data, but 
they implicitly assume a static environment 
and thus fail to notice until too late that a 
key variable has changed.

Polaroid lost $200 million from Polavision 
instant movies by assuming that a three 
minute cassette costing $7 would com-
pete effectively against a half-hour video-
tape costing $20. Polaroid implicitly as-
sumed that the high cost of equipment for 
videotaping and playback would remain 
prohibitive for most consumers. Mean-
while, companies pursuing those technolo-
gies steadily drove down costs. 
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Discovery-Driven Planning: An Illustrative 
Case

Discovery-driven planning offers a system-
atic way to uncover the dangerous implicit 
assumptions that would otherwise slip un-
noticed and thus unchallenged into the 
plan. The process imposes a strict disci-
pline that is captured in four related docu-
ments: a reverse income statement, which 
models the basic economics of the busi-
ness; pro forma operations specs, which 
lay out the operations needed to run the 
business; a key assumptions checklist, 
which is used to ensure that assumptions 
are checked; and a milestone planning 
chart, which specifies the assumptions to 
be tested at each project milestone. As the 
venture unfolds and new data are uncov-
ered, each of the documents is updated.

To demonstrate how this tool works, we 
will apply it retrospectively to Kao Corpora-
tion’s highly successful entry into the 
floppy disk business in 1988. We deliber-
ately draw on no inside information about 
Kao or its planning process but instead 
use the kind of limited public knowledge 
that often is all that any company would 
have at the start of a new venture.

Retrospectively applying discovery-driven 
planning to Kao’s successful 1988 floppy 
disk venture shows how the tool can work.

The Company.

Japan’s Kao Corporation was a successful 
supplier of surfactants to the magnetic-
media (floppy disk) industry. In 1981, the 
company began to study the potential for 
becoming a player in floppy disks by lever-
aging the surfactant technology it had de-
veloped in its core businesses, soap and 
cosmetics. Kao’s managers realized that 
they had learned enough process knowl-
edge from their floppy disk customers to 
supplement their own skills in surface 
chemistry. They believed they could pro-
duce floppy disks at a much lower cost 
and higher quality than other companies 
offered at that time. Kao’s surfactant com-
petencies were particularly valuable be-
cause the quality of the floppy disk’s sur-
face is crucial for its reliability. For a com-
pany in a mature industry, the opportunity 
to move current product into a growth in-
dustry was highly attractive.

The Market.

By the end of 1986, the demand for floppy 
disks was 500 million in the United States, 
100 million in Europe, and 50 million in Ja-
pan, with growth estimated at 40% per 
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year, compounded. This meant that by 
1993, the global market would be ap-
proaching 3 billion disks, of which about a 
third would be in the original equipment 
manufacturer (OEM) market, namely such 
big-volume purchasers of disks as IBM, Ap-
ple, and Microsoft, which use disks to dis-
tribute their software. OEM industry prices 
were expected to be about 180 yen per 
disk by 1993. Quality and reliability have 
always been important product characteris-
tics for OEMs such as software houses be-
cause defective disks have a devastating 
impact on customers’ perceptions of the 
company’s overall quality.

The Reverse Income Statement.

Discovery-driven planning starts with the 
bottom line. For Kao, back when it began 
to consider its options, the question was 
whether the floppy disk venture had the po-
tential to enhance the company’s competi-
tive position and financial performance sig-
nificantly. If not, why should Kao incur the 
risk and uncertainty of a major strategic 
venture?

Here, we impose the first discipline, which 
is to plan the venture using a reverse in-
come statement, which runs from the bot-
tom line up. Instead of starting with esti-
mates of revenues and working down the 

income statement to derive profits, we 
start with required profits. We then work 
our way up the profit and loss to determine 
how much revenue it will take to deliver 
the level of profits we require and how 
much cost can be allowed. The underlying 
philosophy is to impose revenue and cost 
disciplines by baking profitability into the 
plan at the outset: Required profits equal 
necessary revenues minus allowable 
costs.

At Kao in 1988, management might have 
started with these figures: net sales, about 
500 billion yen; income before taxes, about 
40 billion yen; and return on sales (ROS), 
7.5%. Given such figures, how big must 
the floppy disk opportunity be to justify 
Kao’s attention? Every company will set its 
own hurdles. We believe that a strategic 
venture should have the potential to en-
hance total profits by at least 10%. Moreo-
ver, to compensate for the increased risk, 
it should deliver greater profitability than 
reinvesting in the existing businesses 
would. Again, for purposes of illustration, 
assume that Kao demands a risk premium 
of 33% greater profitability. Since Kao’s re-
turn on sales is 7.5%, it will require 10%.

If we use the Kao data, we find that the re-
quired profit for the floppy disk venture 
would be 4 billion yen (10% × 40 billion). 
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To deliver 4 billion yen in profit with a 10% 
return on sales implies a business with 40 
billion yen in sales.

Assuming that, despite its superior quality, 
Kao will have to price competitively to gain 
share as a new entrant, it should set a tar-
get price of 160 yen per disk. That trans-
lates into unit sales of 250 million disks (40 
billion yen in sales divided by 160 yen per 
disk). By imposing these simple perform-
ance measures at the start (1988), we 
quickly establish both the scale and scope 
of the venture: Kao would need to capture 
25% of the total world OEM market (25% 
of 1 billion disks) by 1993. Given what is 
known about the size of the market, Kao 
clearly must be prepared to compete glob-
ally from the outset, making major commit-
ments not only to manufacturing but also 
to selling.

Continuing up the profit and loss, we next 
calculate allowable costs: If Kao is to cap-
ture 10% margin on a price of 160 yen per 
disk, the total cost to manufacture, sell, 
and distribute the disks worldwide cannot 
exceed 144 yen per disk. The reverse in-
come statement makes clear immediately 
that the challenge for the floppy disk ven-
ture will be to keep a lid on expenses.

The Pro Forma Operations Specs and the 
Assumptions Checklist.

The second discipline in the process is to 
construct pro forma operations specs lay-
ing out the activities required to produce, 
sell, service, and deliver the product or 
service to the customer. Together, those ac-
tivities comprise the venture’s allowable 
costs. At first, the operations specs can be 
modeled on a simple spreadsheet without 
investing in more than a few telephone 
calls or on-line searches to get basic data. 
If an idea holds together, it is possible to 
identify and test underlying assumptions, 
constantly fleshing out and correcting the 
model in light of new information. When a 
company uses this cumulative approach, 
major flaws in the business concept soon 
become obvious, and poor concepts can 
be abandoned long before significant in-
vestments are made.

We believe it is essential to use industry 
standards for building a realistic picture of 
what the business has to look like to be 
competitive. Every industry has its own 
pressures—which determine normal rates 
of return in that industry—as well as stan-
dard performance measures such as 
asset-to-sales ratios, industry profit mar-
gins, plant utilization, and so on. In a glob-
ally competitive environment, no sane man-
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ager should expect to escape the competi-
tive discipline that is captured and meas-
ured in industry standards. These stan-
dards are readily available from investment 
analysts and business information serv-
ices. In countries with information sources 
that are less well developed than those in 
the United States, key industry parameters 
are still used by investment bankers and, 
more specifically, by those commercial 
bankers who specialize in loans to the par-
ticular industry. For those getting into a 
new industry, the best approach is to 
adapt standards from similar industries.

Note that we do not begin with an elabo-
rate analysis of product or service attrib-
utes or an in-depth market study. That 
comes later. Initially, we are simply trying 
to capture the venture’s embedded as-
sumptions. The basic discipline is to spell 
out clearly and realistically where the ven-
ture will have to match existing industry 
standards and in what one or two places 
managers expect to excel and how they ex-
pect to do so.

Kao’s managers in 1988 might have consid-
ered performance standards for the floppy 
disk industry. Because there would be no 
reason to believe that Kao could use stan-
dard production equipment any better than 
established competitors could, it would 

want to plan to match industry perform-
ance on measures relating to equipment 
use. Kao would ascertain, for example, 
that the effective production capacity per 
line was 25 disks per minute in the indus-
try; and the effective life of production 
equipment was three years. Kao’s advan-
tage was in surface chemistry and surface 
physics, which could improve quality and 
reduce the cost of materials, thus improv-
ing margins. When Kao planned its materi-
als cost, it would want to turn that advan-
tage into a specific challenge for manufac-
turing: Beat the industry standard for mate-
rials cost by 25%. The formal framing of 
operational challenges is an important step 
in discovery-driven planning. In our experi-
ence, people who are good in design and 
operations can be galvanized by clearly ar-
ticulated challenges. That was the case at 
Canon, for example, when Keizo Yamaji 
challenged the engineers to develop a per-
sonal copier that required minimal service 
and cost less than $1,000, and the Canon 
engineers rose to the occasion.

Unearthing implicit assumptions permits a 
company to test their validity before commit-
ting irreversibly to a venture.

A company can test the initial assumptions 
against experience with similar situations, 
the advice of experts in the industry, or 
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published information sources. The point 
is not to demand the highest degree of ac-
curacy but to build a reasonable model of 
the economics and logistics of the venture 
and to assess the order of magnitude of 
the challenges. Later, the company can 
analyze where the plan is most sensitive to 
wrong assumptions and do more formal 
checks. Consultants to the industry—bank-
ers, suppliers, potential customers, and dis-
tributors—often can provide low-cost and 
surprisingly accurate information.

The company must build a picture of the 
activities that are needed to carry out the 
business and the costs. Hence in the pro 
forma operations specs, we ask how many 
orders are needed to deliver 250 million 
units in sales; then how many sales calls it 
will take to secure those orders; then how 
many salespeople it will take to make the 
sales calls, given the fact that they are sell-
ing to a global OEM market; then how 
much it will cost in sales-force compensa-
tion. (See the exhibit “Second, Lay Out All 
the Activities Needed to Run the Venture” 
located on the sidebar “How Kao Might 
Have Tackled its New Venture.”) Each as-
sumption can be checked, at first some-
what roughly and then with increasing pre-
cision. Readers might disagree with our 
first-cut estimates. That is fine—so might 
Kao Corporation. Reasonable disagree-

ment triggers discussion and, perhaps, ad-
justments to the spreadsheet. The evolving 
document is doing its job if it becomes the 
catalyst for such discussion.

The third discipline of discovery-driven plan-
ning is to compile an assumption checklist 
to ensure that each assumption is flagged, 
discussed, and checked as the venture un-
folds.

The entire process is looped back into a re-
vised reverse income statement, in which 
one can see if the entire business proposi-
tion hangs together. If it doesn’t, the proc-
ess must be repeated until the perform-
ance requirements and industry standards 
can be met; otherwise, the venture should 
be scrapped.

Milestone Planning.

Conventional planning approaches tend to 
focus managers on meeting plan, usually 
an impossible goal for a venture rife with 
assumptions. It is also counterproduc-
tive—insistence on meeting plan actually 
prevents learning. Managers can formally 
plan to learn by using milestone events to 
test assumptions.

Milestone planning is by now a familiar 
technique for monitoring the progress of 
new ventures. The basic idea, as de-
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scribed by Zenas Block and Ian C. MacMil-
lan in the book Corporate Venturing (Har-
vard Business School Press, 1993), is to 
postpone major commitments of resources 
until the evidence from the previous mile-
stone event signals that the risk of taking 
the next step is justified. What we are pro-
posing here is an expanded use of the tool 
to support the discipline of transforming as-
sumptions into knowledge.

Going back to what Kao might have been 
thinking in 1988, recall that the floppy disk 
venture would require a 40-billion-yen in-
vestment in fixed assets alone. Before in-
vesting such a large sum, Kao would cer-
tainly have wanted to find ways to test the 
most critical assumptions underlying the 
three major challenges of the venture:

• capturing 25% global market share with 
a 20-yen-per-disk discount and superior 
quality;

• maintaining at least the same asset pro-
ductivity as the average competitor and 
producing a floppy disk at 90% of the es-
timated total costs of existing competi-
tors; and

• using superior raw materials and applied 
surface technology to produce superior-
quality disks for 20 yen per unit instead 

of the industry standard of 27 yen per 
unit.

For serious challenges like those, it may 
be worth spending resources to create spe-
cific milestone events to test the assump-
tions before launching a 40-billion-yen ven-
ture. For instance, Kao might subcontract 
prototype production so that sophisticated 
OEM customers could conduct technical 
tests on the proposed disk. If the proto-
types survive the tests, then, rather than 
rest on the assumption that it can capture 
significant business at the target price, 
Kao might subcontract production of a 
large batch of floppy disks for resale to 
customers. It could thus test the appetite 
of the OEM market for price discounting 
from a newcomer.

Similarly, for testing its ability to cope with 
the second and third challenges once the 
Kao prototype has been developed, it 
might be worthwhile to buy out a small ex-
isting floppy disk manufacturer and apply 
the technology in an established plant 
rather than try to start up a greenfield op-
eration. Once Kao can demonstrate its abil-
ity to produce disks at the required quality 
and cost in the small plant, it can move 
ahead with its own full-scale plants.
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Deliberate assumption-testing milestones are depicted in the 
exhibit “Finally, Plan to Test Assumptions at Milestones,” 
which also shows some of the other typical milestones that oc-
cur in most major ventures. The assumptions that should be 
tested at each milestone are listed with appropriate numbers 
from the assumption checklist.

In practice, it is wise to designate a keeper of the assump-
tions—someone whose formal task is to ensure that assump-
tions are checked and updated as each milestone is reached 
and that the revised assumptions are incorporated into succes-
sive iterations of the four discovery-driven planning docu-
ments. Without a specific person dedicated to following up, it 
is highly unlikely that individuals, up to their armpits in project 
pressures, will be able to coordinate the updating independ-
ently.

Discovery-driven planning is a powerful tool for any significant 
strategic undertaking that is fraught with uncertainty—new-
product or market ventures, technology development, joint 
ventures, strategic alliances, even major systems redevelop-
ment. Unlike platform-based planning, in which much is 
known, discovery-driven planning forces managers to articu-
late what they don’t know, and it forces a discipline for learn-
ing. As a planning tool, it thus raises the visibility of the make-
or-break uncertainties common to new ventures and helps 
managers address them at the lowest possible cost.

It’s human nature to 

stretch, to go, to see, 

to understand.  

Exploration is not a 

choice really, it’s an 

imperative. 
 
- Michael Collins
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Some Dangerous Implicit Assumptions

1. Customers will buy our product because we think it’s a 
good product.

2. Customers will buy our product because it’s technically su-
perior.

3. Customers will agree with our perception that the product 
is “great.”

4. Customers run no risk in buying from us instead of con-
tinuing to buy from their past suppliers.

5. The product will sell itself.

6. Distributors are desperate to stock and service the prod-
uct.

7. We can develop the product on time and on budget.

8. We will have no trouble attracting the right staff.

9. Competitors will respond rationally.

10. We can insulate our product from competition.

11. We will be able to hold down prices while gaining share 
rapidly.

12. The rest of our company will gladly support our strategy 
and provide help as needed.

I welcome questions...  

I hate assumptions. 
 
- Red Haircrow
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Every major company now realizes the power of social media 
and most are on a marketing quest for how to best use the plat-
form. Unfortunately for some big companies, online campaigns 
don't always play out the way the marketing meeting intends. 
Bloomberg's Rachel Crane takes a look at some of the biggest 
social media fails.

Movie 1.8  Social Media Fails Snag Durex Condoms



Consumer Data

Customer Data: Designing for Transparency and Trust

by Timothy Morey, Theodore “Theo” Forbath and Allison Schoop

With the explosion of digital technologies, companies are sweeping up vast quantities of 
data about consumers’ activities, both online and off. Feeding this trend are new smart, 
connected products—from fitness trackers to home systems—that gather and transmit de-
tailed information.

Though some companies are open about their data practices, most prefer to keep consum-
ers in the dark, choose control over sharing, and ask for forgiveness rather than permis-
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sion. It’s also not unusual for companies to 
quietly collect personal data they have no 
immediate use for, reasoning that it might 
be valuable someday.

As current and former executives at frog, a 
firm that helps clients create products and 
services that leverage users’ personal 
data, we believe this shrouded approach 
to data gathering is shortsighted. Having 
free use of customer data may confer 
near-term advantages. But our research 
shows that consumers are aware that 
they’re under surveillance—even though 
they may be poorly informed about the 
specific types of data collected about 
them—and are deeply anxious about how 
their personal information may be used.

In a future in which customer data will be a 
growing source of competitive advantage, 
gaining consumers’ confidence will be key. 
Companies that are transparent about the 
information they gather, give customers 
control of their personal data, and offer fair 
value in return for it will be trusted and will 
earn ongoing and even expanded access. 
Those that conceal how they use personal 
data and fail to provide value for it stand to 
lose customers’ goodwill—and their busi-
ness.

The Expanding Scope of Data

The internet’s first personal data collectors 
were websites and applications. By track-
ing users’ activities online, marketers 
could deliver targeted advertising and con-
tent. More recently, intelligent technology 
in physical products has allowed compa-
nies in many industries to collect new 
types of information, including users’ loca-
tions and behavior. The personalization 
this data allows, such as constant adapta-
tion to users’ preferences, has become 
central to the product experience. (Goo-
gle’s Nest thermostat, for example, autono-
mously adjusts heating and cooling as it 
learns home owners’ habits.)

The rich new streams of data have also 
made it possible to tackle complex chal-
lenges in fields such as health care, envi-
ronmental protection, and urban planning. 
Take Medtronic’s digital blood-glucose me-
ter. It wirelessly connects an implanted sen-
sor to a device that alerts patients and 
health care providers that blood-glucose 
levels are nearing troubling thresholds, al-
lowing preemptive treatments. And the car 
service Uber has recently agreed to share 
ride-pattern data with Boston officials so 
that the city can improve transportation 
planning and prioritize road maintenance. 
These and countless other applications are 
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increasing the power—and value—of per-
sonal data.

Of course, this flood of data presents enor-
mous opportunities for abuse. Large-scale 
security breaches, such as the recent theft 
of the credit card information of 56 million 
Home Depot customers, expose consum-
ers’ vulnerability to malicious agents. But 
revelations about companies’ covert activi-
ties also make consumers nervous. Target 
famously aroused alarm when it was re-
vealed that the retailer used data mining to 
identify shoppers who were likely to be 
pregnant—in some cases before they’d 
told anyone.

At the same time, consumers appreciate 
that data sharing can lead to products and 
services that make their lives easier and 
more entertaining, educate them, and save 
them money. Neither companies nor their 
customers want to turn back the clock on 
these technologies—and indeed the devel-
opment and adoption of products that lev-
erage personal data continue to soar. The 
consultancy Gartner estimates that nearly 
5 billion connected “things” will be in use 
in 2015—up 30% from 2014—and that the 
number will quintuple by 2020.

Resolving this tension will require compa-
nies and policy makers to move the data 

privacy discussion beyond advertising use 
and the simplistic notion that aggressive 
data collection is bad. We believe the an-
swer is more nuanced guidance—specifi-
cally, guidelines that align the interests of 
companies and their customers, and en-
sure that both parties benefit from per-
sonal data collection.

Consumer Awareness and Expectations

To help companies understand consum-
ers’ attitudes about data, in 2014 we sur-
veyed 900 people in five countries—the 
United States, the United Kingdom, Ger-
many, China, and India—whose demo-
graphic mix represented the general online 
population. We looked at their awareness 
of how their data was collected and used, 
how they valued different types of data, 
their feelings about privacy, and what they 
expected in return for their data.

To find out whether consumers grasped 
what data they shared, we asked, “To the 
best of your knowledge, what personal in-
formation have you put online yourself, ei-
ther directly or indirectly, by your use of on-
line services?” While awareness varied by 
country—Indians are the most cognizant 
of their data trail and Germans the least—
overall the survey revealed an astonish-
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ingly low recognition of the specific types 
of information tracked online. On average, 
only 25% of people knew that their data 
footprints included information on their lo-
cation, and just 14% understood that they 
were sharing their web-surfing history too.

It’s not as if consumers don’t realize that 
data about them is being captured, how-
ever; 97% of the people surveyed ex-
pressed concern that businesses and the 
government might misuse their data. Iden-
tity theft was a top concern (cited by 84% 
of Chinese respondents at one end of the 
spectrum and 49% of Indians at the other). 
Privacy issues also ranked high; 80% of 
Germans and 72% of Americans are reluc-
tant to share information with businesses 
because they “just want to maintain [their] 
privacy.” So consumers clearly worry 
about their personal data—even if they 
don’t know exactly what they’re revealing.

To see how much consumers valued their 
data, we did conjoint analysis to determine 
what amount survey participants would be 
willing to pay to protect different types of 
information. (We used purchasing parity 
rather than exchange rates to convert all 
amounts to U.S. dollars.) Though the value 
assigned varied widely among individuals, 
we are able to determine, in effect, a me-
dian, by country, for each data type.

The responses revealed significant differ-
ences from country to country and from 
one type of data to another. Germans, for 
instance, place the most value on their per-
sonal data, and Chinese and Indians the 
least, with British and American respon-
dents falling in the middle. Government 
identification, health, and credit card infor-
mation tended to be the most highly val-
ued across countries, and location and 
demographic information among the least.

We don’t believe this spectrum represents 
a “maturity model,” in which attitudes in a 
country predictably shift in a given direc-
tion over time (say, from less privacy con-
scious to more). Rather, our findings reflect 
fundamental dissimilarities among cul-
tures. The cultures of India and China, for 
example, are considered more hierarchical 
and collectivist, while Germany, the United 
States, and the United Kingdom are more 
individualistic, which may account for their 
citizens’ stronger feelings about personal 
information.

The Need to Deliver Value

If companies understand how much data 
is worth to consumers, they can offer com-
mensurate value in return for it. Making the 
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exchange transparent will be increasingly 
important in building trust.

A lot depends on the type of data and how 
the firm is going to use it. Our analysis 
looked at three categories: (1) self-
reported data, or information people volun-
teer about themselves, such as their e-mail 
addresses, work and educational history, 
and age and gender; (2) digital exhaust, 
such as location data and browsing his-
tory, which is created when using mobile 
devices, web services, or other connected 
technologies; and (3) profiling data, or per-
sonal profiles used to make predictions 
about individuals’ interests and behaviors, 
which are derived by combining self-
reported, digital exhaust, and other data. 
Our research shows that people value self-
reported data the least, digital exhaust 
more, and profiling data the most.

We also examined three categories of data 
use: (1) making a product or service better, 
for example, by allowing a map application 
to recommend a route based on a user’s 
location; (2) facilitating targeted marketing 
or advertising, such as ads based on a 
user’s browsing history; and (3) generating 
revenues through resale, by, say, selling 
credit card purchase data to third parties.

Our surveys reveal that when data is used 
to improve a product or service, consum-
ers generally feel the enhancement itself is 
a fair trade for their data. But consumers 
expect more value in return for data used 
to target marketing, and the most value for 
data that will be sold to third parties. In 
other words, the value consumers place 
on their data rises as its sensitivity and 
breadth increase from basic information 
that is voluntarily shared to detailed infor-
mation about the consumer that the firm 
derives through analytics, and as its uses 
go from principally benefiting the con-
sumer (in the form of product improve-
ments) to principally benefiting the firm (in 
the form of revenues from selling data).

Let’s look now at how some companies man-
age this trade-off.

Samsung’s Galaxy V smartphone uses digi-
tal exhaust to automatically add the con-
tacts users call most to a favorites list. 
Most customers value the convenience 
enough to opt in to the feature—effectively 
agreeing to swap data for enhanced per-
formance.

Google’s predictive application Google 
Now harnesses profiling data to create an 
automated virtual assistant for consumers. 
By sifting through users’ e-mail, location, 
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calendar, and other data, Google Now can, 
say, notify users when they need to leave 
the office to get across town for a meeting 
and provide a map for their commute. The 
app depends on more-valuable types of 
personal data but improves performance 
enough that many users willingly share it. 
Our global survey of consumers’ attitudes 
toward predictive applications finds that 
about two-thirds of people are willing (and 
in some cases eager) to share data in ex-
change for their benefits.

Disney likewise uses profiling data gath-
ered by its MagicBand bracelet to enhance 
customers’ theme park and hotel experi-
ences and create targeted marketing. By 
holding the MagicBand up to sensors 
around Disney facilities, wearers can ac-
cess parks, check in at reserved attrac-
tions, unlock their hotel doors, and charge 
food and merchandise. Users hand over a 
lot of data, but they get convenience and a 
sense of privileged access in return, mak-
ing the trade-off worthwhile. Consumers 
know exactly what they’re signing on for, 
because Disney clearly spells out its data 
collection policies in its online MagicBand 
registration process, highlighting links to 
FAQs and other information about privacy 
and security.

Firms that sell personal information to third 
parties, however, have a particularly high 
bar to clear, because consumers expect 
the most value for such use of their data. 
The personal finance website Mint makes 
this elegant exchange: If a customer uses 
a credit card abroad and incurs foreign 
transaction fees, Mint flags the fees and re-
fers the customer to a card that doesn’t 
charge them. Mint receives a commission 
for the referral from the new-card issuer, 
and the customer avoids future fees. Mint 
and its customers both collect value from 
the deal.

Trust and Transparency

Firms may earn access to consumers’ 
data by offering value in return, but trust is 
an essential facilitator, our research shows. 
The more trusted a brand is, the more will-
ing consumers are to share their data.

Numerous studies have found that trans-
parency about the use and protection of 
consumers’ data reinforces trust. To as-
sess this effect ourselves, we surveyed 
consumers about 46 companies represent-
ing seven categories of business around 
the world. We asked them to rate the firms 
on the following scale: completely trustwor-
thy (respondents would freely share sensi-
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tive personal data with a firm because they 
trust the firm not to misuse it); trustworthy 
(they would “not mind” exchanging sensi-
tive data for a desired service); untrust-
worthy (they would provide sensitive data 
only if required to do so in exchange for an 
essential service); and completely untrust-
worthy (they would never share sensitive 
data with the firm).

After primary care doctors, new finance 
firms such as PayPal and China’s Alipay re-
ceived the highest ratings on this scale, fol-
lowed by e-commerce companies, con-
sumer electronics makers, banks and insur-
ance companies, and telecommunications 
carriers. Next came internet leaders (such 
as Google and Yahoo) and the govern-
ment. Ranked below these organizations 
were retailers and entertainment compa-
nies, with social networks like Facebook 
coming in last.

A firm that is considered untrustworthy will 
find it difficult or impossible to collect cer-
tain types of data, regardless of the value 
offered in exchange. Highly trusted firms, 
on the other hand, may be able to collect it 
simply by asking, because customers are 
satisfied with past benefits received and 
confident the company will guard their 
data. In practical terms, this means that if 
two firms offer the same value in exchange 

for certain data, the firm with the higher 
trust will find customers more willing to 
share. For example, if Amazon and Face-
book both wanted to launch a mobile wal-
let service, Amazon, which received good 
ratings in our survey, would meet with 
more customer acceptance than Face-
book, which had low ratings. In this equa-
tion, trust could be an important competi-
tive differentiator for Amazon.

Approaches That Build Trust

Many have argued that the extensive data 
collection today’s business models rely on 
is fraught with security, financial, and 
brand risks. MIT’s Sandy Pentland and oth-
ers have proposed principles and prac-
tices that would give consumers a clear 
view of their data and control over its use, 
reducing firms’ risks in the process.

We agree that these business models are 
perilous and that risk reduction is essen-
tial. And we believe reasoned policies gov-
erning data use are important. But firms 
must also take the lead in educating con-
sumers about their personal data. Any firm 
that thinks it’s sufficient to simply provide 
disclosures in an end-user licensing agree-
ment or present the terms and conditions 
of data use at sign-up is missing the point. 

113



Such moves may address regulatory re-
quirements, but they do little if anything to 
help consumers.

Consider the belated trust-building efforts 
under way at Facebook. The firm has been 
accused of riding roughshod over user pri-
vacy in the past, launching services that 
pushed the boundaries on personal data 
use and retreating only in the face of pub-
lic backlash or the threat of litigation. Face-
book Beacon, which exposed users’ web 
activities without their permission or knowl-
edge, for example, was pulled only after a 
barrage of public criticism.

More recently, however, Facebook has in-
creased its focus on safeguarding privacy, 
educating users, and giving them control. 
It grasps that trust is no longer just “nice 
to have.” Commenting in a Wired inter-
view on plans to improve Facebook Login, 
which allows users to log into third-party 
apps with their Facebook credentials, CEO 
Mark Zuckerberg explained that “to get to 
the next level and become more ubiqui-
tous, [Facebook Login] needs to be trusted 
even more. We’re a bigger company now 
and people have more questions. We need 
to give people more control over their infor-
mation so that everyone feels comfortable 
using these products.” In January 2015 
Facebook launched Privacy Basics, an 

easy-to-understand site that explains what 
others see about a user and how people 
can customize and manage others’ activi-
ties on their pages.

Like Facebook, Apple has had its share of 
d a t a p r i v a c y a n d s e c u r i t y c h a l-
lenges—most recently when celebrity 
iPhoto accounts were hacked—and is tak-
ing those concerns ever more seriously. 
Particularly as Apple forays into mobile 
payments and watch-based fitness moni-
toring, consumer trust in its data handling 
will be paramount. CEO Tim Cook clearly 
understands this. Launching a “bid to be 
conspicuously transparent,” as the Tele-
graph put it, Apple recently introduced a 
new section on its website devoted to data 
security and privacy. At the top is a mes-
sage from Cook. “At Apple, your trust 
means everything to us,” he writes. “That’s 
why we respect your privacy and protect it 
with strong encryption, plus strict policies 
that govern how all data is handled….We 
believe in telling you up front exactly 
what’s going to happen to your personal 
information and asking for your permission 
before you share it with us.”

On the site, Apple describes the steps 
taken to keep people’s location, communi-
cation, browsing, health tracking, and 
transactions private. Cook explains, “Our 
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business model is very straightforward: We 
sell great products. We don’t build a profile 
based on your email content or web brows-
ing habits to sell to advertisers. We don’t 
‘monetize’ the information you store on 
your iPhone or in iCloud. And we don’t 
read your email or your messages to get 
information to market to you. Our software 
and services are designed to make our de-
vices better. Plain and simple.” Its new 
stance earned Apple the highest possible 
score—six stars—from the nonprofit digital 
rights organization Electronic Frontier Foun-
dation, a major improvement over its 2013 
score of one star.

Enlightened Data Principles

Facebook and Apple are taking steps in 
the right direction but are fixing issues that 
shouldn’t have arisen in the first place. 
Firms in that situation start the trust-
building process with a handicap. 
Forward-looking companies, in contrast, 
are incorporating data privacy and security 
considerations into product development 
from the start, following three principles. 

The examples below each highlight one 
principle, but ideally companies should 
practice all three.

Teach your customers.

Users can’t trust you if they don’t under-
stand what you’re up to. Consider how 
one of our clients educates consumers 
about its use of highly sensitive personal 
data.

This client, an information exchange for 
biomedical researchers, compiles genomic 
data on anonymous participants from the 
general public. Like all health information, 
such data is highly sensitive and closely 
guarded. Building trust with participants at 
the outset is essential. So the project has 
made education and informed consent cen-
tral to their experience. Before receiving a 
kit for collecting a saliva sample for analy-
sis, volunteers must watch a video about 
the potential consequences of having their 
genome sequenced—including the possi-
bility of discrimination in employment and 
insurance—and after viewing it, must give 
a preliminary online consent to the proc-
ess. The kit contains a more detailed hard-
copy agreement that, once signed and re-
turned with the sample, allows the ex-
change to include the participant’s ano-
nymized genomic information in the data-
base. If a participant returns the sample 
without the signed consent, her data is 
withheld from the exchange. Participants 
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can change their minds at any time, revok-
ing or granting access to their data.

Give them control.

The principle of building control into data 
exchange is even more fully developed in 
another project, the Metadistretti e-
monitor, a collaboration between frog, Flex-
tronics, the University Politecnico di Mi-
lano, and other partners. Participating car-
diac patients wear an e-monitor, which col-
lects ECG data and transmits it via smart-
phone to medical professionals and other 
caregivers. The patients see all their own 
data and control how much data goes to 
whom, using a browser and an app. They 
can set up networks of health care provid-
ers, of family and friends, or of fellow users 
and patients, and send each different infor-
mation. This patient-directed approach is a 
radical departure from the tradition of pa-
ternalistic medicine that carries over to 
many medical devices even today, with 
which the patient doesn’t own his data or 
even have access to it.

Deliver in-kind value.

Businesses needn’t pay users for data (in 
fact, our research suggests that offers to 
do so actually reduce consumers’ trust). 
But as we’ve discussed, firms do have to 
give users value in return.

The music service Pandora was built on 
this principle. Pandora transparently gath-
ers self-reported data; customers volun-
teer their age, gender, and zip code when 
they sign up, and as they use the service 
they tag the songs they like or don’t like. 
Pandora takes that information and devel-
ops a profile of each person’s musical 
tastes so that it can tailor the selection of 
songs streamed to him or her; the more 
data users provide, the better the tailoring 
becomes. In the free version of its service, 
Pandora uses that data to target advertis-
ing. Customers get music they enjoy at no 
charge and ads that are more relevant to 
them. Consumers clearly find the trade sat-
isfactory; the free service has 80 million ac-
tive subscribers.

In designing its service, Pandora under-
stood that customers are most willing to 
share data when they know what value 
they’ll receive in return. It’s hard to set up 
this exchange gracefully, but one effective 
approach is to start slowly, asking for a 
few pieces of low-value data that can be 
used to improve a service. Provided that 
there’s a clear link between the data col-
lected and the enhancements delivered, 
customers will become more comfortable 
sharing additional data as they grow more 
familiar with the service.
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If your company still needs another reason to pursue the data 
principles we’ve described, consider this: Countries around 
the world are clamping down on businesses’ freewheeling ap-
proach to personal data.

There is an opportunity for companies in this defining mo-
ment. They can abide by local rules only as required, or they 
can help lead the change under way. Grudging and minimal 
compliance may keep a firm out of trouble but will do little to 
gain consumers’ trust—and may even undermine it. Voluntar-
ily identifying and adopting the most stringent data privacy 
policies will inoculate a firm against legal challenges and send 
consumers an important message that helps confer competi-
tive advantage. After all, in an information economy, access to 
data is critical, and consumer trust is the key that will unlock 
it.

Advertising has us 

chasing cars and 

clothes, working jobs 

we hate, so we can 

buy shit we don’t 

need.  
 
- Fight Club
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We explain in collaboration with Anchormen what Big Data is 
and the possibilities that it holds.

Movie 1.9  What is Big Data and how does it work?



Data Laws Are Growing Fiercer

In a landmark case in September 2014, Germany ordered Goo-
gle to stop violating its Federal Telemedia Act and Federal 
Data Protection Act. Under fire was Google’s practice of com-
piling individual user data from its various services into de-
tailed user profiles without users’ consent.

Google was already facing fines from six other European coun-
tries for breaking the European Union’s rules on privacy, but 
Germany’s decision to force the company to change its prac-
tices to comply with the country’s particular data protection 
laws set a new precedent. Among the list of required meas-
ures was a directive that Google meet Germany’s stringent pri-
vacy options, in particular, providing a “right to forget” service 
through which people could remove any personal information 
they did not want online. This marked a new era for global 
web-based businesses.

As the New York Times has reported, many countries now de-
fault to Europe’s data protection rules, adopting passages 
from the EU’s strict regulations almost word for word. At the 
same time, they add regional legal interpretations. Brazil re-
quires that tech companies get direct permission from users 
before sharing their data with online advertisers and market-
ers; South Africa forbids the transmission of people’s personal 
data to countries that don’t replicate its privacy laws; and 
South Korea grants individuals the right to access at any time 
the online information that companies hold about them. The 
United States is exceptional in that its personal data laws are 
not clearly defined and not enforced by any independent gov-
erning body except in the case of data related to health care 
or minors. However, as Google’s experiences show, 

To further safeguard 

the privacy of our 

customers, T-Mobile is 

taking action to 

prosecute these online 

data brokers to the 

fullest extent permitted 

by the law. 
 
- Dave Miller
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U.S.-based companies that operate internationally may be 
forced to comply with more-stringent data laws elsewhere.

Using Humor to Teach About Data Privacy

Britain’s Channel 4 does an excellent job of educating its view-
ers about its data collection and privacy policy. On a dedi-
cated website, the TV station details the type of information 
gathered and how it’s used, and summarizes the policy in a 
short, entertaining video with comedian Alan Carr. As he dead-
pans, “We’ll ask you for your name, e-mail, and a few other de-
tails. Now, I know what you’re thinking. Why should you give 
us your name and inside-leg measurement? What will we do 
with that information?” He then explains that viewers maintain 
complete control of their data, that it will never be sold, and 
that it can be erased from the system at their request at any 
time.

The video, which has been watched millions of times, is one 
component of Channel 4’s vigorous Viewer Promise program. 
According to Steven Forde, the channel’s director of viewer re-
lationship management, these efforts have built trust and en-
couraged data sharing: Eleven million viewers have registered 
on the site. Eighty percent of them volunteer their address de-
tails, though they’re not required to, and fewer than 0.01% opt 
out of targeted advertising.

You show me a 

capitalist, and I will 

show you a 

bloodsucker. 
 
- Malcolm X
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Big Data is the next big thing in computing. This video explains 
Big Data characteristics, technologies and opportunities.

Movie 1.10  Explaining Big Data by Explaining Computers



Big Data Responsibility

With Big Data Comes Big Responsibility

by Harvard Business Review Staff

Big data and the “internet of things”—in which everyday objects can send and receive da-
ta—promise revolutionary change to management and society. But their success rests on 
an assumption: that all the data being generated by internet companies and devices scat-
tered across the planet belongs to the organizations collecting it. What if it doesn’t?

Alex “Sandy” Pentland, the Toshiba Professor of Media Arts and Sciences at MIT, sug-
gests that companies don’t own the data, and that without rules defining who does, con-
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sumers will revolt, regulators will swoop 
down, and the internet of things will fail to 
reach its potential. To avoid this, Pentland 
has proposed a set of principles and prac-
tices to define the ownership of data and 
control its flow. He calls it the New Deal on 
Data. It’s no less ambitious than it sounds. 
In this edited conversation with HBR sen-
ior editor Scott Berinato, Pentland talks 
about how the New Deal is being received 
and how it’s already working—in a little 
town in the Italian Alps.

HBR: How did you come to be concerned 
about data collection and privacy?

Pentland: In my research at the Media Lab, 
I use wearable sensor technology that 
measures tone of voice, movement, ges-
ticulation—innate behaviors—to collect 
very personal data about how people com-
municate with one another. When I started 
that work, I was impressed by the power 
of the data being generated, but I also saw 
very quickly how it could be abused.

Collectively, we now have data that could 
help green the environment, create trans-
parent government, deal with pandemics, 
and, of course, lead to better workers and 
better service for customers. But obviously 
someone or some company can abuse 
that.

And the internet of things exacerbates this 
concern?

I think so. Data is data, regardless of how 
it’s generated. If anything, the internet of 
things helps people see what they’re actu-
ally doing. When you pick up the kids, how 
fast do you drive? How much food do you 
eat in a week? How much time do you 
spend in your kitchen? In your bedroom? 
Data points like these make people feel in-
vaded. As sensors are built into more and 
more products, there’s a sense of being in-
creasingly spied on.

So when consumers become aware of data 
collection, they start to ask, “Is it really okay 
that I’m letting a company collect informa-
tion about my workouts and heart rate?”

Yes. And some consumers may decide 
they’re fine with it. But right now there’s no 
notification that people are spying on you, 
collecting data. It’s a big, ongoing battle 
among industry and regulators and con-
sumer groups: Do you have the right to 
know what people are collecting?

You believe that people do have a right to 
know. How did the idea of the New Deal on 
Data form?

I thought we needed to create a win for 
customers and citizens, a win for compa-
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nies, and a win for government. In 2008 I 
wrote a policy piece for the World Eco-
nomic Forum, which continued as a series 
of meetings and follow-up pieces. It laid 
out the power of this data, and the disaster 
scenarios, and the idea of a total reset: the 
New Deal on Data.

The term “New Deal” has historical reso-
nance and connotes huge ambition. Was 
that deliberate?

Yes—that’s exactly why I chose it. The 
original New Deal in the United States was 
a reset, and it turned out to be a pretty 
good thing for at least 50 years. It really 
changed the way people thought.

What, specifically, is the New Deal on Data?

It’s a rebalancing of the ownership of data 
in favor of the individual whose data is col-
lected. People would have the same rights 
they now have over their physical bodies 
and their money.

So it’s not just guidelines—you’re proposing 
rules under which people can control data 
about themselves?

Yes. The New Deal would give people the 
ability to see what’s being collected and 
opt out or opt in. Imagine you had a dash-
board that showed what your house 

knows about you and what it shares, and 
you could turn it off or on. Maybe there’d 
be some best practices concerning that 
data. Then people wouldn’t get so flipped 
out, because they’d know what was going 
on and why it was going on, and they 
could control it.

Transparency is key. The data being re-
corded about you will form a fairly com-
plete picture of your life. You need some-
where to store and manage it, because it’s 
very valuable when it’s together in one 
place. Seeing all the patterns of your life 
allows you to personalize medicine, per-
sonalize insurance, personalize finances. 
The question is, Who’s going to hold the 
complete picture? Some credit-rating serv-
ice? I hope not. Google? No. Is it going to 
be the individual? I hope that’s the way we 
end up going.

DANA SMITH

Are companies afraid that if they’re transpar-
ent with customers, then customers will opt 
out?

A lot of companies are afraid that this kind 
of regulation will kill their business models, 
and in some cases they may be right. 
Many telecommunications companies, for 
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instance, have tried to get permission from 
customers to share data. They’ve spent 
hundreds of millions of dollars on it and 
have gotten basically nowhere. Look what 
happened when Do Not Call became an 
option.

So some businesses may disappear, but 
that’s probably good—the economy will be 
healthier if the relationship between compa-
nies and consumers is more respectful, 
more balanced. I think that’s much more 
sustainable and will prevent disasters.

You mean real disasters, not your garden-
variety data breach?

I don’t mean just credit cards being stolen. 
I mean people selling data out the back, 
and criminals using it for some enterprise 
that affects critical systems, and people dy-
ing as a result. If that kind of disaster hap-
pened, there would be an overreaction: 
Shut it down. You’d see very strong regula-
tion passed overnight, and a lot of compa-
nies would be in deep trouble. That’s what 
I’d like to avoid, because big data and the 
internet of things can create a lot of posi-
tive change. The New Deal gives custom-
ers a stake in the new data economy; that 
will bring first greater stability and then 
eventually greater profitability as people be-
come more comfortable sharing data.

The internet of things seems to put data 
generation and collection into exponen-
tially more mission-critical systems: supply 
chains, power grids, cars, food, health 
care. As the data gets closer to our physi-
cal selves…

It already is. For example, something like 
two million people are running around with 
wireless pacemakers in them. Somebody 
can wirelessly look at your heart rate, and 
that’s already yielding great improvements 
in health care. I can also see terrible out-
comes if the owner of the heart doesn’t 
control that data.

The New Deal rebalances the ownership of 
data in favor of the individual whose data 
is collected.

Businesses are investing billions in strate-
gies that rely on unfettered access to data. 
Google bought Nest. Facebook acquired 
WhatsApp. Wearable health tech is taking 
off. These companies want to own all the 
data about consumers’ health, location, 
preferences, and behaviors.

Well, if you’re an internet company, you 
look at the New Deal on Data and you say, 
“This is nuts.” These companies are going 
to have to work hard to show their custom-
ers the value in collecting all this data. I 
was at a World Economic Forum meeting 
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where Nest was explaining what it does, 
and there was practically a revolution in 
the room. You mean Google is now going 
to know the temperature in my kitchen and 
when I went into the living room? It was 
like “Over our dead bodies!”

People are OK about sharing data if they 
believe they’ll benefit from it and it’s not go-
ing to be shared further in ways they don’t 
understand. That has shaped some of the 
legislation that’s coming out of six years of 
work on the New Deal on Data, such as 
the Consumer Privacy Bill of Rights pro-
posed by the Obama administration and 
the EU’s data protection directives. This 
kind of legislation is going to kill a lot of 
weird “Let’s collect everything about every-
body” strategies.

Those strategies may not be as good as 
the companies believe, either. I don’t think 
companies realize that the costs of a “grab 
all the data” strategy are very high. They’re 
taking on huge amounts of risk in the form 
of data breaches and damage to critical 
systems. Not only is it expensive to main-
tain security, but breaches will become in-
creasingly expensive. The FTC has made it 
very clear that it’s going to come down 
hard on them. And along with financial 
risk, there’s brand risk. Target has really suf-
fered from a breach that wasn’t even its 

fault. It just failed to catch somebody who 
was inserting a little bit of software—ac-
cessed through an HVAC system, speak-
ing of the internet of things. I think compa-
nies don’t realize that these strategies con-
tain poison that can come back and bite 
them.

Then again, if you’re in a regulated indus-
try, such as telco, or banking, or health 
care, you need a license to operate and 
you haven’t really been able to monetize 
your data. The regulator says you can’t get 
into the data business; it’s not your data. 
Regulators are now beginning to say to 
these enterprises, you can get into the 
data business if you respect the New Deal 
on Data. The key is that they have to aban-
don the trick-and-trap of internet compa-
nies’ EULAs [end-user license agreements] 
and complex terms and conditions, where 
we all have to click “I Agree.” The New 
Deal actually engages customers, which 
could be much more valuable in the long 
run, because you’re building trust. But I 
can see how for internet companies it’s a 
little scary to start down this road.

How do you answer the CEO who says, 
“Look, it’s good you’re thinking about this, 
Sandy, but you’re hampering innovation. We 
need to collect this data. We’ll figure out 
how to make it secure and make sure peo-
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ple are comfortable with what we’re collect-
ing.”

I think that’s exactly wrong. Look at the fi-
nancial industry, for instance. Starting in 
the 1800s, it was basically unregulated, 
and we had booms and busts that de-
stroyed huge swaths of the economy and 
ruined many families and communities. 
That’s where we are with personal data. 
People say personal data is the new oil of 
the internet. What they mean is that it’s a 
new asset class, a new value, a new 
money. And we don’t have the regulations 
to treat it like the value class it is. We need 
data banks. We need data auditing. We 
need them in order to avert huge disasters 
from breaches and attacks and class ac-
tion suits. The FTC has said it’s going to 
go after data collection, and the only thing 
that limits it is that it doesn’t have enough 
lawyers. But it may get more lawyers if it 
collects a lot of big fines.

Who’s going to hold the complete picture of 
your life? Some credit-rating service? Goo-
gle?

What happened when finance was regu-
lated? Less volatility, greater trust, and 
more-successful financial institutions. Peo-
ple will be more willing to share data if 
they’re confident that it’s safe to do so. 

Right now there’s lots of data you would 
never share. You’d never share the loca-
tion of your kids. You’d never share certain 
financial things you do. If this was a regu-
lated industry, you might feel comfortable 
sharing personal data.

Is there any evidence that data is like money 
in this way?

Yes. We’ve set up some safe-harbor areas 
in Europe—cities that run by different rules 
than the rest of Europe. In Trento, Italy, hun-
dreds of families are living with the New 
Deal on Data. They get notification and 
control of data generated about them. It’s 
securely shared in an auditable way. And 
guess what? These people share a lot 
more than people who don’t live under 
New Deal rules, because they trust the sys-
tem and recognize the value in sharing. Be-
ing confident about your personal data 
makes for a better economy, not a worse 
one.

Trento is a collaboration with Telecom Italia 
and Telefónica (disclosure: I sit on the advi-
sory board of Telefónica), and it is a way of 
anticipating data protection regulation in 
the EU. We’ve used software called 
openPDS, developed by my group at MIT. 
It stands for “open personal data store,” 
and it allows people to see what data com-
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panies have and to share data in a secure, 
safe way. The idea of the Trento experi-
ment is to ask how people feel about this 
way of sharing data, how they use it.

A big question is, Does an openPDS envi-
ronment generate more innovative services 
or fewer? The answer seems to be that 
you get more, because consumers have ex-
plicitly trusted you with their data, so you 
can offer services you never would have 
been able to offer before because it wasn’t 
safe. A simple example is sharing financial 
data with peers. When anonymous sharing 
is safe, you get new sorts of applications 
that rely on the trust and security of the 
openPDS platform.

Can this scale?

Absolutely. We’ve had extensive discus-
sions with companies that have hundreds 
of millions of customers, and yes, it can.

Are you hopeful the New Deal will truly come 
into being?

I’m quite hopeful, actually, because people 
are fed up. They’re cynical. If you ask what 
they worry about, identity theft comes in 
ahead of nuclear war. They don’t do much 
about it because they don’t see that they 
can do much, but the New Deal is a good, 
plausible thing we can do today. Regula-

tors believe in it. Computer scientists be-
lieve in it. Smart people who are the heads 
of tech companies think we can do this. 
They may not be in favor of it, but they 
think we can do it. It simply requires that 
creative businesspeople harness the will of 
consumers in order to construct a value 
proposition better than the current steal-
all-your-data paradigm. We’ve just got to 
push on through.
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TED Partners: Can computers think like humans and help diag-
nose problems? Eric Brown of IBM Research discusses the 
new intelligence that is going to take healthcare into smarter 
directions.

Movie 1.11  The New Era of Cognitive Computing



Humanistic Science

MOD6
CLASS DAY FIVE



Every Business Is (Or Should Be) a Social Business

by Deborah Mills-Scofield

I believe the distinction between social and non-social busi-
ness is a false dichotomy. And yet, it’s one we continually 
want to make. We talk about “social businesses” — those that 
are mission-led and focused on creating positive social 
change — and “non-social businesses” — those that focus on 
revenue and profit. Social entrepreneurs launching ventures 
may ask themselves if their business models need to be differ-
ent. Does pursuing a social purpose require something unique 
to describe and structure your business?

As someone who works with a variety of organizations in my 
roles as strategy and innovation consultant, venture capitalist, 
professor, and mentor, this question intrigues to me. To an-
swer it, I evaluated a few years worth of business models cre-
ated and implemented by clients (usually established, mature 
businesses), invested companies (early stage), entrepreneurs 
I’ve mentored, and college students starting new ventures. 
The results? I found that both social and non-social busi-
nesses focused on making sure revenues were greater than 
costs, either through selling something, raising money or get-
ting grants. The differences were more along traditional busi-
ness characteristics: virtual vs. physical product or service, 
B2B vs. B2C, etc.

That said, this initial evidence showed that social businesses 
focus more on achieving a positive impact in each of the nine 
business model elements — value proposition, customer seg-
ment, channels, relationships, key partners, key activities, key 
resources, costs and revenues — as well as the whole model. 
Many of the non-social businesses in my sample also focused 

Instead of giving 

myself reasons why I 

can’t, I give myself 

reasons why I can. 
 
- Anonymous
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on the impact of each element and interest-
ingly, they are very successful businesses 
(might there be a correlation?).

All businesses are social. All companies 
have people as customers, employees, 
and suppliers. At some point, in deciding 
which supplier to use, in engaging your 
workforce, and in getting your product into 
users’ hands, relationships with people 
matter. Improving these their experiences 
always improves the outcome for your 
company.

If a business isn’t providing valuable, mean-
ingful solutions to real customers’ prob-
lems or delivering outcomes that both 
make a positive difference in the custom-
ers’ lives and support the company’s mis-
sion, the business won’t have to worry 
about profits or outputs for long. The mar-
ket has a way of taking care of that.

The historical division between social and 
non-social business and “purpose” vs. 
“profits” is artificial and antiquated. Almost 
exactly two years ago, Michael Porter and 
Mark Kramer called for a new definition of 
capitalism — “shared value” — to unify 
this false choice. I think this is how Adam 
Smith envisioned capitalism; we just rede-
fined it to serve our purposes. In fact, our 
financial crisis in part stems from non-

social businesses divorcing impact from 
profit and the outcome will haunt us for a 
long time.

To further test what I had learned, I turned 
to business model guru and friend, Alex 
Osterwalder (I’ve used his Business Model 
Canvas since 2009 because I believe it’s 
one of the best methodologies out there). 
He has vast experience creating business 
models all over the globe, in almost every 
industry sector, and he came to the same 
conclusion: There is no significant differ-
ence in the business models themselves. 
In fact, we agreed that for-profit social busi-
nesses are a powerful way to increase im-
pact. For instance, Sun Edison’s business 
model demonstrates that increasing im-
pact doesn’t decrease profitability. One of 
Alex’s favorite businesses, PeePoople, is 
implementing a similar model to provide 
basic personal sanitation to the 2.6 billion 
people who don’t have it today. As Alex 
says, “The most amazing business models 
are those where profit and impact live in 
harmony. Business models can be de-
signed where impact doesn’t diminish reve-
nues or profit and vice versa.”

Does this answer the question about need-
ing something different for a social busi-
ness? I think so and the answer is clearly 
no. It’s time we stop talking about “social” 
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vs. “non-social” and encourage all entrepreneurs to focus on 
impact in every element of the business model as well as the 
whole. We read about companies, like Patagonia, Virgin, Ce-
mex, who profitably and purposefully balance doing well and 
doing good. If they do it, why can’t you?

There are also some quiet, under the radar companies, like 
6th generation family-held Menasha Corp in Wisconsin’s Fox 
Valley. The 164-year-old corrugated packaging firm has over 
$1B in revenue. Despite being in a commodity-driven market, 
it has experienced seven consecutive years of remarkable 
growth, even during the recession. Menasha’s plants use heat 
from the corrugators to warm the buildings; they’ve reduced 
water usage while increasing production; their culture is col-
laborative; and their people are active in their communities, 
serving on school boards, supporting art and music, and hav-
ing plain old fun in the Muscatine Great River Days boat races. 
The result is synergistic growth of a company and its commu-
nities.

By focusing on each individual business model element and 
the model’s overall impact to create outputs that support sus-
tainable outcomes, perhaps our social entrepreneurs can help 
society break down this tired, man-made wall between social 
and non-social businesses.

Communication leads 

to community; that is, 

to understanding, 

intimacy and mutual 

valuing. 
 
- Rollo May
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Collaborative Leader

Are You a Collaborative Leader?

by Herminia Ibarra and Morten T. Hansen

Watching his employees use a new social technology, Marc Benioff, the CEO of 
Salesforce.com, had an epiphany. His company had developed Chatter, a Facebook in-
spired application for companies that allows users to keep track of their colleagues and 
customers and share information and ideas. The employees had been trying it out inter-
nally, not just within their own work groups but across the entire organization. As Benioff 
read the Chatter posts, he realized that many of the people who had critical customer 
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knowledge and were adding the most 
value were not even known to the manage-
ment team.

The view into top management from the 
rank and file was just as obscure, Benioff 
knew. For instance, the company’s annual 
management off-site was coming up, and 
he could tell from talking to employees 
that they wondered about what went on be-
hind closed doors at that gathering. “They 
imagined we were dressing up in robes 
and chanting,” he says.

What could he do to bring the top tier of 
the company closer to the workforce? 
Benioff asked himself. And then it hit him: 
Let’s use Chatter to blow open the doors 
of the management off-site.

What greeted the 200 executives who at-
tended that meeting was atypical. All 
5,000 Salesforce.com employees had 
been invited to join them—virtually. Huge 
TV monitors placed throughout the meet-
ing room displayed the special Chatter fo-
rum set up for the off-site. Every manager 
received an iPod Touch, and every table 
had an iPad, which attendees could use to 
post to the forum. A video service broad-
cast the meeting in real time to all employ-
ees, who could beam in and instantane-
ously express their views on Chatter, too.

The meeting began with the standard pres-
entations. The managers watching them 
weren’t quite sure what to do. Nothing un-
usual happened at first. Finally, Benioff 
grabbed the iPad on his table and made a 
comment on Chatter, noting what he found 
interesting about what was being said and 
adding a joke to spice it up. Some in the 
room followed with a few comments, and 
then employees watching from their offices 
launched a few comments back. The snow-
ball started rolling. “Suddenly, the meeting 
went from a select group participating to 
the entire company participating,” Benioff 
says.

Comments flew. “We felt the empower-
ment in the room,” recalls Steve Gillmor, 
the head of technical media strategy.

In the end the dialogue lasted for weeks 
beyond the actual meeting. More impor-
tant, by fostering a discussion across the 
entire organization, Benioff has been able 
to better align the whole workforce around 
its mission. The event served as a catalyst 
for the creation of a more open and em-
powered culture at the company.

Like Salesforce.com’s managers and em-
ployees, businesspeople today are work-
ing more collaboratively than ever before, 
not just inside companies but also with 
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suppliers, customers, governments, and 
universities. Global virtual teams are the 
norm, not the exception. Facebook, Twit-
ter, LinkedIn, videoconferencing, and a 
host of other technologies have put con-
nectivity on steroids and enabled new 
forms of collaboration that would have 
been impossible a short while ago.

Many executives realize that they need a 
new playbook for this hyperconnected envi-
ronment. Those who climbed the corpo-
rate ladder in silos while using a “com-
mand and control” style can have a diffi-
cult time adjusting to the new realities. 
Conversely, managers who try to lead by 
consensus can quickly see decision mak-
ing and execution grind to a halt. Crafting 
the right leadership style isn’t easy.

As part of our research on top-performing 
CEOs (see “The Best-Performing CEOs in 
the World,” HBR January–February 2010), 
we’ve examined what it means to be a col-
laborative leader. We’ve discovered that it 
requires strong skills in four areas: playing 
the role of connector, attracting diverse tal-
ent, modeling collaboration at the top, and 
showing a strong hand to keep teams from 
getting mired in debate. The good news is, 
our research also suggests that these skills 
can be learned—and can help executives 

generate exceptional long-term perform-
ance.

Play Global Connector

In his best-selling book The Tipping Point, 
Malcolm Gladwell used the term “connec-
tor” to describe individuals who have 
many ties to different social worlds. It’s not 
the number of people they know that 
makes connectors significant, however; it’s 
their ability to link people, ideas, and re-
sources that wouldn’t normally bump into 
one another. In business, connectors are 
critical facilitators of collaboration.

For David Kenny, the president of Akamai 
Technologies, being a connector is one of 
the most important ways he adds value. 
He spends much of his time traveling 
around the world to meet with employees, 
partners, and customers. “I spend time 
with media owners to hear what they think 
about digital platforms, Facebook, and 
new pricing models, and with Microsoft 
leaders to get their views on cloud comput-
ing,” he says. “I’m interested in hearing 
how our clients feel about macroeconomic 
issues, the G20, and how debt will affect 
future generations.” These conversations 
lead to new strategic insights and relation-
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ships, and help Akamai develop critical ex-
ternal partnerships.

Connecting the world outside to people in-
side the company is crucial to Kenny. He 
uses a number of tactics to do this. “First, I 
check in on Foursquare often and post my 
location to Facebook and Twitter,” he says. 
“It lets employees in different Akamai loca-
tions know I’m in town so that anybody at 
any level can bring me suggestions or con-
cerns. Second, every time I go to one of 
our locations, I have lunch or coffee with 
20 to 40 people. We go around the room, 
and people ask questions on topics they 
most want to address. Often my answer is 
to connect them with others in Akamai or 
even people at other companies who have 
expertise on the topic. Third, if I see a big 
opportunity when meeting with a customer 
or colleague, I will schedule a follow-up 
visit and bring along the right experts from 
Akamai. Fourth, whenever I travel, I try to 
make room to meet with two to three peo-
ple I know in that location. Whenever possi-
ble, I bring someone else from Akamai 
with me to those meetings.”

Kenny’s networking recently resulted in an 
important strategic alliance with Ericsson. 
Akamai is now working with the mobile gi-
ant to change consumers’ internet experi-
ences on mobile devices. The partnership 

evolved out of a conversation Kenny had 
with a midlevel Ericsson executive two 
years ago at the Monaco Media Forum. “It 
really changed my idea of what Ericsson 
could be, and I saw that we were both try-
ing to solve a similar technical problem,” 
Kenny says. “Then I worked through mu-
tual friends to meet their CEO and ar-
ranged for the right people on his team to 
meet with their Akamai counterparts.”

Presidents and CEOs aren’t the only execu-
tives building bridges between their organi-
zations and the outside world nowadays. 
Take Beth Comstock, the chief marketing 
officer of General Electric. She is famous 
for her weekly “BlackBerry Beth” blog, in 
which she shares what she has learned in 
her external role for busy (and perhaps 
more internally focused) GE managers. 
The pithy and provocative blog goes out to 
thousands of GE’s sales, marketing, and 
technology leaders. In it, Comstock 
passes along interesting information that 
people might have missed, taking care to 
tie it back to challenges and opportunities 
GE faces. For example, in a recent post 
from the World Economic Forum, she re-
ported that a panel of scientists had come 
to the same conclusion that a GE survey 
had—that technology alone cannot ensure 
innovation and that more training in creativ-
ity is needed.
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“I work hard to curate information that I 
don’t believe many at GE will have heard 
and to translate information in a way that 
is relevant to our challenges,” says Com-
stock. “I probably spend half of my time im-
mersed in worlds beyond GE. I hope this 
encourages my colleagues to be more ex-
ternally focused. The message is ‘If I find it 
important to spend some of my time this 
way, maybe you will, too.’”

To connect their organizations to the wider 
world, collaborative leaders develop con-
tacts not only in the typical areas—local 
clubs, industry associations, and customer 
and supplier relations—but beyond them. 
Networking in adjacent industries, innova-
tion hot spots like Silicon Valley, or emerg-
ing economies or with people of different 
educational or ethnic backgrounds helps 
open their eyes to new business opportuni-
ties and partners. For example, Com-
stock’s external contacts in the innovation 
space led GE to NASA, with which the cor-
poration has shared insights and best prac-
tices. The two organizations have also be-
gun discussions about space technologies 
that might have applications in health care.

Engage Talent at the Periphery

Research has consistently shown that di-
verse teams produce better results, pro-
vided they are well led. The ability to bring 
together people from different back-
grounds, disciplines, cultures, and genera-
tions and leverage all they have to offer, 
therefore, is a must-have for leaders. Yet 
many companies spend inordinate 
amounts of time, money, and energy at-
tracting talented employees only to sub-
ject them to homogenizing processes that 
kill creativity. In a lot of multinational com-
panies, for example, nonnative English 
speakers are at a disadvantage. To senior 
management, they don’t sound as “leader-
like” as the Anglophones, and they end up 
getting passed over for promotions. At a 
time when innovations are increasingly 
originating in emerging markets, compa-
nies that allow this to happen lose out.

France’s Danone, one of the top perform-
ers in our research, makes sure its execu-
tives don’t encounter such obstacles. 
When all the managers worldwide get to-
gether for the company’s annual strategic 
review, many choose to present in their na-
tive tongue. Says CEO Franck Riboud: 
“We spend a fortune on interpreters so 
that being less articulate in English is not a 
barrier. Some of our executives have even 
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presented their business case in native 
dress. This helps us steal away talent from 
competitors where those who don’t speak 
perfect English get stuck.”

Reckitt Benckiser, the UK-based producer 
of home, health, and personal care prod-
ucts and another top performer in our re-
search, considers the diversity of its work-
force to be one of its competitive advan-
tages—and a key reason it has seen net in-
come grow 17% annually, on average, 
from 1999 to 2010. No nationality domi-
nates the company’s senior team. Two ex-
ecutives are Dutch, one is German, two 
are British, one is South African, two are 
Italian, and one is from India. According to 
(soon-to-retire) CEO Bart Becht: “It doesn’t 
matter whether I have a Pakistani, a Chi-
nese person, a Brit, or a Turk, man or 
woman, sitting in the same room, or 
whether I have people from sales or some-
thing else, so long as I have people with 
different experiences—because the 
chance for new ideas is much greater 
when you have people with different back-
grounds. The chance for conflict is also 
higher—and conflict is good per se, as 
long as it’s constructive and gets us to the 
best idea.”

As Becht suggests, nationality isn’t the 
only kind of diversity that matters. Re-

search on creative industries shows that 
the collaborations that are most successful 
(whether in terms of patent citation, critical 
acclaim, or financial return) include both ex-
perienced people and newcomers and 
bring together people who haven’t worked 
with one another before. Leaders need to 
make a concerted effort to promote this 
mix: Left to their own devices, people will 
choose to collaborate with others they 
know well or who have similar back-
grounds. Static groups breed insularity, 
which can be deadly for innovation. 
Nokia’s former executive team, for exam-
ple, was 100% Finnish and had worked 
closely together for more than a decade. 
Many believe homogeneity explains why 
the team failed to see the smartphone 
threat emerging from Silicon Valley.

Left to their own devices, people will choose 
to collaborate with others they know well—
which can be deadly for innovation.

Collaborative leaders ensure that teams 
stay fresh via periodic infusions of new 
players. Including employees from Genera-
tion Y—those born from the mid-1970s to 
the early 2000s, who have grown up shar-
ing knowledge and opinions online—is an-
other obvious way to enliven collabora-
tions. A number of leading companies 
have begun using technology to harness 
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G e n Y i d e a s a n d p e r s p e c t i v e s . 
Salesforce.com, as we have seen, brought 
them in from the periphery by using Chat-
ter to open its management off-site to all 
staff. At India’s HCL, employees through-
out the company join virtual conversations 
on topics that are important to them, and 
CEO Vineet Nayar reaches out personally 
through a popular blog that allows him to 
interact with a broad cross section of em-
ployees. In a market where the competi-
tion for engineering talent is fierce, the abil-
ity to attract the best and brightest helped 
HCL grow 30% annually from 2008 to 
2010.

Collaborate at the Top First

It’s not enough for leaders to spot collabo-
rative opportunities and attract the best tal-
ent to them. They must also set the tone 
by being good collaborators themselves. 
All too often, efforts to collaborate in the 
middle are sabotaged by political games 
and turf battles higher up in the organiza-
tion. Consider that Microsoft, according to 
a former company executive writing in the 
New York Times last year, developed a vi-
able tablet computer more than a decade 
ago but failed to preempt Apple’s smash 

hit because competing Microsoft divisions 
conspired to kill the project.

Part of the problem is that many leader-
ship teams, composed of the CEO and his 
or her direct reports, actually don’t operate 
as teams. Each member runs his or her 
own region, function, or product or service 
category, without much responsibility—or 
incentive—for aligning the organization’s 
various projects and operations into a co-
herent whole.

At Brazil’s Natura Cosméticos, CEO Ales-
sandro Carlucci has instituted a compre-
hensive “engagement process” that pro-
motes a collaborative mind-set at all levels 
and has helped the firm win a top spot on 
Fortune’s list of best companies for lead-
ers. The process was implemented after 
Natura’s highly successful IPO in 2004, 
when competing agendas among the sen-
ior managers began to threaten the com-
pany’s prospects. Carlucci decided he 
needed to reorganize the executive com-
mittee to unify its members around com-
mon goals and stop the power struggles. 
He asked the members of the top team to 
make a commitment to self-development 
as part of their stewardship of the com-
pany.
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Each executive embarked on a “personal 
journey” with an external coach, who met 
with everyone individually and with the 
team as a group. “It is a different type of 
coaching,” Carlucci explains. “It’s not just 
talking to your boss or subordinates but 
talking about a person’s life history, with 
their families; it is more holistic, broader, 
integrating all the different roles of a hu-
man being.”

Roberto Pedote, Natura’s senior vice presi-
dent for finance, IT, and legal affairs, adds: 
“I think that the main point is that we are 
making ourselves vulnerable, showing that 
we are not supermen, that we have fail-
ures; that we are afraid of some things and 
we don’t have all the answers.”

Since the engagement process was 
adopted, Natura’s executives have be-
come much better at teaming up on efforts 
to improve the business, which grew by 
21% in 2010. The collaborative mind-set 
at the top has cascaded down to the rest 
of the organization, and the process has 
been rolled out to all the company’s man-
agers.

If leaders are to encourage more innova-
tion through partnerships across sectors 
and with suppliers, customers, and con-
sumers, they need to stop relying heavily 

on short-term performance indicators. Ac-
cording to the psychologist Carol Dweck, 
people are driven to do tasks by either per-
formance or learning goals. When perform-
ance goals dominate an environment, peo-
ple are motivated to show others that they 
have a valued attribute, such as intelli-
gence or leadership. When learning goals 
dominate, they are motivated to develop 
the attribute. Performance goals, she 
finds, induce people to favor tasks that will 
make them look good over tasks that will 
help them learn. A shift toward learning 
goals will make managers more open to ex-
ploring opportunities to acquire knowledge 
from others.

At HCL, CEO Vineet Nayar demonstrated 
his commitment to collaboration by adopt-
ing a radically different 360-degree evalua-
tion for his top managers—one that invited 
a wide range of employees to weigh in. Al-
though the company had done 360-degree 
reviews before, each manager had been as-
sessed by a relatively small number of peo-
ple, mostly within the manager’s immedi-
ate span of control. As Nayar recalls in his 
book Employees First, Customers Second 
(Harvard Business Review Press, 2010), 
“most of the respondents operated within 
the same area as the person they were 
evaluating. This reinforced the boundaries 
between the parts of the pyramid. But we 
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were trying to change all that. We wanted 
to encourage people to operate across 
these boundaries.” Nayar set the tone by 
posting his own 360 degree evaluation on 
the web. Once executives got used to the 
new transparency, the 360-degree reviews 
were expanded to a broader group. A new 
feature, “Happy Feet,” was added, allow-
ing all employees whom a manager might 
affect or influence to evaluate that mana-
ger—regardless of their reporting relation-
ship.

Depoliticizing senior management so that 
executives are rewarded for collaborating 
rather than promoting their individual agen-
das is an absolute essential. At Reckitt 
Benckiser, there’s little tolerance for poli-
tics. Says Bart Becht: “We go out of our 
way to make sure that politics get eradi-
cated, because I think they’re very bad for 
an organization. I think they’re poison, to 
be honest with you.” Becht’s direct, no-
nonsense style and the expectation that 
people should openly disagree with one an-
other in meetings also help keep politics to 
a minimum, allowing real teamwork to take 
hold.

Show a Strong Hand

Once leaders start getting employees to 
collaborate, they face a different problem: 
overdoing it. Too often people will try to col-
laborate on everything and wind up in end-
less meetings, debating ideas and strug-
gling to find consensus. They can’t reach 
decisions and execute quickly. Collabora-
tion becomes not the oil greasing the 
wheel but the sand grinding it to a halt.

When people try to collaborate on every-
thing, they can wind up in endless meetings, 
debating ideas and struggling to find consen-
sus.

Effective collaborative leaders assume a 
strong role directing teams. They maintain 
agility by forming and disbanding them as 
opportunities come and go—in much the 
same way that Hollywood producers, direc-
tors, actors, writers, and technicians estab-
lish teams for the life of movie projects. 
Collaborative efforts are highly fluid and 
not confined to company silos.

Effective leaders also assign clear decision 
rights and responsibilities, so that at the ap-
propriate point someone can end the dis-
cussion and make a final call. Although 
constructive confrontation and tempered 
disagreements are encouraged, battles 
aren’t left raging on. This is exactly how 
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things work at Reckitt Benckiser. When 
teams meet, people know that it is OK—in 
fact expected—to propose ideas and chal-
lenge one another. They debate loudly and 
furiously until the best idea wins. If no obvi-
ous agreement is reached in time, the per-
son chairing the meeting normally makes a 
decision and the rest of the group falls in 
line. This ensures vigorous debate but 
clear decisions and quick action—diversity 
in counsel, unity in command, as Cyrus 
the Great once said.

Loosening Control Without Losing Con-
trol

In the old world of silos and solo players, 
leaders had access to everything they 
needed under one roof, and a command-
and-control style served them well. But 
things have changed: The world has be-
come much more interconnected, and if ex-
ecutives don’t know how to tap into the 
power of those connections, they’ll be left 
behind.

Leaders today must be able to harness 
ideas, people, and resources from across 
boundaries of all kinds. That requires rein-
venting their talent strategies and building 
strong connections both inside and out-
side their organizations. To get all the dis-
parate players to work together effectively, 
they also need to know when to wield influ-
ence rather than authority to move things 
forward, and when to halt unproductive dis-
cussions, squash politicking, and make fi-
nal calls.

Differences in convictions, cultural values, 
and operating norms inevitably add com-
plexity to collaborative efforts. But they 
also make them richer, more innovative, 
and more valuable. Getting that value is 
the heart of collaborative leadership.
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Taking Your Collaborative Pulse

Play Global Connector

• Do you attend conferences outside your 
professional specialty?

• Are you part of a global network like 
Young Presidents’ Organization?

• Do you regularly blog or e-mail employ-
ees about trends, ideas, and people you 
encounter outside your organization?

• How often do you meet with parties out-
side your company (competitors, con-
sumers, government officials, university 
contacts, and so on) who are not directly 
relevant to your immediate job demands 
or current operations?

• Are you on the board of any outside or-
ganizations?

Engage Talent at the Periphery

• How diverse is your immediate team in 
terms of nationality? Gender? Age?

• How much time do you spend outside 
your home country?

• Have you visited your emerging markets 
this year?

• Does your network include people in 
their twenties (who aren’t your kids)?

Collaborate at the Top First

• Do members of your team have any joint 
responsibilities beyond their individual 
goals?

• Does the compensation of your direct re-
ports depend on any collective goals or 
reflect any collective responsibilities?

• What specifically have you done to eradi-
cate power struggles within your team?

• Do your direct reports have both perform-
ance and learning goals?

Show a Strong Hand

• Have you killed any collaboration pro-
jects in the past six months?

• Do you manage dynamically—forming 
and disbanding teams quickly as opportu-
nities arise?

• Do the right people in your organization 
know they can “close” a discussion and 
make a decision?

• Does your team debate ideas vigorously 
but then unite behind decisions made?
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Collaboration Does Not Equal Consensus

Collaborative leadership is the capacity to engage people and 
groups outside one’s formal control and inspire them to work 
toward common goals—despite differences in convictions, cul-
tural values, and operating norms.

Most people understand intuitively that collaborative leader-
ship is the opposite of the old command-and-control model, 
but the differences with a consensus-based approach are 
more nuanced. Below are some helpful distinctions between 
the three leadership styles.

A consensus means 

that everyone agrees 

to say collectively what 

no on believes 

individually. 
 
- Abba Eban
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Internet pioneer Jaron Lanier argues that free technologies like 
Facebook come with a hidden and heavy cost -- the livelihoods 
of their consumers.

Movie 2.1  Jaron Lanier: Why Facebook Isn't Free



Think Differently

How Great Companies Think Differently

by Rosabeth Moss Kanter

It’s time that beliefs and theories about business catch up with the way great companies 
operate and how they see their role in the world today. Traditionally, economists and finan-
ciers have argued that the sole purpose of business is to make money—the more the bet-
ter. That conveniently narrow image, deeply embedded in the American capitalist system, 
molds the actions of most corporations, constraining them to focus on maximizing short-
term profits and delivering returns to shareholders. Their decisions are expressed in finan-
cial terms.
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I say convenient because this lopsided 
logic forces companies to blank out the 
fact that they command enormous re-
sources that influence the world for better 
or worse and that their strategies shape 
the lives of the employees, partners, and 
consumers on whom they depend. Above 
all, the traditional view of business doesn’t 
capture the way great companies think 
their way to success. Those firms believe 
that business is an intrinsic part of society, 
and they acknowledge that, like family, gov-
ernment, and religion, it has been one of 
society’s pillars since the dawn of the in-
dustrial era. Great companies work to 
make money, of course, but in their 
choices of how to do so, they think about 
building enduring institutions. They invest 
in the future while being aware of the need 
to build people and society.

In this article, I turn the spotlight on this 
very different logic—a social or institutional 
logic—which lies behind the practices of 
many widely admired, high-performing, 
and enduring companies. In those firms, 
society and people are not afterthoughts 
or inputs to be used and discarded but are 
core to their purpose. My continuing field 
research on admired and financially suc-
cessful companies in more than 20 coun-
tries on four continents is the basis for my 

thinking about the role of institutional logic 
in business.

Institutional logic holds that companies are 
more than instruments for generating 
money; they are also vehicles for accom-
plishing societal purposes and for provid-
ing meaningful livelihoods for those who 
work in them. According to this school of 
thought, the value that a company creates 
should be measured not just in terms of 
short-term profits or paychecks but also in 
terms of how it sustains the conditions 
that allow it to flourish over time. These 
corporate leaders deliver more than just fi-
nancial returns; they also build enduring in-
stitutions.

Rather than viewing organizational proc-
esses as ways of extracting more eco-
nomic value, great companies create 
frameworks that use societal value and hu-
man values as decision-making criteria. 
They believe that corporations have a pur-
pose and meet stakeholders’ needs in 
many ways: by producing goods and serv-
ices that improve the lives of users; by pro-
viding jobs and enhancing workers’ quality 
of life; by developing a strong network of 
suppliers and business partners; and by en-
suring financial viability, which provides re-
sources for improvements, innovations, 
and returns to investors.
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In developing an institutional perspective, 
corporate leaders internalize what econo-
mists have usually regarded as externali-
ties and define a firm around its purpose 
and values. They undertake actions that 
produce societal value—whether or not 
those actions are tied to the core functions 
of making and selling goods and services. 
Whereas the aim of financial logic is to 
maximize the returns on capital, be it share-
holder or owner value, the thrust of institu-
tional logic is to balance public interest 
with financial returns.

Institutional logic should be aligned with 
economic logic but need not be subordi-
nate to it. For example, all companies re-
quire capital to carry out business activi-
ties and sustain themselves. However, at 
great companies profit is not the sole end; 
rather, it is a way of ensuring that returns 
will continue. The institutional view of the 
firm is thus no more idealized than is the 
profit-maximizing view. Well-established 
practices, such as R&D and marketing, 
cannot be tied to profits in the short or 
long runs, yet analysts applaud them. If 
companies are to serve a purpose beyond 
their business portfolios, CEOs must ex-
pand their investments to include em-
ployee empowerment, emotional engage-
ment, values-based leadership, and re-
lated societal contributions.

Business history provides numerous exam-
ples of industrialists who developed endur-
ing corporations that also created social 
institutions. The Houghton family estab-
lished Corning Glass and the town of Corn-
ing, New York, for instance. The Tata family 
established one of India’s leading conglom-
erates and the steel city of Jamshedpur, 
Jharkhand. That style of corporate respon-
sibility for society fell out of fashion as eco-
nomic logic and shareholder capitalism 
came to dominate assumptions about busi-
ness and corporations became detached 
from particular places. In today’s global 
world, however, companies must think dif-
ferently.

Globalization increases the speed of 
change; more competitors from more 
places produce surprises and shocks. An 
intensely competitive global economy 
places a high premium on innovation, 
which depends on human imagination, mo-
tivation, and collaboration. Global mergers 
and acquisitions add further complexity, 
with their success resting on how effec-
tively the organizations are integrated. 
Moreover, seeking legitimacy or public ap-
proval by aligning corporate objectives 
with social values has become a business 
imperative. Corporations that cross bor-
ders face questions of cultural fit and local 
appropriateness; they must gain approval 
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from governmental authorities, opinion 
leaders, and members of the public wher-
ever they operate. Their employees are 
both internal actors and the company’s rep-
resentatives in the external community.

Only if leaders think of themselves as build-
ers of social institutions can they master 
today’s changes and challenges. I believe 
that institutional logic should take its place 
alongside economic or financial logic as a 
guiding principle in research, analysis, edu-
cation, policy, and managerial decision 
making. In the following pages, I will de-
scribe six ways in which great companies 
use institutional logic, how it gives them an 
advantage, and how the perspective can 
radically change leadership and corporate 
behavior.

A Common Purpose

Conceiving of the firm as a social institu-
tion serves as a buffer against uncertainty 
and change by providing corporations with 
a coherent identity.

As companies grow, acquire, and divest, 
the business mix changes frequently and 
job roles often vary across countries. So 
what exactly gives a company a coherent 
identity? Where are the sources of cer-

tainty that permit people to take action in 
an uncertain world? Purpose and val-
ues—not the widgets made—are at the 
core of an organization’s identity, and they 
can guide people in their efforts to find 
new widgets that serve society.

Consider the Mahindra Group, an $11 bil-
lion multibusiness company based in Mum-
bai that employs 117,000 people in 100 
countries. Like many emerging-market en-
terprises, the Mahindra Group operates in 
many industries, including automobiles, fi-
nance, IT, and several dozen others. And 
like the great companies, it invests in creat-
ing a culture based on a common purpose 
to provide coherence amidst diversity, pro-
claiming that it is “many companies united 
by a common purpose—to enable people 
to rise.”

Great companies identify something larger 
than transactions to provide purpose and 
meaning.

Globalization detaches organizations from 
one specific society but at the same time 
requires that companies internalize the 
needs of many societies. Establishing clear 
institutional values can help resolve this 
complex issue. For example, PepsiCo has 
made health a big part of its aspiration to 
achieve Performance with Purpose. Nutri-

152



tion, environmental responsibility, and tal-
ent retention are pillars supporting the slo-
gan. Performance with Purpose provides 
strategic direction and motivation for di-
verse lines of business in many countries. 
It requires a gradual shift of resources from 
“fun for you” to “better for you” to “good 
for you,” in PepsiCo parlance. It provides a 
rationale for acquisitions and investments. 
It is the logic behind the creation of a new 
organizational unit, the Global Nutrition 
Group, and new corporate roles, such as 
chief global health officer. It guides a quest 
to reduce or eliminate sugar and sodium in 
foods and beverages. Above all, it pro-
vides an identity for the people who work 
for PepsiCo all over the world.

Leaders can compensate for business un-
certainty through institutional grounding. 
Great companies identify something larger 
than transactions or business portfolios to 
provide purpose and meaning. Meaning 
making is a central function of leaders, and 
purpose gives coherence to the organiza-
tion. Institutional grounding involves efforts 
to build and reinforce organizational cul-
ture, but it is more than that. Culture is of-
ten a by-product of past actions, a pas-
sively generated outgrowth of history. Insti-
tutional grounding is an investment in ac-
tivities and relationships that may not im-
mediately create a direct road to business 

results but that reflect the values the institu-
tion stands for and how it will endure.

Institutional grounding can separate the 
survivors from those subsumed by global 
change. A sense of purpose infuses mean-
ing into an organization, “institutionalizing” 
the company as a fixture in society and 
providing continuity between the past and 
the future. The name can change, but the 
identity and purpose will live on. In 2007, 
Spain’s Grupo Santander acquired Brazil’s 
Banco Real and folded it into its Brazilian 
assets. But Banco Real’s spirit involved 
much more than its financial assets. Its 
then-CEO Fabio Barbosa was put in 
charge of creating the combined entity, 
Santander Brazil. Although the new organi-
zation faced pressure to increase branch 
profitability, under Barbosa’s leadership 
Banco Real’s focus on social and environ-
mental responsibility, along with its private 
banking model, were infused throughout 
Santander Brazil and the parent.

Successful mergers are noteworthy for 
their emphasis on values and culture. 
When the merger of two Swiss pharmaceu-
tical companies formed Novartis in 1996, 
CEO Daniel Vasella wanted the new com-
pany’s mission to be globally meaningful 
and central to the integration and growth 
strategy. The question was how to provide 
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employees with a tangible experience that 
reflected those values. When I floated the 
idea of a global day of community serv-
ice—unheard of in Europe at that ti-
me—Novartis agreed. The company al-
lowed each country organization to deter-
mine how it wanted to serve local commu-
nities, based on its interpretation of what 
the two histories and one future would sug-
gest. The day of service has become an an-
nual Novartis event, held on the merger’s 
anniversary.

Affirming purpose and values through serv-
ice is a regular part of how great compa-
nies express their identities. In June 2011, 
IBM celebrated its 100th anniversary by of-
fering service to the world. Over 300,000 
IBMers signed up to perform 2.6 million 
hours of service on a global service day. 
They contributed training and access to 
software tools, many of them developed 
specially for the occasion, to schools, gov-
ernmental agencies, and NGOs. Projects 
included training on privacy and antibully-
ing in 100 schools in Germany; a new web-
site developed in India for the visually im-
paired, with a launch at 50 locations; and 
access to small-business resources for 
women entrepreneurs in the United States. 
The company gave the tools away, even in 
cases where the software could form the 
basis for commercial products, to demon-

strate IBM’s commitment to being a con-
tributor to society.

A Long-Term Focus

Thinking of the firm as a social institution 
generates a long-term perspective that 
can justify any short-term financial sacri-
fices required to achieve the corporate pur-
pose and to endure over time.

Keeping a company alive requires re-
sources, so financial logic demands atten-
tion to the numbers. However, great com-
panies are willing to sacrifice short-term fi-
nancial opportunities if they are incompati-
ble with institutional values. Those values 
guide matters central to the company’s 
identity and reputation such as product 
quality, the nature of the customers 
served, and by-products of the manufactur-
ing process. Banco Real, for instance, cre-
ated a screening process to assess poten-
tial customers’ societal standards as well 
as their financial standing. The bank was 
willing to walk away from those that did 
not meet its tests of environmental and so-
cial responsibility. This short-term sacrifice 
was prudent risk management for the 
longer term.
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Companies using institutional logic are of-
ten willing to invest in the human side of 
the organization—investments that cannot 
be justified by immediate financial returns 
but that help create sustainable institu-
tions. In South Korea, after the Asian finan-
cial crisis of the late 1990s, Shinhan Bank 
set out to acquire Chohung Bank, a larger 
and older bank that the government had 
bailed out. The moment the acquisition 
was announced, 3,500 male employees of 
a Chohung Bank union, whose ranks ex-
tended to management levels, shaved 
their heads in protest and piled the hair in 
front of Shinhan’s headquarters in down-
town Seoul. The acquirer then had to de-
cide whether to go ahead with the acquisi-
tion and, if it did so, what it ought to do 
about Chohung’s employees.

Shinhan’s leaders applied institutional 
logic. They negotiated an agreement with 
the Chohung union, deferring formal inte-
gration for three years, giving equal repre-
sentation to both Shinhan and Chohung 
managers on a new management commit-
tee, and increasing the salary of Chohung 
employees to match the higher wages of 
Shinhan employees. The acquirer also 
handed out 3,500 caps to cover the heads 
of the protestors. Shinhan invested heavily 
in what it called “emotional integration,” 
holding a series of retreats and confer-

ences intended not only to spread strate-
gic and operational information but also to 
foster social bonding and a feeling of be-
ing “one bank.” According to financial 
logic, the acquirer was wasting money. In 
terms of Shinhan’s institutional logic, the 
investments were an essential part of se-
curing the future.

The result: Within 18 months, Shinhan had 
grown both banks’ customer bases, and 
the Chohung union was having a hard time 
fomenting discontent against the benign 
acquirer. Although a formal merger 
wouldn’t occur for another year and a half, 
Shinhan and Chohung employees were 
working together on task forces and dis-
cussing best practices, and ideas were 
spreading that began to make the 
branches look more similar. Employees 
were, in essence, self-organizing. By the 
third year, when formal integration took 
place, Shinhan was outperforming not only 
the banking industry but also the South Ko-
rean stock market.

Emotional Engagement

The transmission of institutional values can 
evoke positive emotions, stimulate motiva-
tion, and propel self-regulation or peer 
regulation.
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Utilitarian rationality is not the only force 
governing corporate performance and be-
havior inside organizations; emotions play 
a major role, too. Moods are contagious, 
and they can affect such issues as absen-
teeism, health, and levels of effort and en-
ergy. People influence one another, and in 
doing so they either increase or decrease 
others’ performance levels, as my study of 
teams and organizations on winning and 
losing streaks reveals (see my book Confi-
dence, Crown, 2004). Well-understood val-
ues and principles can be a source of emo-
tional appeal, which can increase em-
ployee engagement. Having a statement of 
values has become common, so the issue 
is not whether a set of words called “val-
ues” exists somewhere in the company. Ad-
hering to institutional logic makes the regu-
lar articulation of values core to the com-
pany’s work. The CEOs of companies I 
studied, whether headquartered in the 
U.S., Mexico, the UK, India, or Japan, allo-
cated considerable resources and their 
own time to breathing new life into long-
standing values statements, engaging man-
agers at many levels in the institutional 
task of communicating values. The point 
was not the words themselves but the 
process of nurturing a dialogue that would 
keep social purpose at the forefront of eve-
ryone’s mind and ensure that employees 

use the organizational values as a guide 
for business decisions.

As a Procter & Gamble executive, Robert 
McDonald had long believed that the com-
pany’s Purpose, Values, and Principles 
was a cornerstone of its culture, evoking 
strong emotions in employees and giving 
meaning to the company’s brands. Within 
a month of becoming CEO in 2010, he ele-
vated the purpose—improving the lives of 
the world’s consumers—into a business 
strategy: improving more lives in more 
places more completely.

In P&G West Africa, for instance, every em-
ployee has a quantitatively measurable 
purpose-driven goal: How many more lives 
have I touched this year? So P&G West Af-
rica’s Baby Care Group set up Pampers 
mobile clinics to reduce high rates of infant 
mortality and help babies thrive. A physi-
cian and two nurses travel the region in a 
van, teaching postnatal care, examining ba-
bies, and referring mothers to hospitals for 
follow-ups or immunization shots. They 
also register mothers for mVillage, a text--
message service (many of the poor in West 
Africa have cell phones) that offers health 
tips and the chance to ask questions of 
health care professionals. At the end of 
each mobile clinic visit, everyone gets two 
Pampers diapers. The emotional tugs for 
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P&G employees are strong; they feel in-
spired by the fact that their product is at 
the center of a mission to save lives. They 
also feel proud that Pampers’ sales have 
soared and that West Africa is among 
P&G’s fastest-growing markets.

In companies that think of themselves as 
social institutions, work is emotionally com-
pelling and meaning resides in the organi-
zation as a whole rather than in a less sus-
tainable cult of personality. Top leaders ex-
emplify and communicate the company’s 
purpose and values, but everyone owns 
them, and the values become embedded 
in tasks, goals, and performance stan-
dards. Rather than depending on charis-
matic figures, great companies “routinize” 
charisma so that it spreads throughout the 
organization.

Partnering with the Public

The need to cross borders and sectors to 
tap new business opportunities must be 
accompanied by concern for public issues 
beyond the boundaries of the firm, requir-
ing the formation of public-private partner-
ships in which executives consider societal 
interests along with their business inter-
ests.

One paradox of globalization is that it can 
increase the need for local connections. To 
thrive in diverse geographies and political 
jurisdictions, companies must build a base 
of relationships in each country with gov-
ernment officials and public intermediaries 
as well as suppliers and customers. Only 
by doing so can companies ensure that 
agendas are aligned even as circum-
stances—and public officials—keep chang-
ing. Those external stakeholders are inter-
ested as much in the corporations’ contri-
butions to the local community as they are 
in their transactional capabilities. At the 
same time, great companies want both an 
extended family of enduring relationships 
and a seat at the table on policy matters 
affecting their business.

Public-private partnerships to address so-
cietal needs are growing in number and im-
portance, and are especially prevalent 
among enterprises that think institutionally. 
Partnerships can take many forms: Interna-
tional activities, conducted in collaboration 
with the United Nations and other global 
organizations (such as Procter & Gamble’s 
Children’s Safe Drinking Water program 
with UNICEF and several NGOs); large do-
mestic projects, undertaken in collabora-
tion with government ministries and devel-
opment agencies (PepsiCo’s agricultural 
projects in Mexico with the Inter-American 
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Development Bank, for example); product 
or service development to address unmet 
societal needs (for instance, P&G’s link-
ages with public hospitals in West Africa); 
or short-term volunteer efforts (IBM’s work 
following the Asian tsunami, Hurricane Ka-
trina, and earthquakes in China and Japan 
to provide software to track relief supplies 
and reunite families).

In companies that adhere to an institu-
tional logic, executives cultivate relation-
ships with public officials neither as a quid 
pro quo nor to push through particular 
deals. Rather, they seek to understand and 
contribute to the public agenda even as 
they influence it. For example, PepsiCo’s 
chief global health officer, who came from 
the World Health Organization, is planning 
a cross-sector project to reduce childhood 
obesity. IBM’s CEO, Samuel Palmisano, cir-
cumnavigates the globe six or seven times 
a year to meet with national and regional 
officials, discussing how IBM can help 
their countries achieve their goals. This is 
not sales or marketing; it’s a high-level con-
versation to demonstrate the company’s 
commitment to furthering the development 
of the countries it operates in. Such en-
gagement at the top helps other IBM lead-
ers get a seat at the table when discus-
sions about the country’s future take 
place.

Institution building requires the efforts of 
many people. The more interested that top 
leaders are in external relations, the more 
likely they are to involve others and to re-
ward them for building relationships with 
the nation and community. Although rela-
tively few people might hold formal respon-
sibility for these external interfaces, a great 
many might perform institutional work by 
volunteering, attending public meetings, 
and participating in community service. 
Such activity projects a sense of authentic 
motivation. Community building is not a 
hard sell for people native to an area or for 
long-term residents; there is an emotional 
pull of place that makes such work desir-
able. For others whose careers take them 
across geographies, this work is a way to 
connect their organizational roles with the 
places they now live, making them feel 
more rooted.

When leaders come to see themselves as 
having societal purpose, they can choose 
to get involved at local, national, and even 
global levels. A few years ago, the head of 
IBM Greater China organized a personal 
diplomatic mission to Washington, meet-
ing with White House officials and U.S. poli-
ticians to discuss the impact of China’s 
emergence as an economic superpower. 
He had a desire to see both nations thrive 
and believed that his role in a global com-
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pany afforded him a unique perspective. 
After retiring in 2009, he remained an IBM 
“super alum,” in company parlance, and 
was supported by IBM in attending a ma-
jor U.S. university for a year, with the com-
pany’s support, to learn about health care. 
At the end of 2010, he returned to China 
and launched an initiative with a Chinese 
government institute to develop an IT-
enabled evidence base for traditional Chi-
nese medicine that will build on IBM ties.

Innovation

Articulating a purpose broader than mak-
ing money can guide strategies and ac-
tions, open new sources for innovation, 
and help people express corporate and 
personal values in their everyday work.

Companies’ claims that they serve society 
become credible when leaders allocate 
time, talent, and resources to national or 
community projects without seeking imme-
diate returns and when they encourage 
people from one country to serve another. 
IBM’s Corporate Service Corp, for in-
stance, develops future leaders by sending 
diverse teams of the company’s best talent 
on monthlong projects around the world. 
The attention placed on social needs often 
generates ideas that lead to innovations. 

For Cemex, operating by institutional logic 
and considering unmet societal needs pro-
duced innovations such as antibacterial 
concrete, which is particularly important 
for hospitals and farms; water-resistant 
concrete, useful in flood-prone areas; and 
road surface material derived from old 
tires, desirable in countries that are build-
ing roads rapidly. An idea from Egypt for 
saltwater-resistant concrete, helpful for har-
bor and marine applications, became a 
product launched in the Philippines.

Companies’ claims that they serve society 
gain credence when they allocate resources 
to community projects without seeking imme-
diate returns.

Institution building helps connect partners 
across an ecosystem, producing business 
model innovation. Cemex started Constru-
rama, a distribution program for small hard-
ware stores, in 2001 as a response to com-
petition from Home Depot and Lowe’s, 
which were then entering Latin America. 
Construrama offers the small stores train-
ing, support, a strong brand, and easy ac-
cess to products. In accordance with its 
values, Cemex sought dealers who were 
trusted in their communities, rejecting can-
didates whose business tactics didn’t 
meet the company’s ethics standards. Ce-
mex owns the Construrama brand and han-
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dles promotions but doesn’t charge dis-
tributors, operate stores, or have decision-
making authority. It requires, however, that 
stores meet its service standards. Among 
those is participation in community-
building philanthropic endeavors—expand-
ing an orphanage or improving a school, 
for instance. By the mid-2000s, Constru-
rama had opened enough stores to qualify 
as a large retail chain in Latin America and 
was expanding into other developing coun-
tries.

Creating opportunities for individuals to 
use company resources to serve society 
furthers institution-building goals. Novartis 
employees serve in hospitals, where they 
see firsthand the challenges of disease 
and how their drugs are used. In 2011, 
P&G employees set out in Tide Loads of 
Hope vans to visit communities in the 
southern U.S. ravaged by floods. In the mo-
bile Laundromats, managers and other pro-
fessionals washed and folded clothes for 
local people, getting to know them and 
their circumstances. These kinds of interac-
tions express corporate values and pro-
duce valuable learning, too.

Self-Organization

Great companies assume they can trust 
people and can rely on relationships, not 
just rules and structures. They are more 
likely to treat employees as self-determin-
ing professionals who coordinate and inte-
grate activities by self-organizing and gen-
erating new ideas.

Institutional logic holds that people are not 
paycheck-hungry shirkers who want to do 
the bare minimum, nor are they robots that 
can be ordered to produce high perform-
ance. Instead, employees make their own 
choices about which ideas to surface, how 
much effort to put into them, and where 
they might contribute beyond their day 
jobs. Resource allocation is thus deter-
mined not only by formal strategies and 
budgetary processes but also by the infor-
mal relationships, spontaneous actions, 
and preferences of people at all levels.

Fully understanding a company requires 
knowledge of its social structure and infor-
mal networks, and optimizing performance 
requires social investments. At Shinhan 
Bank, the two banks self-integrated 
through social bonds and relationships 
well in advance of the three-year mark 
when official integration was to take place. 
The new connections manifested in such 
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actions as each bank’s voluntarily hanging 
the other’s banner in its headquarters. At 
Procter & Gamble, managers in Brazil 
turned strategic and organizational tradi-
tions on their head to develop low-cost, 
high-quality alternatives to premium prod-
ucts. They undertook this risky initiative on 
their own and self-organized to ensure 
closer cross-functional teamwork and part-
nerships with customers. They felt that 
they had an obligation to improve the lives 
of consumers who could not afford pre-
mium products. Similar institutional logic 
led the P&G Himalaya team, a global 
cross-functional group, to find ways to 
make Gillette razors affordable and desir-
able to men often bloodied by barbers us-
ing rusty or worn-out blades.

Articulating a purpose broader than making 
money can open new sources for innova-
tion.

Managers in great companies understand 
that formal structures can be too general 
or too rigid to accommodate multidirec-
tional pathways for resource and idea 
flows. Rigidity stifles innovation. Informal, 
self-organizing, shape-changing, and tem-
porary networks are more flexible and can 
make connections between people or con-
nect bundles of resources more quickly. 
Employees’ formal roles come to resemble 

the home base from which they are con-
tinuously mobile as they carry out daily 
tasks and projects, develop work relation-
ships, and participate in team or group ac-
tivities. Matrix organizations—in which indi-
viduals report to two or more bosses de-
pending on the different dimensions of 
their tasks—become what I dub a matrix 
on steroids. People are accountable along 
many dimensions simultaneously, attend-
ing to multiple projects and using their net-
works to assemble resources for all those 
projects, often without going through a de-
cision-making hierarchy.

Although there is a drudgery and confine-
ment component to many jobs—plenty of 
Cemex employees work in factories, Shin-
han’s banks have tellers stuck behind 
counters, and every company has stay-at-
desk support staff—trusting people to 
make choices about where, when, and 
with whom they should work makes jobs 
more engaging. For example, on any given 
day about 40% of IBMers in the U.S. do 
not go to an IBM office. They work at 
home or at customer sites, moving be-
tween locations and taking vacations at 
times of their choosing. IBM’s work-at-
home programs, such as the one started in 
Japan in 2001, have caught the attention 
of governments interested in keeping 
women with technical degrees in the work-
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force. In some cases, IBM offers allow-
ances to support infrastructure in the 
home, which has enabled a Harvard gradu-
ate working in India to combine project 
work with child-rearing, for instance, and a 
software manager from Egypt to move 
with her husband to Dubai.

Institutional logic assumes that people can 
be trusted to care about the fate of the 
whole enterprise—not just about their own 
jobs or promotions—and to catalyze im-
provements and innovations without wait-
ing for instructions or sticking to the letter 
of a job description. Job descriptions 
nowadays document only part of what peo-
ple do; performance reviews and salary 
bands capture only some of the activities 
through which people might add the most 
value for the company.

When people self-organize to create net-
works to share information, new initiatives 
or innovations are often the result. Organi-
zations must encourage the creation of 
such networks, of course, and facilitate 
them through communication platforms or 
meeting spaces, but the networks usually 
flourish best if they spring from volunteers 
who do things that bosses might not have 
anticipated. What’s more, these self-
organized networks often keep good ideas 

alive long after an organization would have 
abandoned them.

For example, three PepsiCo managers in 
Latin America had shared a dream for 
around a decade of developing new kinds 
of potatoes that were suitable for southern 
climates, less starchy, and environmentally 
sustainable. They felt that the initiative 
should be based in Peru, the potato’s birth-
place. The troika remained in contact de-
spite their moving to different locations, 
and even after years of ho-hum response, 
they presented their ideas wherever they 
could. They eventually received a boost 
when a new Peruvian potato chip whose 
creation they championed became a sensa-
tion. The chips, which used multicolored 
potatoes from small farmers in remote vil-
lages in the Andes, combined nutrition, 
tastiness, and social contribution. Proof of 
concept turned the dream into reality: In 
August 2010, CEO Indra Nooyi announced 
the establishment of a global potato devel-
opment center in Peru, headed by one of 
the three champions.

Self-organizing communities can be a po-
tent force for change, propelling compa-
nies in directions they might not have 
taken otherwise. People with no formal or-
ders serve as explorers and entrepreneurs. 
For example, had it not been for self-
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forming networks, IBM might have lagged 
behind or even missed out on two big busi-
ness ideas: virtualization and green com-
puting. These emerged as among IBM’s 
top strategic priorities after an Innovation 
Jam in July 2006, a web chat spanning sev-
eral days to which over 140,000 employ-
ees contributed ideas.

The virtualization initiative came together 
outside of formal structures and, initially, 
as a voluntary activity. Some 200 early 
adopters of virtual platforms—such as Lin-
den Labs’ Second Life and similar plat-
forms—found each other through the com-
pany’s chat rooms and created an ad hoc 
group of people who shared ideas in their 
free time through avatars and weekly 
phone calls, with conference lines some-
times open in the virtual world, too. After a 
year of informal self-organization, the net-
work found an IBM executive sponsor. IBM 
then designated virtualization an emerging 
business opportunity and provided funding 
for it.My argument has come full circle. A 
logic that justifies treating employees as 
self-determining volunteers—in essence, 
as true professionals who care about high 
performance because they believe in the 
company as institution—makes it impor-
tant to have a motivating purpose and val-
ues to provide coherence and common 
identity. The first enables the last. The six 

principles I describe in this article are inter-
related and share many characteristics. Es-
pecially for great global companies, institu-
tion building is not the result of carrying 
out specific activities but a coherent, holis-
tic pursuit in which elements reinforce one 
another, are inextricably intertwined, and 
reflect a logic and leadership style that per-
meate the corporation.

Trusting people to make choices about 
where, when, and with whom they should 
work makes jobs more engaging.

Skeptics abound, of course. Firms that pre-
sent themselves as institutions concerned 
with serving society often come under 
more scrutiny than others do, and they 
must withstand criticism about the gap be-
tween stated aspirations and performance, 
financially and socially. If they make money 
while doing good, they will be criticized for 
manipulation; if they do some good but 
not enough to solve complex problems, 
they will be criticized for lack of courage or 
commitment. Despite a growing number of 
advocates for a new kind of capitalism that 
finds win-win opportunities by creating 
value for both business and society, there 
is still controversy over the obligations of 
business.
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The great global enterprises are not wait-
ing for grand new theories or perfect an-
swers. Their leaders already use an institu-
tional or social logic to supplement eco-
nomic or financial logic in guiding and 
growing their enterprises. Institutional logic 
cannot be captured by cost-benefit equa-
tions or reduced to the language of eco-
nomics, and yet it turns out to be a power-
ful driver of financial performance.

Leaders in the great companies can tell a 
different story about the basis for their deci-
sions. In so doing, they are able to pro-
duce new models for action that can re-
store confidence in business and will 
change the world in which we live.

The Benefits of Institutional Logic

Companies that operate using institutional 
logic reap substantive benefits...

• Institutional logic is built on a foundation 
of purpose and values, which serve as a 
buffer against uncertainty and change.

• Conceiving of the firm as a social institu-
tion generates a long-term perspective. 
Short-term financial sacrifice becomes 
permissible in the interest of positioning 
the firm for sustainable success.

• Strong institutional values can evoke posi-
tive emotions, stimulate intrinsic motiva-
tion, and propel self- or peer regulation.

• Great companies see business as a pri-
mary pillar of society. This focus facili-
tates the kind of cross-border and cross-
sector engagement needed to tap global 
opportunities. Through the formation of 
public-private partnerships, firms con-
sider the public interest along with busi-
ness priorities.

• The attention placed on social conditions 
often generates experiences and ideas 
that lead to learning for innovation in 
products, services, and business models.

164



• In a firm steered by institutional logic, employees can be 
treated as self-determining professionals, coordinating and 
integrating activities and producing innovation through self-
organization in addition to formal assignments.

Control leads to 

compliance.  

Autonomy leads to 

engagement. 
 
- Dan Pink
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The Great Dictator's Speech

I’m sorry, but I don’t want to be an emperor. That’s not my busi-
ness. I don’t want to rule or conquer anyone. I should like to 
help everyone - if possible - Jew, Gentile - black man - white. 
We all want to help one another. Human beings are like that. 
We want to live by each other’s happiness - not by each 
other’s misery. We don’t want to hate and despise one another. 
In this world there is room for everyone. And the good earth is 
rich and can provide for everyone. The way of life can be free 
and beautiful, but we have lost the way...

Then - in the name of democracy - let us use that power - let 
us all unite. Let us fight for a new world - a decent world that 
will give men a chance to work - that will give youth a future 
and old age a security. By the promise of these things, brutes 
have risen to power. But they lie! They do not fulfil that prom-
ise. They never will!

Dictators free themselves but they enslave the people! Now let 
us fight to fulfill that promise! Let us fight to free the world - to 
do away with national barriers - to do away with greed, with 
hate and intolerance. Let us fight for a world of reason, a world 
where science and progress will lead to all men’s happiness. 
Soldiers! in the name of democracy, let us all unite!

Movie 2.2  Greatest Speech Ever Made Charlie Chaplin



Social Responsibility

Strategy and Society

The Link Between Competitive Advantage and Corporate Social Responsibility

by Michael E. Porter and Mark R. Kramer

Governments, activists, and the media have become adept at holding companies to ac-
count for the social consequences of their activities. Myriad organizations rank companies 
on the performance of their corporate social responsibility (CSR), and, despite sometimes 
questionable methodologies, these rankings attract considerable publicity. As a result, 
CSR has emerged as an inescapable priority for business leaders in every country.
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Many companies have already done much 
to improve the social and environmental 
consequences of their activities, yet these 
efforts have not been nearly as productive 
as they could be—for two reasons. First, 
they pit business against society, when 
clearly the two are interdependent. Sec-
ond, they pressure companies to think of 
corporate social responsibility in generic 
ways instead of in the way most appropri-
ate to each firm’s strategy.

The fact is, the prevailing approaches to 
CSR are so fragmented and so discon-
nected from business and strategy as to 
obscure many of the greatest opportuni-
ties for companies to benefit society. If, in-
stead, corporations were to analyze their 
prospects for social responsibility using 
the same frameworks that guide their core 
business choices, they would discover that 
CSR can be much more than a cost, a con-
straint, or a charitable deed—it can be a 
source of opportunity, innovation, and com-
petitive advantage.

The prevailing approaches to CSR are so dis-
connected from business as to obscure 
many of the greatest opportunities for com-
panies to benefit society.

In this article, we propose a new way to 
look at the relationship between business 

and society that does not treat corporate 
success and social welfare as a zero-sum 
game. We introduce a framework compa-
nies can use to identify all of the effects, 
both positive and negative, they have on 
society; determine which ones to address; 
and suggest effective ways to do so. When 
looked at strategically, corporate social re-
sponsibility can become a source of tre-
mendous social progress, as the business 
applies its considerable resources, exper-
tise, and insights to activities that benefit 
society.

The Emergence of Corporate Social Re-
sponsibility

Heightened corporate attention to CSR 
has not been entirely voluntary. Many com-
panies awoke to it only after being sur-
prised by public responses to issues they 
had not previously thought were part of 
their business responsibilities. Nike, for ex-
ample, faced an extensive consumer boy-
cott after the New York Times and other 
media outlets reported abusive labor prac-
tices at some of its Indonesian suppliers in 
the early 1990s. Shell Oil’s decision to sink 
the Brent Spar, an obsolete oil rig, in the 
North Sea led to Greenpeace protests in 
1995 and to international headlines. Phar-
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maceutical companies discovered that 
they were expected to respond to the 
AIDS pandemic in Africa even though it 
was far removed from their primary prod-
uct lines and markets. Fast-food and pack-
aged food companies are now being held 
responsible for obesity and poor nutrition.

Activist organizations of all kinds, both on 
the right and the left, have grown much 
more aggressive and effective in bringing 
public pressure to bear on corporations. 
Activists may target the most visible or suc-
cessful companies merely to draw atten-
tion to an issue, even if those corporations 
actually have had little impact on the prob-
lem at hand. Nestlé, for example, the 
world’s largest purveyor of bottled water, 
has become a major target in the global de-
bate about access to fresh water, despite 
the fact that Nestlé’s bottled water sales 
consume just 0.0008% of the world’s fresh 
water supply. The inefficiency of agricul-
tural irrigation, which uses 70% of the 
world’s supply annually, is a far more press-
ing issue, but it offers no equally conven-
ient multinational corporation to target.

Debates about CSR have moved all the 
way into corporate boardrooms. In 2005, 
360 different CSR-related shareholder reso-
lutions were filed on issues ranging from 
labor conditions to global warming. Gov-

ernment regulation increasingly mandates 
social responsibility reporting. Pending leg-
islation in the UK, for example, would re-
quire every publicly listed company to dis-
close ethical, social, and environmental 
risks in its annual report. These pressures 
clearly demonstrate the extent to which ex-
ternal stakeholders are seeking to hold 
companies accountable for social issues 
and highlight the potentially large financial 
risks for any firm whose conduct is 
deemed unacceptable.

While businesses have awakened to these 
risks, they are much less clear on what to 
do about them. In fact, the most common 
corporate response has been neither stra-
tegic nor operational but cosmetic: public 
relations and media campaigns, the center-
pieces of which are often glossy CSR re-
ports that showcase companies’ social 
and environmental good deeds. Of the 250 
largest multinational corporations, 64% 
published CSR reports in 2005, either 
within their annual report or, for most, in 
separate sustainability reports—supporting 
a new cottage industry of report writers.

Such publications rarely offer a coherent 
framework for CSR activities, let alone a 
strategic one. Instead, they aggregate an-
ecdotes about uncoordinated initiatives to 
demonstrate a company’s social sensitiv-
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ity. What these reports leave out is often as 
telling as what they include. Reductions in 
pollution, waste, carbon emissions, or en-
ergy use, for example, may be docu-
mented for specific divisions or regions 
but not for the company as a whole. Philan-
thropic initiatives are typically described in 
terms of dollars or volunteer hours spent 
but almost never in terms of impact. 
Forward-looking commitments to reach ex-
plicit performance targets are even rarer.

This proliferation of CSR reports has been 
paralleled by growth in CSR ratings and rank-
ings. While rigorous and reliable ratings 
might constructively influence corporate be-
havior, the existing cacophony of self-
appointed scorekeepers does little more 
than add to the confusion.

In an effort to move beyond this confusion, 
corporate leaders have turned for advice 
to a growing collection of increasingly so-
phisticated nonprofit organizations, con-
sulting firms, and academic experts. A rich 
literature on CSR has emerged, though 
what practical guidance it offers corporate 
leaders is often unclear. Examining the pri-
mary schools of thought about CSR is an 
essential starting point in understanding 
why a new approach is needed to integrat-
ing social considerations more effectively 
into core business operations and strategy.

Four Prevailing Justifications for CSR

Broadly speaking, proponents of CSR 
have used four arguments to make their 
case: moral obligation, sustainability, li-
cense to operate, and reputation. The 
moral appeal—arguing that companies 
have a duty to be good citizens and to “do 
the right thing”—is prominent in the goal of 
Business for Social Responsibility, the lead-
ing nonprofit CSR business association in 
the United States. It asks that its members 
“achieve commercial success in ways that 
honor ethical values and respect people, 
communities, and the natural environ-
ment.” Sustainability emphasizes environ-
mental and community stewardship. An ex-
cellent definition was developed in the 
1980s by Norwegian Prime Minister Gro 
Harlem Brundtland and used by the World 
Business Council for Sustainable Develop-
ment: “Meeting the needs of the present 
without compromising the ability of future 
generations to meet their own needs.” The 
notion of license to operate derives from 
the fact that every company needs tacit or 
explicit permission from governments, 
communities, and numerous other stake-
holders to do business. Finally, reputation 
is used by many companies to justify CSR 
initiatives on the grounds that they will im-
prove a company’s image, strengthen its 
brand, enliven morale, and even raise the 
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value of its stock. These justifications have 
advanced thinking in the field, but none of-
fers sufficient guidance for the difficult 
choices corporate leaders must make. 
Consider the practical limitations of each 
approach.

The CSR field remains strongly imbued 
with a moral imperative. In some areas, 
such as honesty in filing financial state-
ments and operating within the law, moral 
considerations are easy to understand and 
apply. It is the nature of moral obligations 
to be absolute mandates, however, while 
most corporate social choices involve bal-
ancing competing values, interests, and 
costs. Google’s recent entry into China, for 
example, has created an irreconcilable con-
flict between its U.S. customers’ abhor-
rence of censorship and the legal con-
straints imposed by the Chinese govern-
ment. The moral calculus needed to weigh 
one social benefit against another, or 
against its financial costs, has yet to be de-
veloped. Moral principles do not tell a phar-
maceutical company how to allocate its 
revenues among subsidizing care for the 
indigent today, developing cures for the fu-
ture, and providing dividends to its inves-
tors.

The principle of sustainability appeals to 
enlightened self-interest, often invoking 

the so-called triple bottom line of eco-
nomic, social, and environmental perform-
ance. In other words, companies should 
operate in ways that secure long-term eco-
nomic performance by avoiding short-term 
behavior that is socially detrimental or envi-
ronmentally wasteful. The principle works 
best for issues that coincide with a com-
pany’s economic or regulatory interests. 
DuPont, for example, has saved over $2 bil-
lion from reductions in energy use since 
1990. Changes to the materials McDon-
ald’s uses to wrap its food have reduced 
its solid waste by 30%. These were smart 
business decisions entirely apart from their 
environmental benefits. In other areas, how-
ever, the notion of sustainability can be-
come so vague as to be meaningless. 
Transparency may be said to be more “sus-
tainable” than corruption. Good employ-
ment practices are more “sustainable” 
than sweatshops. Philanthropy may con-
tribute to the “sustainability” of a society. 
However true these assertions are, they of-
fer little basis for balancing long-term objec-
tives against the short-term costs they in-
cur. The sustainability school raises ques-
tions about these trade-offs without offer-
ing a framework to answer them. Manag-
ers without a strategic understanding of 
CSR are prone to postpone these costs, 
which can lead to far greater costs when 
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the company is later judged to have vio-
lated its social obligation.

The license-to-operate approach, by con-
trast, is far more pragmatic. It offers a con-
crete way for a business to identify social 
issues that matter to its stakeholders and 
make decisions about them. This ap-
proach also fosters constructive dialogue 
with regulators, the local citizenry, and ac-
tivists—one reason, perhaps, that it is es-
pecially prevalent among companies that 
depend on government consent, such as 
those in mining and other highly regulated 
and extractive industries. That is also why 
the approach is common at companies 
that rely on the forbearance of their neigh-
bors, such as those, like chemical manu-
facturing, whose operations are noxious or 
environmentally hazardous. By seeking to 
satisfy stakeholders, however, companies 
cede primary control of their CSR agendas 
to outsiders. Stakeholders’ views are obvi-
ously important, but these groups can 
never fully understand a corporation’s ca-
pabilities, competitive positioning, or the 
trade-offs it must make. Nor does the vehe-
mence of a stakeholder group necessarily 
signify the importance of an issue—either 
to the company or to the world. A firm that 
views CSR as a way to placate pressure 
groups often finds that its approach de-
volves into a series of short-term defensive 

reactions—a never-ending public relations 
palliative with minimal value to society and 
no strategic benefit for the business.

The vehemence of a stakeholder group does 
not necessarily signify the importance of an 
issue—either to the company or to the 
world.

Finally, the reputation argument seeks that 
strategic benefit but rarely finds it. Con-
cerns about reputation, like license to oper-
ate, focus on satisfying external audi-
ences. In consumer-oriented companies, it 
often leads to high-profile cause-related 
marketing campaigns. In stigmatized indus-
tries, such as chemicals and energy, a com-
pany may instead pursue social responsibil-
ity initiatives as a form of insurance, in the 
hope that its reputation for social con-
sciousness will temper public criticism in 
the event of a crisis. This rationale once 
again risks confusing public relations with 
social and business results.

A few corporations, such as Ben & Jerry’s, 
Newman’s Own, Patagonia, and the Body 
Shop, have distinguished themselves 
through an extraordinary long-term commit-
ment to social responsibility. But even for 
these companies, the social impact 
achieved, much less the business benefit, 
is hard to determine. Studies of the effect 
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of a company’s social reputation on con-
sumer purchasing preferences or on stock 
market performance have been inconclu-
sive at best. As for the concept of CSR as 
insurance, the connection between the 
good deeds and consumer attitudes is so 
indirect as to be impossible to measure. 
Having no way to quantify the benefits of 
these investments puts such CSR pro-
grams on shaky ground, liable to be dis-
lodged by a change of management or a 
swing in the business cycle.

All four schools of thought share the same 
weakness: They focus on the tension be-
tween business and society rather than on 
their interdependence. Each creates a ge-
neric rationale that is not tied to the strat-
egy and operations of any specific com-
pany or the places in which it operates. 
Consequently, none of them is sufficient to 
help a company identify, prioritize, and ad-
dress the social issues that matter most or 
the ones on which it can make the biggest 
impact. The result is oftentimes a hodge-
podge of uncoordinated CSR and philan-
thropic activities disconnected from the 
company’s strategy that neither make any 
meaningful social impact nor strengthen 
the firm’s long-term competitiveness. Inter-
nally, CSR practices and initiatives are of-
ten isolated from operating units—and 
even separated from corporate philan-

thropy. Externally, the company’s social im-
pact becomes diffused among numerous 
unrelated efforts, each responding to a dif-
ferent stakeholder group or corporate pres-
sure point.

The consequence of this fragmentation is 
a tremendous lost opportunity. The power 
of corporations to create social benefit is 
dissipated, and so is the potential of com-
panies to take actions that would support 
both their communities and their business 
goals.

Integrating Business and Society

To advance CSR, we must root it in a 
broad understanding of the interrelation-
ship between a corporation and society 
while at the same time anchoring it in the 
strategies and activities of specific compa-
nies. To say broadly that business and soci-
ety need each other might seem like a cli-
ché, but it is also the basic truth that will 
pull companies out of the muddle that their 
current corporate-responsibility thinking 
has created.

Successful corporations need a healthy so-
ciety. Education, health care, and equal op-
portunity are essential to a productive 
workforce. Safe products and working con-
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ditions not only attract customers but 
lower the internal costs of accidents. Effi-
cient utilization of land, water, energy, and 
other natural resources makes business 
more productive. Good government, the 
rule of law, and property rights are essen-
tial for efficiency and innovation. Strong 
regulatory standards protect both consum-
ers and competitive companies from ex-
ploitation. Ultimately, a healthy society cre-
ates expanding demand for business, as 
more human needs are met and aspira-
tions grow. Any business that pursues its 
ends at the expense of the society in 
which it operates will find its success to be 
illusory and ultimately temporary.

At the same time, a healthy society needs 
successful companies. No social program 
can rival the business sector when it 
comes to creating the jobs, wealth, and in-
novation that improve standards of living 
and social conditions over time. If govern-
ments, NGOs, and other participants in 
civil society weaken the ability of business 
to operate productively, they may win bat-
tles but will lose the war, as corporate and 
regional competitiveness fade, wages stag-
nate, jobs disappear, and the wealth that 
pays taxes and supports nonprofit contri-
butions evaporates.

Leaders in both business and civil society 
have focused too much on the friction be-
tween them and not enough on the points 
of intersection. The mutual dependence of 
corporations and society implies that both 
business decisions and social policies 
must follow the principle of shared value. 
That is, choices must benefit both sides. If 
either a business or a society pursues poli-
cies that benefit its interests at the ex-
pense of the other, it will find itself on a 
dangerous path. A temporary gain to one 
will undermine the long-term prosperity of 
both.

To put these broad principles into practice, 
a company must integrate a social per-
spective into the core frameworks it al-
ready uses to understand competition and 
guide its business strategy.

Identifying the points of intersection.

The interdependence between a company 
and society takes two forms. First, a com-
pany impinges upon society through its op-
erations in the normal course of business: 
These are inside-out linkages.

Virtually every activity in a company’s 
value chain touches on the communities in 
which the firm operates, creating either 
positive or negative social consequences. 
While companies are increasingly aware of 
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the social impact of their activities (such as 
hiring practices, emissions, and waste dis-
posal), these impacts can be more subtle 
and variable than many managers realize. 
For one thing, they depend on location. 
The same manufacturing operation will 
have very different social consequences in 
China than in the United States.

A company’s impact on society also 
changes over time, as social standards 
evolve and science progresses. Asbestos, 
now understood as a serious health risk, 
was thought to be safe in the early 1900s, 
given the scientific knowledge then avail-
able. Evidence of its risks gradually 
mounted for more than 50 years before 
any company was held liable for the harms 
it can cause. Many firms that failed to an-
ticipate the consequences of this evolving 
body of research have been bankrupted by 
the results. No longer can companies be 
content to monitor only the obvious social 
impacts of today. Without a careful proc-
ess for identifying evolving social effects of 
tomorrow, firms may risk their very sur-
vival.

Not only does corporate activity affect soci-
ety, but external social conditions also influ-
ence corporations, for better and for 
worse. These are outside-in linkages.

Every company operates within a competi-
tive context, which significantly affects its 
ability to carry out its strategy, especially in 
the long run. Social conditions form a key 
part of this context. Competitive context 
garners far less attention than value chain 
impacts but can have far greater strategic 
importance for both companies and socie-
ties. Ensuring the health of the competitive 
context benefits both the company and 
the community.

Competitive context can be divided into 
four broad areas: first, the quantity and 
quality of available business inputs—hu-
man resources, for example, or transporta-
tion infrastructure; second, the rules and 
incentives that govern competition—such 
as policies that protect intellectual prop-
erty, ensure transparency, safeguard 
against corruption, and encourage invest-
ment; third, the size and sophistication of 
local demand, influenced by such things 
as standards for product quality and 
safety, consumer rights, and fairness in 
government purchasing; fourth, the local 
availability of supporting industries, such 
as service providers and machinery pro-
ducers. Any and all of these aspects of 
context can be opportunities for CSR initia-
tives. (See the exhibit “Looking Outside In: 
Social Influences on Competitiveness.”) 
The ability to recruit appropriate human re-
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sources, for example, may depend on a 
number of social factors that companies 
can influence, such as the local educa-
tional system, the availability of housing, 
the existence of discrimination (which lim-
its the pool of workers), and the adequacy 
of the public health infrastructure.

Choosing which social issues to address.

No business can solve all of society’s prob-
lems or bear the cost of doing so. Instead, 
each company must select issues that in-
tersect with its particular business. Other 
social agendas are best left to those com-
panies in other industries, NGOs, or gov-
ernment institutions that are better posi-
tioned to address them. The essential test 
that should guide CSR is not whether a 
cause is worthy but whether it presents an 
opportunity to create shared value—that 
is, a meaningful benefit for society that is 
also valuable to the business.

Our framework suggests that the social is-
sues affecting a company fall into three 
categories, which distinguish between the 
many worthy causes and the narrower set 
of social issues that are both important 
and strategic for the business.

Generic social issues may be important to 
society but are neither significantly af-
fected by the company’s operations nor in-

fluence the company’s long-term competi-
tiveness. Value chain social impacts are 
those that are significantly affected by the 
company’s activities in the ordinary course 
of business. Social dimensions of competi-
tive context are factors in the external envi-
ronment that significantly affect the under-
lying drivers of competitiveness in those 
places where the company operates.

Prioritizing Social Issues

Every company will need to sort social is-
sues into these three categories for each 
of its business units and primary locations, 
then rank them in terms of potential im-
pact. Into which category a given social is-
sue falls will vary from business unit to 
business unit, industry to industry, and 
place to place.

Supporting a dance company may be a ge-
neric social issue for a utility like Southern 
California Edison but an important part of 
the competitive context for a corporation 
like American Express, which depends on 
the high-end entertainment, hospitality, 
and tourism cluster. Carbon emissions 
may be a generic social issue for a finan-
cial services firm like Bank of America, a 
negative value chain impact for a 
transportation-based company like UPS, 
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or both a value chain impact and a com-
petitive context issue for a car manufac-
turer like Toyota. The AIDS pandemic in Af-
rica may be a generic social issue for a 
U.S. retailer like Home Depot, a value 
chain impact for a pharmaceutical com-
pany like GlaxoSmithKline, and a competi-
tive context issue for a mining company 
like Anglo American that depends on local 
labor in Africa for its operations.

Even issues that apply widely in the econ-
omy, such as diversity in hiring or conserva-
tion of energy, can have greater signifi-
cance for some industries than for others. 
Health care benefits, for example, will pre-
sent fewer challenges for software develop-
ment or biotechnology firms, where work-
forces tend to be small and well compen-
sated, than for companies in a field like re-
tailing, which is heavily dependent on large 
numbers of lower-wage workers.

Within an industry, a given social issue 
may cut differently for different companies, 
owing to differences in competitive posi-
tioning. In the auto industry, for example, 
Volvo has chosen to make safety a central 
element of its competitive positioning, 
while Toyota has built a competitive advan-
tage from the environmental benefits of its 
hybrid technology. For an individual com-
pany, some issues will prove to be impor-

tant for many of its business units and loca-
tions, offering opportunities for strategic 
corporatewide CSR initiatives.

Where a social issue is salient for many 
companies across multiple industries, it 
can often be addressed most effectively 
through cooperative models. The Extrac-
tive Industries Transparency Initiative, for 
example, includes 19 major oil, gas, and 
mining companies that have agreed to dis-
courage corruption through full public dis-
closure and verification of all corporate 
payments to governments in the countries 
in which they operate. Collective action by 
all major corporations in these industries 
prevents corrupt governments from under-
mining social benefit by simply choosing 
not to deal with the firms that disclose 
their payments.

Creating a corporate social agenda.

Categorizing and ranking social issues is 
just the means to an end, which is to cre-
ate an explicit and affirmative corporate so-
cial agenda. A corporate social agenda 
looks beyond community expectations to 
opportunities to achieve social and eco-
nomic benefits simultaneously. It moves 
from mitigating harm to finding ways to re-
inforce corporate strategy by advancing so-
cial conditions.
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An affirmative corporate social agenda 
moves from mitigating harm to reinforcing 
corporate strategy through social pro-
gress.

Such a social agenda must be responsive 
to stakeholders, but it cannot stop there. A 
substantial portion of corporate resources 
and attention must migrate to truly strate-
gic CSR. (See the exhibit “Corporate In-
volvement in Society: A Strategic Ap-
proach.”) It is through strategic CSR that 
the company will make the most signifi-
cant social impact and reap the greatest 
business benefits.

Corporate Involvement in Society: A Stra-
tegic Approach

Responsive CSR.

Responsive CSR comprises two elements: 
acting as a good corporate citizen, attuned 
to the evolving social concerns of stake-
holders, and mitigating existing or antici-
pated adverse effects from business activi-
ties.

Good citizenship is a sine qua non of CSR, 
and companies need to do it well. Many 
worthy local organizations rely on corpo-
rate contributions, while employees derive 

justifiable pride from their company’s posi-
tive involvement in the community.

The best corporate citizenship initiatives 
involve far more than writing a check: They 
specify clear, measurable goals and track 
results over time. A good example is GE’s 
program to adopt underperforming public 
high schools near several of its major U.S. 
facilities. The company contributes be-
tween $250,000 and $1 million over a five-
year period to each school and makes in-
kind donations as well. GE managers and 
employees take an active role by working 
with school administrators to assess 
needs and mentor or tutor students. In an 
independent study of ten schools in the 
program between 1989 and 1999, nearly 
all showed significant improvement, while 
the graduation rate in four of the five 
worst-performing schools doubled from an 
average of 30% to 60%.

Effective corporate citizenship initiatives 
such as this one create goodwill and im-
prove relations with local governments and 
other important constituencies. What’s 
more, GE’s employees feel great pride in 
their participation. Their effect is inherently 
limited, however. No matter how beneficial 
the program is, it remains incidental to the 
company’s business, and the direct effect 
on GE’s recruiting and retention is modest.
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The second part of responsive CSR—miti-
gating the harm arising from a firm’s value 
chain activities—is essentially an opera-
tional challenge. Because there are a myr-
iad of possible value chain impacts for 
each business unit, many companies have 
adopted a checklist approach to CSR, us-
ing standardized sets of social and environ-
mental risks. The Global Reporting Initia-
tive, which is rapidly becoming a standard 
for CSR reporting, has enumerated a list of 
141 CSR issues, supplemented by auxil-
iary lists for different industries.

These lists make for an excellent starting 
point, but companies need a more proac-
tive and tailored internal process. Manag-
ers at each business unit can use the value 
chain as a tool to identify systematically 
the social impacts of the unit’s activities in 
each location. Here operating manage-
ment, which is closest to the work actually 
being done, is particularly helpful. Most 
challenging is to anticipate impacts that 
are not yet well recognized. Consider B&Q, 
an international chain of home supply cen-
ters based in England. The company has 
begun to analyze systematically tens of 
thousands of products in its hundreds of 
stores against a list of a dozen social is-
sues—from climate change to working con-
ditions at its suppliers’ factories—to deter-
mine which products pose potential social 

responsibility risks and how the company 
might take action before any external pres-
sure is brought to bear.

For most value chain impacts, there is no 
need to reinvent the wheel. The company 
should identify best practices for dealing 
with each one, with an eye toward how 
those practices are changing. Some com-
panies will be more proactive and effective 
in mitigating the wide array of social prob-
lems that the value chain can create. 
These companies will gain an edge, but—
just as for procurement and other opera-
tional improvements—any advantage is 
likely to be temporary.

Strategic CSR.

For any company, strategy must go be-
yond best practices. It is about choosing a 
unique position—doing things differently 
from competitors in a way that lowers 
costs or better serves a particular set of 
customer needs. These principles apply to 
a company’s relationship to society as 
readily as to its relationship to its custom-
ers and rivals.

Strategic CSR moves beyond good corpo-
rate citizenship and mitigating harmful 
value chain impacts to mount a small num-
ber of initiatives whose social and busi-
ness benefits are large and distinctive. Stra-
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tegic CSR involves both inside-out and 
outside-in dimensions working in tandem. 
It is here that the opportunities for shared 
value truly lie.

Many opportunities to pioneer innovations 
to benefit both society and a company’s 
own competitiveness can arise in the prod-
uct offering and the value chain. Toyota’s 
response to concerns over automobile 
emissions is an example. Toyota’s Prius, 
the hybrid electric/gasoline vehicle, is the 
first in a series of innovative car models 
that have produced competitive advantage 
and environmental benefits. Hybrid en-
gines emit as little as 10% of the harmful 
pollutants conventional vehicles produce 
while consuming only half as much gas. 
Voted 2004 Car of the Year by Motor Trend 
magazine, Prius has given Toyota a lead so 
substantial that Ford and other car compa-
nies are licensing the technology. Toyota 
has created a unique position with custom-
ers and is well on its way to establishing 
its technology as the world standard.

Urbi, a Mexican construction company, 
has prospered by building housing for dis-
advantaged buyers using novel financing 
vehicles such as flexible mortgage pay-
ments made through payroll deductions. 
Crédit Agricole, France’s largest bank, has 
differentiated itself by offering specialized 

financial products related to the environ-
ment, such as financing packages for 
energy-saving home improvements and for 
audits to certify farms as organic.

Strategic CSR also unlocks shared value 
by investing in social aspects of context 
that strengthen company competitiveness. 
A symbiotic relationship develops: The suc-
cess of the company and the success of 
the community become mutually reinforc-
ing. Typically, the more closely tied a social 
issue is to the company’s business, the 
greater the opportunity to leverage the 
firm’s resources and capabilities, and bene-
fit society.

Typically the more closely tied a social issue 
is to a company’s business, the greater the 
opportunity to leverage the firm’s re-
sources—and benefit society.

Microsoft’s Working Connections partner-
ship with the American Association of Com-
munity Colleges (AACC) is a good example 
of a shared-value opportunity arising from 
investments in context. The shortage of in-
formation technology workers is a signifi-
cant constraint on Microsoft’s growth; cur-
rently, there are more than 450,000 unfilled 
IT positions in the United States alone. 
Community colleges, with an enrollment of 
11.6 million students, representing 45% of 
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all U.S. undergraduates, could be a major 
solution. Microsoft recognizes, however, 
that community colleges face special chal-
lenges: IT curricula are not standardized, 
technology used in classrooms is often out-
dated, and there are no systematic profes-
sional development programs to keep fac-
ulty up to date.

Microsoft’s $50 million five-year initiative 
was aimed at all three problems. In addi-
tion to contributing money and products, 
Microsoft sent employee volunteers to col-
leges to assess needs, contribute to cur-
riculum development, and create faculty 
development institutes. Note that in this 
case, volunteers and assigned staff were 
able to use their core professional skills to 
address a social need, a far cry from typi-
cal volunteer programs. Microsoft has 
achieved results that have benefited many 
communities while having a direct—and 
potentially significant—impact on the com-
pany.

Integrating inside-out and outside-in prac-
tices.

Pioneering value chain innovations and ad-
dressing social constraints to competitive-
ness are each powerful tools for creating 
economic and social value. However, as 
our examples illustrate, the impact is even 

greater if they work together. Activities in 
the value chain can be performed in ways 
that reinforce improvements in the social 
dimensions of context. At the same time, 
investments in competitive context have 
the potential to reduce constraints on a 
company’s value chain activities. Marriott, 
for example, provides 180 hours of paid 
classroom and on-the-job training to 
chronically unemployed job candidates. 
The company has combined this with sup-
port for local community service organiza-
tions, which identify, screen, and refer the 
candidates to Marriott. The net result is 
both a major benefit to communities and a 
reduction in Marriott’s cost of recruiting 
entry-level employees. Ninety percent of 
those in the training program take jobs 
with Marriott. One year later, more than 
65% are still in their jobs, a substantially 
higher retention rate than the norm.

When value chain practices and invest-
ments in competitive context are fully inte-
grated, CSR becomes hard to distinguish 
from the day-to-day business of the com-
pany. Nestlé, for example, works directly 
with small farmers in developing countries 
to source the basic commodities, such as 
milk, coffee, and cocoa, on which much of 
its global business depends. (See the side-
bar “Integrating Company Practice and 
Context: Nestlé’s Milk District.”) The com-

181



pany’s investment in local infrastructure 
and its transfer of world-class knowledge 
and technology over decades has pro-
duced enormous social benefits through 
improved health care, better education, 
and economic development, while giving 
Nestlé direct and reliable access to the 
commodities it needs to maintain a profit-
able global business. Nestlé’s distinctive 
strategy is inseparable from its social im-
pact.

Creating a social dimension to the value 
proposition.

At the heart of any strategy is a unique 
value proposition: a set of needs a com-
pany can meet for its chosen customers 
that others cannot. The most strategic 
CSR occurs when a company adds a so-
cial dimension to its value proposition, 
making social impact integral to the overall 
strategy.

Consider Whole Foods Market, whose 
value proposition is to sell organic, natural, 
and healthy food products to customers 
who are passionate about food and the en-
vironment. Social issues are fundamental 
to what makes Whole Foods unique in 
food retailing and to its ability to command 
premium prices. The company’s sourcing 
emphasizes purchases from local farmers 

through each store’s procurement process. 
Buyers screen out foods containing any of 
nearly 100 common ingredients that the 
company considers unhealthy or environ-
mentally damaging. The same standards 
apply to products made internally. Whole 
Foods’ baked goods, for example, use 
only unbleached and unbromated flour.

Whole Foods’ commitment to natural and 
environmentally friendly operating prac-
tices extends well beyond sourcing. Stores 
are constructed using a minimum of virgin 
raw materials. Recently, the company pur-
chased renewable wind energy credits 
equal to 100% of its electricity use in all of 
its stores and facilities, the only Fortune 
500 company to offset its electricity con-
sumption entirely. Spoiled produce and bio-
degradable waste are trucked to regional 
centers for composting. Whole Foods’ vehi-
cles are being converted to run on biofu-
els. Even the cleaning products used in its 
stores are environmentally friendly. And 
through its philanthropy, the company has 
created the Animal Compassion Founda-
tion to develop more natural and humane 
ways of raising farm animals. In short, 
nearly every aspect of the company’s 
value chain reinforces the social dimen-
sions of its value proposition, distinguish-
ing Whole Foods from its competitors.
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Not every company can build its entire 
value proposition around social issues as 
Whole Foods does, but adding a social di-
mension to the value proposition offers a 
new frontier in competitive positioning. 
Government regulation, exposure to criti-
cism and liability, and consumers’ atten-
tion to social issues are all persistently in-
creasing. As a result, the number of indus-
tries and companies whose competitive ad-
vantage can involve social value proposi-
tions is constantly growing. Sysco, for ex-
ample, the largest distributor of food prod-
ucts to restaurants and institutions in 
North America, has begun an initiative to 
preserve small, family-owned farms and of-
fer locally grown produce to its customers 
as a source of competitive differentiation. 
Even large global multinationals—such as 
General Electric, with its “ecomagination” 
initiative that focuses on developing water 
purification technology and other “green” 
businesses, and Unilever, through its ef-
forts to pioneer new products, packaging, 
and distribution systems to meet the 
needs of the poorest populations—have 
decided that major business opportunities 
lie in integrating business and society.

Organizing for CSR

Integrating business and social needs 
takes more than good intentions and 
strong leadership. It requires adjustments 
in organization, reporting relationships, 
and incentives. Few companies have en-
gaged operating management in proc-
esses that identify and prioritize social is-
sues based on their salience to business 
operations and their importance to the 
company’s competitive context. Even 
fewer have unified their philanthropy with 
the management of their CSR efforts, 
much less sought to embed a social dimen-
sion into their core value proposition. Do-
ing these things requires a far different ap-
proach to both CSR and philanthropy than 
the one prevalent today. Companies must 
shift from a fragmented, defensive posture 
to an integrated, affirmative approach. The 
focus must move away from an emphasis 
on image to an emphasis on substance.

The current preoccupation with measuring 
stakeholder satisfaction has it backwards. 
What needs to be measured is social im-
pact. Operating managers must under-
stand the importance of the outside-in influ-
ence of competitive context, while people 
with responsibility for CSR initiatives must 
have a granular understanding of every ac-
tivity in the value chain. Value chain and 
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competitive-context investments in CSR 
need to be incorporated into the perform-
ance measures of managers with P&L re-
sponsibility. These transformations require 
more than a broadening of job definition; 
they require overcoming a number of long-
standing prejudices. Many operating man-
agers have developed an ingrained us-
versus-them mind-set that responds defen-
sively to the discussion of any social issue, 
just as many NGOs view askance the pur-
suit of social value for profit. These atti-
tudes must change if companies want to 
leverage the social dimension of corporate 
strategy.

Strategy is always about making choices, 
and success in corporate social responsi-
bility is no different. It is about choosing 
which social issues to focus on. The short-
term performance pressures companies 
face rule out indiscriminate investments in 
social value creation. They suggest, in-
stead, that creating shared value should 
be viewed like research and development, 
as a long-term investment in a company’s 
future competitiveness. The billions of dol-
lars already being spent on CSR and cor-
porate philanthropy would generate far 
more benefit to both business and society 
if consistently invested using the principles 
we have outlined.

While responsive CSR depends on being a 
good corporate citizen and addressing 
every social harm the business creates, 
strategic CSR is far more selective. Compa-
nies are called on to address hundreds of 
social issues, but only a few represent op-
portunities to make a real difference to so-
ciety or to confer a competitive advantage. 
Organizations that make the right choices 
and build focused, proactive, and inte-
grated social initiatives in concert with 
their core strategies will increasingly dis-
tance themselves from the pack.

The Moral Purpose of Business

By providing jobs, investing capital, pur-
chasing goods, and doing business every 
day, corporations have a profound and 
positive influence on society. The most im-
portant thing a corporation can do for soci-
ety, and for any community, is contribute 
to a prosperous economy. Governments 
and NGOs often forget this basic truth. 
When developing countries distort rules 
and incentives for business, for example, 
they penalize productive companies. Such 
countries are doomed to poverty, low 
wages, and selling off their natural re-
sources. Corporations have the know-how 
and resources to change this state of af-
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fairs, not only in the developing world but 
also in economically disadvantaged com-
munities in advanced economies.

This cannot excuse businesses that seek 
short-term profits deceptively or shirk the 
social and environmental consequences of 
their actions. But CSR should not be only 
about what businesses have done that is 
wrong—important as that is. Nor should it 
be only about making philanthropic contri-
butions to local charities, lending a hand in 
time of disaster, or providing relief to soci-
ety’s needy—worthy though these contribu-
tions may be. Efforts to find shared value 
in operating practices and in the social di-
mensions of competitive context have the 
potential not only to foster economic and 
social development but to change the way 
companies and society think about each 
other. NGOs, governments, and compa-
nies must stop thinking in terms of “corpo-
rate social responsibility” and start thinking 
in terms of “corporate social integration.”

Perceiving social responsibility as building 
shared value rather than as damage con-
trol or as a PR campaign will require dra-
matically different thinking in business. We 
are convinced, however, that CSR will be-
come increasingly important to competi-
tive success.

Corporations are not responsible for all the 
world’s problems, nor do they have the re-
sources to solve them all. Each company 
can identify the particular set of societal 
problems that it is best equipped to help 
resolve and from which it can gain the 
greatest competitive benefit. Addressing 
social issues by creating shared value will 
lead to self-sustaining solutions that do 
not depend on private or government sub-
sidies. When a well-run business applies 
its vast resources, expertise, and manage-
ment talent to problems that it under-
stands and in which it has a stake, it can 
have a greater impact on social good than 
any other institution or philanthropic organi-
zation.
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The Ratings Game

Measuring and publicizing social perform-
ance is a potentially powerful way to influ-
ence corporate behavior—assuming that 
the ratings are consistently measured and 
accurately reflect corporate social impact. 
Unfortunately, neither condition holds true 
in the current profusion of CSR checklists.

The criteria used in the rankings vary 
widely. The Dow Jones Sustainability In-
dex, for example, includes aspects of eco-
nomic performance in its evaluation. It 
weights customer service almost 50% 
more heavily than corporate citizenship. 
The equally prominent FTSE4Good Index, 
by contrast, contains no measures of eco-
nomic performance or customer service at 
all. Even when criteria happen to be the 
same, they are invariably weighted differ-
ently in the final scoring.

Beyond the choice of criteria and their 
weightings lies the even more perplexing 
question of how to judge whether the crite-
ria have been met. Most media, nonprofits, 
and investment advisory organizations 
have too few resources to audit a universe 
of complicated global corporate activities. 
As a result, they tend to use measures for 
which data are readily and inexpensively 
available, even though they may not be 

good proxies for the social or environ-
mental effects they are intended to reflect. 
The Dow Jones Sustainability Index, for ex-
ample, uses the size of a company’s board 
as a measure of community involvement, 
even though size and involvement may be 
entirely unrelated.1

Finally, even if the measures chosen accu-
rately reflect social impact, the data are fre-
quently unreliable. Most ratings rely on sur-
veys whose response rates are statistically 
insignificant, as well as on self-reported 
company data that have not been verified 
externally. Companies with the most to 
hide are the least likely to respond. The re-
sult is a jumble of largely meaningless rank-
ings, allowing almost any company to 
boast that it meets some measure of social 
responsibility—and most do.
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Mapping Social Opportunities

The interdependence of a company and so-
ciety can be analyzed with the same tools 
used to analyze competitive position and 
develop strategy. In this way, the firm can 
focus its particular CSR activities to best 
effect. Rather than merely acting on well-
intentioned impulses or reacting to outside 
pressure, the organization can set an af-
firmative CSR agenda that produces maxi-
mum social benefit as well as gains for the 
business.

These two tools should be used in different 
ways. When a company uses the value 
chain to chart all the social consequences 
of its activities, it has, in effect, created an 
inventory of problems and opportuniti-
es—mostly operational issues—that need 
to be investigated, prioritized, and ad-
dressed. In general, companies should at-
tempt to clear away as many negative 
value-chain social impacts as possible. 
Some company activities will prove to offer 
opportunities for social and strategic dis-
tinction.

In addressing competitive context, compa-
nies cannot take on every area in the dia-
mond. Therefore, the task is to identify 
those areas of social context with the great-
est strategic value. A company should 

carefully choose from this menu one or a 
few social initiatives that will have the 
greatest shared value: benefit for both soci-
ety and its own competitiveness.

Looking Inside Out: Mapping the Social Im-
pact of the Value Chain

The value chain depicts all the activities a 
company engages in while doing business. 
It can be used as a framework to identify 
the positive and negative social impact of 
those activities. These “inside-out” link-
ages may range from hiring and layoff poli-
cies to greenhouse gas emissions, as the 
partial list of examples illustrated here dem-
onstrates.

In addition to understanding the social 
ramifications of the value chain, effective 
CSR requires an understanding of the so-
cial dimensions of the company’s competi-
tive context—the “outside-in” linkages that 
affect its ability to improve productivity and 
execute strategy. These can be under-
stood using the diamond framework, 
which shows how the conditions at a com-
pany’s locations (such as transportation in-
frastructure and honestly enforced regula-
tory policy) affect its ability to compete.
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Integrating Company Practice and Con-
text: Nestlé’s Milk District

Nestlé’s approach to working with small 
farmers exemplifies the symbiotic relation-
ship between social progress and competi-
tive advantage. Ironically, while the com-
pany’s reputation remains marred by a 30-
year-old controversy surrounding sales of 
infant formula in Africa, the corporation’s 
impact in developing countries has often 
been profoundly positive.

Consider the history of Nestlé’s milk busi-
ness in India. In 1962, the company 
wanted to enter the Indian market, and it 
received government permission to build a 
dairy in the northern district of Moga. Pov-
erty in the region was severe; people were 
without electricity, transportation, tele-
phones, or medical care. A farmer typically 
owned less than five acres of poorly irri-
gated and infertile soil. Many kept a single 
buffalo cow that produced just enough 
milk for their own consumption. Sixty per-
cent of calves died newborn. Because 
farmers lacked refrigeration, transporta-
tion, or any way to test for quality, milk 
could not travel far and was frequently con-
taminated or diluted.

Nestlé came to Moga to build a business, 
not to engage in CSR. But Nestlé’s value 

chain, derived from the company’s origins 
in Switzerland, depended on establishing 
local sources of milk from a large, diversi-
fied base of small farmers. Establishing 
that value chain in Moga required Nestlé to 
transform the competitive context in ways 
that created tremendous shared value for 
both the company and the region.

Nestlé built refrigerated dairies as collec-
tion points for milk in each town and sent 
its trucks out to the dairies to collect the 
milk. With the trucks went veterinarians, nu-
tritionists, agronomists, and quality assur-
ance experts. Medicines and nutritional 
supplements were provided for sick ani-
mals, and monthly training sessions were 
held for local farmers. Farmers learned 
that the milk quality depended on the 
cows’ diet, which in turn depended on ade-
quate feed crop irrigation. With financing 
and technical assistance from Nestlé, farm-
ers began to dig previously unaffordable 
deep-bore wells. Improved irrigation not 
only fed cows but increased crop yields, 
producing surplus wheat and rice and rais-
ing the standard of living.

When Nestlé’s milk factory first opened, 
only 180 local farmers supplied milk. To-
day, Nestlé buys milk from more than 
75,000 farmers in the region, collecting it 
twice daily from more than 650 village dair-
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ies. The death rate of calves has dropped by 75%. Milk pro-
duction has increased 50-fold. As the quality has improved, 
Nestlé has been able to pay higher prices to farmers than 
those set by the government, and its steady biweekly pay-
ments have enabled farmers to obtain credit. Competing dair-
ies and milk factories have opened, and an industry cluster is 
beginning to develop.

Today, Moga has a significantly higher standard of living than 
other regions in the vicinity. Ninety percent of the homes have 
electricity, and most have telephones; all villages have primary 
schools, and many have secondary schools. Moga has five 
times the number of doctors as neighboring regions. The in-
creased purchasing power of local farmers has also greatly ex-
panded the market for Nestlé’s products, further supporting 
the firm’s economic success.

Nestlé’s commitment to working with small farmers is central 
to its strategy. It enables the company to obtain a stable sup-
ply of high-quality commodities without paying middlemen. 
The corporation’s other core products—coffee and co-
coa—are often grown by small farmers in developing coun-
tries under similar conditions. Nestlé’s experience in setting 
up collection points, training farmers, and introducing better 
technology in Moga has been repeated in Brazil, Thailand, and 
a dozen other countries, including, most recently, China. In 
each case, as Nestlé has prospered, so has the community.

The wild card here is 

Nestle, because they 

are the largest global 

food company... they 

have to decide 

whether they want to 

participate. 
 
- John O’Neil
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"The Price of Sex" profiles the forgotten Eastern European 
women who have been drawn into the netherworld of sex traf-
ficking and abuse. It is a story told by young women who were 
supposed to be silenced by shame, fear and violence.

Movie 2.3  Reveal - Price of Sex



Capitalism Can’t Fix

What Capitalism Can’t Fix

by Phil Buchanan

Increasingly, I see people looking starry-eyed to business and markets to solve social prob-
lems. In so doing, they run the risk of dismissing the impact of nonprofits — and diminish-
ing the value of organizations that seek to make a difference without creating the potential 
conflicts that come with the profit motive. My view is that pretending companies and mar-
kets hold all the answers actually puts at risk our ability to deal with our most pressing so-
cietal problems — and to help our most vulnerable citizens.
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The rhetoric is everywhere — from the 
trade press to the mainstream media to 
business school faculty to corporate titans 
to Silicon Valley entrepreneurs. Former GE 
CEO Jack Welch, writing in Business 
Week, characterized the nonprofit sector 
as a “foreign land” in which performance is 
not a priority and employees are guaran-
teed “lifetime employment.” Alexis Oha-
nian, co-founder of Reddit, wrote last year 
on the Wired web site, “Let’s be real: The 
nonprofit model is broken. The 20th-
century way of “guilting” people into giving 
to an opaque, inefficient organization with 
massive overhead is no longer a viable 
model.” In a recent blog post here on 
HBR.org, Dan Pallotta suggests that non-
profits should use the tools of capitalism 
such as high pay and providing returns to 
investors to increase charitable giving.

The rush to disparage nonprofits and the 
stampede to embrace the idea that for-
profits — or for-profit models — can more 
easily combat our toughest social prob-
lems deny reality. Many crucial objectives 
simply cannot be accomplished while gen-
erating a financial return. Other objectives 
can but there is a price to be paid. In 
health care, for example, research indi-
cates a decline in quality when non-profit 
hospitals switched to become profit mak-

ing, as Eduardo Porter explained this 
month in the New York Times.

The laudable push for companies to com-
mit more energy to dealing with social 
problems should not obscure the need for 
strong independent nonprofits that focus 
on mission not profit. And while nonprofits 
can learn from companies and companies 
can learn from nonprofits, it is a mistake to 
deny differences.

After all, there is a crucial distinction be-
tween an institution that reinvests sur-
pluses in its mission and one that faces un-
relenting pressure to distribute profit to 
shareholders. Consider higher education in 
the United States. Nonprofit universities fre-
quently offer an education that costs more 
than actual tuition — the difference made 
up through charitable gifts and endow-
ment returns — while for-profit institutions 
must cover their costs with tuition and cre-
ate a profit margin. The results — and the 
evidence from lawsuits, media reports, and 
congressional and GAO investigations of 
for-profit universities — speak for them-
selves.

Despite this and many other cautionary 
tales, an increasing number of people both 
inside and outside the nonprofit world 
seem drunk on the Kool-Aid of business 
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superiority. Too often people equate “busi-
ness thinking” with effectiveness. Even 
those inside the world of nonprofits and 
philanthropy have internalized the idea that 
operating “like a business” means operat-
ing effectively (never asking which busi-
ness: Countrywide Financial? BP? En-
ron?).

The stereotypes of nonprofits are just that: 
stereotypes. There are, of course, numer-
ous examples of nonprofit influence and 
impact — from work on environmental is-
sues to citizens’ rights to reductions in to-
bacco use to reductions in worldwide child 
mortality — but also lesser known exam-
ples. Take the work of the Institute for 
Healthcare Improvement, a nonprofit 
whose 18-month campaign to reduce hos-
pital mortality rates has saved an esti-
mated 122,300 lives by inspiring and guid-
ing hospital executives, physicians, and 
nurses to adopt six basic patient-safety 
practices. As Peter Fader, a University of 
Pennsylvania professor and director of the 
Wharton Customer Analytics Initiative, has 
observed: Nonprofits often excel at using 
“their data to better understand their ‘cus-
tomer base.’ In this area, big companies 
with lots of resources really can learn from 
their cash-strapped nonprofit cousins.”

The point is this: No type of organization 
— government, business, or nonprofit — 
has a monopoly on effectiveness. And non-
profits are typically tackling the most com-
plex problems of all. If those problems 
could have easily been solved by govern-
ment or business, they wouldn’t exist at 
all.

I’m a huge believer in free-market capital-
ism. I have an M.B.A. and have worked as 
a corporate consultant. But I think we’re 
better off being sober about what markets 
can and cannot accomplish.

I’d suggest three practical questions to 
ask in sorting through how to achieve im-
portant social goals.

• Does the pursuit of profit conflict with or 
facilitate the achievement of your goal? 
How likely are profit and social impact to 
be in tension? How will that tension be 
managed or resolved?

• What kind of choices and information do 
people have? Markets work best when 
people have choices and when there is 
good information, so ask, do those condi-
tions apply? Are you looking at an oppor-
tunity — like creating products or tech-
nologies that will help poor people in 
some aspect of their lives — that lends 
itself to a free-market solution? Or are 
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you looking at something, like the management of a prison 
or nursing home system for a state, where a provider is likely 
to have a virtual monopoly — meaning management is free 
to prioritize profit over the social mission without paying any 
kind of price?

• Finally, are you addressing an issue that actually results from 
market failure, such as, environmental degradation? If you 
don’t understand capitalism’s role in contributing to a prob-
lem, you probably won’t be able to rely on capitalism to 
chart a path to the solution.

Then decide what makes most sense, and don’t assume that 
a pure nonprofit isn’t the way to go.

Capitalism is the 

legitimate racket of the 

ruling class. 
 
- Al Capone
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"Bold is Beautiful" ad for clothing brand Anouk Ethnic that fea-
tures a same-sex lesbian couple has gone viral in India. Homo-
sexuality is illegal in the world's largest democracy – can ads 
like this help counter that?

Movie 2.4  Ad With Lesbian Couple Goes Viral In India



Any commercial fisherman used to be able to fish in U.S. seas. 
Not anymore. Today, the right to fish belongs to a number of pri-
vate individuals who have traded, bought and sold these rights 
in unregulated markets. This system, called "catch shares," fa-
vors large fishing fleets and has cut out thousands of smaller-
scale fishermen. How did this happen? Learn more in this short 
animation from the Center for Investigative Reporting.

Movie 2.5  Reveal - Who Owns the Fish?



Business Rules

To Grow, Social Enterprises Must Play by Business Rules

by Alan Hirzel

We can’t ask social enterprises to have a big impact if they can’t get the resources they 
need to grow bigger. In Britain, for example, fewer than 10% of the tens of thousands of 
social enterprises generate more than £1 million in revenue. Why is that?

One reason is that the scrappy, entrepreneurial approach that characterizes many of these 
organizations starts to break down as they pass that threshold. Normal business complex-
ity sets in. Founding CEOs realize—or fail to realize—that their maniacal energy and per-
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sonal devotion can only take their enter-
prises so far.

And these organizations face a quan-
dary—they are too small to support the 
growth they need and the impact they 
want to have. They lack customer insights 
that would help tune their business model 
to attract more customers. Their business 
plans often betray a misunderstanding of 
how scale generates financial returns. 
They need new executive talent, infusions 
of capital, and systems capable of support-
ing an expanding organization.

For-profit companies in the same situation 
can turn to a robust venture capital com-
munity that is focused on providing the 
management, financing and strategy that 
innovative companies need to scale up 
quickly. Yet those resources don’t exist in 
the social enterprise market—even though 
the need is essentially the same.

Hoping to fill this need, my firm, Bain & 
Company and six other partners founded 
Social Business Trust (SBT) in the U.K. It’s 
an example of an organization seeking to 
meet this challenge of scale by providing 
top-tier, in-kind expertise and working capi-
tal to promising social enterprises. Others 
include The Private Equity Foundation and 
The Acumen Fund. All of these organiza-

tions are trying to fill a critical gap for so-
cial entrepreneurs.

Since it started its work in December 
2010, SBT has invested in five social enter-
prises, which have since collectively in-
creased their revenues by 77%. The goal 
for the next five years is 300% growth. 
Some of these enterprises were already 
well above the £1 million revenue mark, 
while others are startups that have since 
soared past it. Some 100,000 people bene-
fited directly or indirectly from the services 
of these organizations—and that number is 
set to grow to one million within five years.

For example, the London Early Years Foun-
dation (LEYF) runs 24 nursery schools in a 
handful of London boroughs, offering 
lower income parents high-quality child-
care. LEYF’s initial plan for growth was to 
franchise its successful model nationwide. 
After a careful analysis of the market, the 
organization decided instead to grow first 
within London, a market that can easily 
support a fourfold expansion of its social 
impact on young children.

The Challenge Network, another organiza-
tion in SBT’s portfolio, was founded in 
2009 in response to the British govern-
ment’s efforts to engage 16-year-olds in na-
tional service. Despite national govern-
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ment support, analysis again showed that 
plans to grow nationwide would prove an 
expensive way to deliver local programs. 
Challenge is now focused on increasing its 
reach through density and local scale in 
specific target markets, a more profitable 
approach. After starting from zero three 
years ago, Challenge likely will see reve-
nues of over £20-30 million in the next few 
years.

Social enterprise stems from a desire to 
make the world a better place. But if we 
want it to do so at a meaningful scale, it is 
time to acknowledge that social enter-
prises earn their right to be in business the 
same way private enterprises do: by serv-
ing customer needs better than their com-
petition.

This also means the market has to create 
and offer a range of financial and in-kind 
services to help social enterprises scale 
up. At early stages (0-£5M in revenue), this 
support will likely come from in-kind profes-
sional support and grants. At later stages 
(£5M+), it can come from debt and other 
forms of financing. (And therein lies an-
other challenge: there are too few organiza-
tions that have funding scale to meet la-
tent demand to grow the social enterprise 
industry.)

Just as social enterprises need a real ven-
ture capital support network, they also 
need real professional support. Giving an 
extra 10% to pro bono work after you’re 
done with your day job is admirable. But 
social enterprise will not achieve its growth 
ambitions if it is dependent on good will 
and spare time. These enterprises need 
top business talent that works full-time on 
the task, whether in an executive role, as a 
professional service provider or as a sup-
plier.

To attract such talent to their portfolio com-
panies, investors like SBT must apply nor-
mal investment disciplines: pick winning 
business models from among thousands 
of social enterprises; provide an exit that 
rewards entrepreneurial CEOs for their ef-
forts; and build businesses whose models 
can fund growth or pay for debt. In short, 
they must apply the normal rules of busi-
ness to social enterprise. With one excep-
tion: instead of benefitting shareholders, 
dividends and capital gain will be rein-
vested to provide more benefits to society.

Start-ups are not smaller versions of large 
companies. They do not unfold in accor-
dance with master plans. The ones that ulti-
mately succeed go quickly from failure to 
failure, all the while adapting, iterating on, 
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and improving their initial ideas as they 
continually learn from customers.

One of the critical differences is that while 
existing companies execute a business 
model, start-ups look for one. This distinc-
tion is at the heart of the lean start-up ap-
proach. It shapes the lean definition of a 
start-up: a temporary organization de-
signed to search for a repeatable and scal-
able business model.

The lean method has three key principles:

First, rather than engaging in months of 
planning and research, entrepreneurs ac-
cept that all they have on day one is a se-
ries of untested hypotheses—basically, 
good guesses. So instead of writing an in-
tricate business plan, founders summarize 
their hypotheses in a framework called a 
business model canvas. Essentially, this is 
a diagram of how a company creates value 
for itself and its customers.

Second, lean start-ups use a “get out of 
the building” approach called customer de-
velopment to test their hypotheses. They 
go out and ask potential users, purchas-
ers, and partners for feedback on all ele-
ments of the business model, including 
product features, pricing, distribution chan-
nels, and affordable customer acquisition 
strategies. The emphasis is on nimbleness 

and speed: New ventures rapidly assemble 
minimum viable products and immediately 
elicit customer feedback. Then, using cus-
tomers’ input to revise their assumptions, 
they start the cycle over again, testing re-
designed offerings and making further 
small adjustments (iterations) or more sub-
stantive ones (pivots) to ideas that aren’t 
working.

Third, lean start-ups practice something 
called agile development, which originated 
in the software industry. Agile development 
works hand-in-hand with customer devel-
opment. Unlike typical yearlong product 
development cycles that presuppose 
knowledge of customers’ problems and 
product needs, agile development elimi-
nates wasted time and resources by devel-
oping the product iteratively and incremen-
tally. It’s the process by which start-ups 
create the minimum viable products they 
test.

When Jorge Heraud and Lee Redden 
started Blue River Technology, they were 
students in my class at Stanford. They had 
a vision of building robotic lawn mowers 
for commercial spaces. After talking to 
over 100 customers in 10 weeks, they 
learned their initial customer target—golf 
courses—didn’t value their solution. But 
then they began to talk to farmers and 
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found a huge demand for an automated 
way to kill weeds without chemicals. Filling 
it became their new product focus, and 
within 10 weeks Blue River had built and 
tested a prototype. Nine months later the 
start-up had obtained more than $3 million 
in venture funding. The team expected to 
have a commercial product ready just nine 
months after that.

Stealth Mode’s Declining Popularity

Lean methods are changing the language 
start-ups use to describe their work. Dur-
ing the dot-com boom, start-ups often op-
erated in “stealth mode” (to avoid alerting 
potential competitors to a market opportu-
nity), exposing prototypes to customers 
only during highly orchestrated “beta” 
tests. The lean start-up methodology 
makes those concepts obsolete because it 
holds that in most industries customer 
feedback matters more than secrecy and 
that constant feedback yields better re-
sults than cadenced unveilings.

Those two fundamental precepts crystal-
lized for me during my career as an entre-
preneur. (I’ve been involved with eight 
high-tech start-ups, as either a founder or 
an early employee.) When I shifted into 
teaching, a decade ago, I came up with 

the formula for customer development de-
scribed earlier. By 2003 I was outlining this 
process in a course at the Haas School of 
Business at the University of California at 
Berkeley.

In 2004, I invested in a start-up founded by 
Eric Ries and Will Harvey and, as a condi-
tion of my investment, insisted that they 
take my course. Eric quickly recognized 
that waterfall development, the tech indus-
try’s traditional, linear product develop-
ment approach, should be replaced by it-
erative agile techniques. He also saw simi-
larities between this emerging set of start-
up disciplines and the Toyota Production 
System, which had become known as 
“lean manufacturing.” Eric dubbed the 
combination of customer development and 
agile practices the “lean start-up.”

The tools were popularized by a series of 
successful books. In 2003, I wrote The 
Four Steps to the Epiphany, articulating for 
the first time that start-ups were not 
smaller versions of large companies and 
laying out the customer development proc-
ess in detail. In 2010, Alexander Osterwal-
der and Yves Pigneur gave entrepreneurs 
the standard framework for business 
model canvases in Business Model Gen-
eration. In 2011 Eric published an overview 
in The Lean Startup. And in 2012 Bob Dorf 
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and I summarized what we’d learned 
about lean techniques in a step-by-step 
handbook called The Startup Owner’s Man-
ual.

The lean start-up method is now being 
taught at more than 25 universities and 
through a popular online course at 
Udacity.com. In addition, in almost every 
city around world, you’ll find organizations 
like Startup Weekend introducing the lean 
method to hundreds of prospective entre-
preneurs at a time. At such gatherings a 
roomful of start-up teams can cycle 
through half a dozen potential product 
ideas in a matter of hours. Although it 
sounds incredible to people who haven’t 
been to one, at these events some busi-
nesses are formed on a Friday evening 
and are generating actual revenue by Sun-
day afternoon.

Creating an Entrepreneurial, Innovation-
Based Economy

While some adherents claim that the lean 
process can make individual start-ups 
more successful, I believe that claim is too 
grandiose. Success is predicated on too 
many factors for one methodology to guar-
antee that any single start-up will be a win-
ner. But on the basis of what I’ve seen at 

hundreds of start-ups, at programs that 
teach lean principles, and at established 
companies that practice them, I can make 
a more important claim: Using lean meth-
ods across a portfolio of start-ups will re-
sult in fewer failures than using traditional 
methods.

A lower start-up failure rate could have pro-
found economic consequences. Today the 
forces of disruption, globalization, and 
regulation are buffeting the economies of 
every country. Established industries are 
rapidly shedding jobs, many of which will 
never return. Employment growth in the 
21st century will have to come from new 
ventures, so we all have a vested interest 
in fostering an environment that helps 
them succeed, grow, and hire more work-
ers. The creation of an innovation econ-
omy that’s driven by the rapid expansion 
of start-ups has never been more impera-
tive.

In the past, growth in the number of start-
ups was constrained by five factors in addi-
tion to the failure rate:

1. The high cost of getting the first cus-
tomer and the even higher cost of get-
ting the product wrong.

2. Long technology development cycles.
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3. The limited number of people with an 
appetite for the risks inherent in found-
ing or working at a start-up.

4. The structure of the venture capital in-
dustry, in which a small number of 
firms each needed to invest big sums 
in a handful of start-ups to have a 
chance at significant returns.

5. The concentration of real expertise in 
how to build start-ups, which in the 
United States was mostly found in 
pockets on the East and West coasts. 
(This is less an issue in Europe and 
other parts of the world, but even over-
seas there are geographic entrepreneu-
rial hot spots.)

The lean approach reduces the first two 
constraints by helping new ventures 
launch products that customers actually 
want, far more quickly and cheaply than 
traditional methods, and the third by mak-
ing start-ups less risky. And it has 
emerged at a time when other business 
and technology trends are likewise break-
ing down the barriers to start-up forma-
tion. The combination of all these forces is 
altering the entrepreneurial landscape.

Today open source software, like GitHub, 
and cloud services, such as Amazon Web 
Services, have slashed the cost of soft-

ware development from millions of dollars 
to thousands. Hardware start-ups no 
longer have to build their own factories, 
since offshore manufacturers are so easily 
accessible. Indeed, it’s become quite com-
mon to see young tech companies that 
practice the lean start-up methodology of-
fer software products that are simply “bits” 
delivered over the web or hardware that’s 
built in China within weeks of being 
formed. Consider Roominate, a start-up de-
signed to inspire girls’ confidence and inter-
est in science, technology, engineering, 
and math. Once its founders had finished 
testing and iterating on the design of their 
wired dollhouse kit, they sent the specs off 
to a contract manufacturer in China. Three 
weeks later the first products arrived.

Lean start-up practices aren’t just for young 
tech ventures. Large companies, such as 
GE and Intuit, have begun to implement 
them.

Another important trend is the decentraliza-
tion of access to financing. Venture capital 
used to be a tight club of formal firms clus-
tered near Silicon Valley, Boston, and New 
York. In today’s entrepreneurial ecosystem, 
new super angel funds, smaller than the 
traditional hundred-million-dollar-sized VC 
fund, can make early-stage investments. 
Worldwide, hundreds of accelerators, like 
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Y Combinator and TechStars, have begun 
to formalize seed investments. And crowd-
sourcing sites like Kickstarter provide an-
other, more democratic method of financ-
ing start-ups.

The instantaneous availability of informa-
tion is also a boon to today’s new ven-
tures. Before the internet, new company 
founders got advice only as often as they 
could have coffee with experienced inves-
tors or entrepreneurs. Today the biggest 
challenge is sorting through the overwhelm-
ing amount of start-up advice they get. 
The lean concepts provide a framework 
that helps you differentiate the good from 
the bad.

Lean start-up techniques were initially de-
signed to create fast-growing tech ven-
tures. But I believe the concepts are 
equally valid for creating the Main Street 
small businesses that make up the bulk of 
the economy. If the entire universe of small 
business embraced them, I strongly sus-
pect it would increase growth and effi-
ciency, and have a direct and immediate 
impact on GDP and employment.

There are signs that this may in fact hap-
pen. In 2011 the U.S. National Science 
Foundation began using lean methods to 
commercialize basic science research in a 

program called the Innovation Corps. 
Eleven universities now teach the methods 
to hundreds of teams of senior research 
scientists across the United States.

MBA programs are adopting these tech-
niques, too. For years they taught students 
t o a p p l y l a r g e - c o m p a n y a p-
proaches—such as accounting methods 
for tracking revenue and cash flow, and or-
ganizational theories about managing—to 
start-ups. Yet start-ups face completely dif-
ferent issues. Now business schools are 
realizing that new ventures need their own 
management tools.

As business schools embrace the distinc-
tion between management execution and 
searching for a business model, they’re 
abandoning the business plan as the tem-
plate for entrepreneurial education. And 
the business plan competitions that have 
been a celebrated part of the MBA experi-
ence for over a decade are being replaced 
by business model competitions. (Harvard 
Business School became the latest to 
make this switch, in 2012.) Stanford, Har-
vard, Berkeley, and Columbia are leading 
the charge and embracing the lean start-
up curriculum. My Lean LaunchPad course 
for educators is now training over 250 col-
lege and university instructors a year.
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A New Strategy for the 21st-Century Cor-
poration

It’s already becoming clear that lean start-
up practices are not just for young tech 
ventures.

Corporations have spent the past 20 years 
increasing their efficiency by driving down 
costs. But simply focusing on improving ex-
isting business models is not enough any-
more. Almost every large company under-
stands that it also needs to deal with ever-
increasing external threats by continually 
innovating. To ensure their survival and 
growth, corporations need to keep invent-
ing new business models. This challenge 
requires entirely new organizational struc-
tures and skills.

Over the years managerial experts such as 
Clayton Christensen, Rita McGrath, Vijay 
Govindarajan, Henry Chesbrough, Ian Mac-
Millan, Alexander Osterwalder, and Eric 
von Hippel have advanced the thinking on 
how large companies can improve their in-
novation processes. During the past three 
years, however, we have seen large compa-
nies, including General Electric, Qual-
comm, and Intuit, begin to implement the 
lean start-up methodology.

GE’s Energy Storage division, for instance, 
is using the approach to transform the way 

it innovates. In 2010 Prescott Logan, the 
general manager of the division, recog-
nized that a new battery developed by the 
unit had the potential to disrupt the indus-
try. Instead of preparing to build a factory, 
scale up production, and launch the new 
offering (ultimately named Durathon) as a 
traditional product extension, Logan ap-
plied lean techniques. He started search-
ing for a business model and engaging in 
customer discovery. He and his team met 
face-to-face with dozens of global pros-
pects to explore potential new markets 
and applications. These weren’t sales 
calls: The team members left their Power-
Point slides behind and listened to custom-
ers’ issues and frustrations with the bat-
tery status quo. They dug deep to learn 
how customers bought industrial batteries, 
how often they used them, and the operat-
ing conditions. With this feedback, they 
made a major shift in their customer focus. 
They eliminated one of their initial target 
segments, data centers, and discovered a 
new one—utilities. In addition, they nar-
rowed the broad customer segment of 
“telecom” to cell phone providers in devel-
oping countries with unreliable electric 
grids. Eventually GE invested $100 million 
to build a world-class battery manufactur-
ing facility in Schenectady, New York, 
which it opened in 2012. According to 
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press reports, demand for the new batteries is so high that GE 
is already running a backlog of orders. 

The first hundred years of management education focused on 
building strategies and tools that formalized execution and effi-
ciency for existing businesses. Now, we have the first set of 
tools for searching for new business models as we launch 
start-up ventures. It also happens to have arrived just in time 
to help existing companies deal with the forces of continual 
disruption. In the 21st century those forces will make people 
in every kind of organization—start-ups, small businesses, cor-
porations, and government—feel the pressure of rapid 
change. The lean start-up approach will help them meet it 
head-on, innovate rapidly, and transform business as we 
know it.

You have to learn the 

rules of the game.  

And then you have to 

play better than 

anyone else. 
 
- Albert Einstein
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Yay for less food waste!
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Business Model Canvas

The business model canvas lets you look at all nine building blocks of your business on 
one page. Each component of the business model contains a series of hypotheses that 
you need to test.
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Listen to Customers

During customer development, a start-up searches for a business model that works. If cus-
tomer feedback reveals that its business hypotheses are wrong, it either revises them or 
“pivots” to new hypotheses. Once a model is proven, the start-up starts executing, build-
ing a formal organization. Each stage of customer development is iterative: A start-up will 
probably fail several times before finding the right approach.

1. Founders translate company ideas into business model hypotheses, test assumptions 
about customers’ needs, and then create a “minimum viable product” to try out their 
proposed solution on customers.

2. Start-up continues to test all other hypotheses and tries to validate customers’ interest 
through early orders or product usage. If there’s no interest, the start-up can “pivot” by 
changing one or more hypotheses.

3. The product is refined enough to sell. Using its proven hypotheses, the start-up builds 
demand by rapidly ramping up marketing and sales spending, and scales up the busi-
ness.

4. Business transitions from start-up mode, with a customer development team search-
ing for answers, to functional departments executing its model.
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Quick, Responsive Development

In contrast to traditional product development, in which each stage occurs in linear order 
and lasts for months, agile development builds products in short, repeated cycles. A start-
up produces a “minimum viable product”—containing only critical features—gathers feed-
back on it from customers, and then starts over with a revised minimum viable product.
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If you live near a fracking site you're way more likely to be hos-
pitalized for serious health issues.

Movie 2.7  Now This - Live Near Fracking Sites?



Hydraulic fracturing -- or “fracking” -- is a natural gas collection 
method that poses a danger to our environment and our public 
health. 

Movie 2.8  National Sierra Club - Fracking 101



Lean Startup

Why the Lean Start-Up Changes Everything

by Steve Blank

Launching a new enterprise—whether it’s a tech start-up, a small business, or an initiative 
within a large corporation—has always been a hit-or-miss proposition. According to the 
decades-old formula, you write a business plan, pitch it to investors, assemble a team, in-
troduce a product, and start selling as hard as you can. And somewhere in this sequence 
of events, you’ll probably suffer a fatal setback. The odds are not with you: As new re-
search by Harvard Business School’s Shikhar Ghosh shows, 75% of all start-ups fail.
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But recently an important countervailing 
force has emerged, one that can make the 
process of starting a company less risky. 
It’s a methodology called the “lean start-
up,” and it favors experimentation over 
elaborate planning, customer feedback 
over intuition, and iterative design over tra-
ditional “big design up front” development. 
Although the methodology is just a few 
years old, its concepts—such as “mini-
mum viable product” and “pivoting”—have 
quickly taken root in the start-up world, 
and business schools have already begun 
adapting their curricula to teach them.

The lean start-up movement hasn’t gone 
totally mainstream, however, and we have 
yet to feel its full impact. In many ways it is 
roughly where the big data movement was 
five years ago—consisting mainly of a 
buzzword that’s not yet widely understood, 
whose implications companies are just be-
ginning to grasp. But as its practices 
spread, they’re turning the conventional 
wisdom about entrepreneurship on its 
head. New ventures of all kinds are at-
tempting to improve their chances of suc-
cess by following its principles of failing 
fast and continually learning. And despite 
the methodology’s name, in the long term 
some of its biggest payoffs may be gained 
by the large companies that embrace it.

In this article I’ll offer a brief overview of 
lean start-up techniques and how they’ve 
evolved. Most important, I’ll explain how, 
in combination with other business trends, 
they could ignite a new entrepreneurial 
economy.

The Fallacy of the Perfect Business Plan

According to conventional wisdom, the 
first thing every founder must do is create 
a business plan—a static document that 
describes the size of an opportunity, the 
problem to be solved, and the solution that 
the new venture will provide. Typically it in-
cludes a five-year forecast for income, prof-
its, and cash flow. A business plan is essen-
tially a research exercise written in isola-
tion at a desk before an entrepreneur has 
even begun to build a product. The as-
sumption is that it’s possible to figure out 
most of the unknowns of a business in ad-
vance, before you raise money and actu-
ally execute the idea.

Once an entrepreneur with a convincing 
business plan obtains money from inves-
tors, he or she begins developing the prod-
uct in a similarly insular fashion. Develop-
ers invest thousands of man-hours to get it 
ready for launch, with little if any customer 
input. Only after building and launching the 
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product does the venture get substantial feedback from cus-
tomers—when the sales force attempts to sell it. And too of-
ten, after months or even years of development, entrepreneurs 
learn the hard way that customers do not need or want most 
of the product’s features.

After decades of watching thousands of start-ups follow this 
standard regimen, we’ve now learned at least three things:

1. Business plans rarely survive first contact with customers. 
As the boxer Mike Tyson once said about his opponents’ 
prefight strategies: “Everybody has a plan until they get 
punched in the mouth.”

2. No one besides venture capitalists and the late Soviet Un-
ion requires five-year plans to forecast complete un-
knowns. These plans are generally fiction, and dreaming 
them up is almost always a waste of time.

Live one day at a time, 

emphasizing ethics 

rather than rules. 
 
- Wayne Dyer
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Janine Benyus: Biomimicry Is Innovation Inspired By Nature

Movie 2.9  Fast Company - What is Biomimicry?



Tricky Issues

Social Entrepreneurs’ Tricky Issues of Sustainability and Scale

by Nina Dudnik

When you start any sort of venture, the most frequently asked questions center around 
two words: sustainability and scale. Scalability is the ability to increase revenues while 
your marginal costs decrease with each unit sale. In other words: developing a product 
people actually want and figuring out how to stamp out lots of them for lower costs while 
selling ever more of them. Sustainability is just what it sounds like — moving your busi-
ness beyond initial investment to sustenance. Certainly achieving these is no easy feat for 
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any enterprise. But for a social venture, the 
concepts of sustainability and scale are 
even more complicated.

We don’t just make products or deliver 
services; we’re supposed to generate real 
impact on complex societal problems. As 
often as not, these are problems that can’t 
be solved with simple modular widgets 
that can be sold in ever-increasing quanti-
ties. To tackle these problems we have to 
develop multi-faceted approaches with a 
lot of human intervention. We invest enor-
mous time and energy understanding our 
first customers, working side-by-side with 
them, tweaking and changing what we pro-
vide them and often waiting a very long 
time to see any measurable social change.

That kind of work embodies the phrase 
“high touch” and it flies in the face of that 
conventional definition of scalability. The 
results are phenomenal but come with the 
definite possibility that every new cus-
tomer will require a proportional increase 
in our infrastructure. Therefore, for social 
ventures, our search for scalability is a 
search for the definition of what works, for 
procedures and interventions that can be 
replicated — perhaps still with high-energy 
investment, but in a consistent way in 
each new place to generate consistent im-
pact.

Sustainability has come to hold two mean-
ings for social enterprises. The first refers, 
as usual, to the soundness of our organiza-
tions’ financial footing. The people who 
pay for a social venture’s services are not 
always the same as those who use them. 
From a practical standpoint, this doubles 
our organizations’ workload as we pursue 
the work to provide our products or serv-
ices plus the work to secure the funding 
for those products and services. More re-
cently, revenue-generating models have be-
come the ideal; everyone is searching for a 
way to survive without perpetual philan-
thropic infusions.

There are organizations that price their 
products for their (generally poor) clients 
and generate funds like any other manufac-
turer of goods, only with the added plus of 
making a difference through what they sell. 
Other organizations look for offshoots of 
their social work that can be monetized 
and marketed. The tension between mis-
sion and financial urgency can be acute. 
We must be vigilant about not over-
charging the very people we are trying to 
help, or spending so much time generating 
a saleable product that the social impact 
for our clients declines.

The second definition of sustainability re-
fers to the durability of that social benefit. 
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It’s wonderful to work in a community and improve lives, but 
what happens once we’ve moved on to the next site? Can our 
clients maintain what we’ve started or will our constant pres-
ence and intervention be required? This issue feeds back into 
our development of models that scale. We may have to add 
entirely new programs to our original simple offering to ensure 
that our efforts have lasting benefits.

These then are the questions I wrestle with on an almost daily 
basis: Can we distill the lessons of all these years of intensive 
work and arrive at protocols we can more easily replicate in 
new locations? How do we measure the magnitude of our so-
cial impact and ensure it lasts beyond our intervention? How 
do we generate the funds to support this work in ways that 
are themselves scalable?

I believe we will be able to resolve these questions, and I be-
lieve we will realize our desired social impact, but it will not be 
quick or easy. As social entrepreneurs we are often expected 
to pursue these issues fueled only by hope and devotion. We 
must endlessly make the case for the resources to crack 
these tough problems. That is not an easy case to make in an 
era in which you can invest in a smartphone application that 
hits “scale” and significant revenues within a year. But that 
kind of patient support in our enterprises will pay off. The prob-
lems we are tackling are important. When we do resolve the 
issues of sustainability and scale, the results will be worth the 
investment, and worth the wait.

Men are in general so 

tricky, so envious, and 

so cruel that when we 

fine one who is only 

weak, we are too 

happy.  
 
- Voltaire
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In combat fishing there are winners and losers -- and this time, 
the winners really hit the herring jackpot.

Movie 2.10  National Geographic - The Biggest Catch



Public-Private Partners

How a Public-Private Partnership Is Saving Lives

by Michael Rosenblatt

Every day, about 800 mothers die bringing new life into the world. If nothing is done, that 
will translate into about 3 million deaths in the next decade. But if corporations join the 
public sector in recognizing that this problem is a convergence of societal, economic, and 
cultural factors and apply good management practices to address it, we can bend the 
curve.
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This is one of the central findings of Merck 
for Mothers, a 10-year, $500 million initia-
tive that my company has undertaken. 
Now in its second year, the initiative’s goal 
is to create a world where no woman dies 
from complications during pregnancy and 
childbirth. More than 75 programs involv-
ing a wide range of partners (maternal 
health experts and providers, NGOs, gov-
ernments, academia, professional and 
quality improvement organizations, private 
sector businesses and scientists) are un-
der way in 30 countries, including the 
United States.

Within the numbers of women’s deaths are 
real-life stories. When her mother died in 
childbirth, nine-year-old Gudia Devi of Ut-
tar Pradesh, India, faced an unfair, all-too-
common situation: She forfeited going to 
school in order to take care of her younger 
siblings. This domino effect has no end. 
Without change, young people like Gudia 
are likely to be caught in the same cycle 
−  sacrificing their youth and education to 
become surrogate mothers and bear the 
unintended responsibility of parenthood.

If you believe this is a problem confined to 
the developing world, consider this: The 
rate of maternal mortality in the United 
States has doubled in the past 20+ years. 
Right here in this country, every year ap-

proximately 900 women die − and 50,000 
nearly die −  from complications due to 
pregnancy and childbirth. Shockingly, 46 
countries in the world have a lower rate of 
maternal mortality than the United States.

And it gets worse. The vast majority of these 
deaths don’t have to happen, which make 
these losses even more tragic.

While there has been progress made in 
many countries by smart, passionate peo-
ple in global health, the United Nations ac-
knowledges that its Millennium Develop-
ment Goal to dramatically reduce maternal 
mortality by 2015 is at great risk for failure.

Maternal mortality is an enormously compli-
cated problem. In sub-Saharan Africa and 
South Asia, crisis epicenters, mothers are 
at risk due to a host of problems including 
scarce medical supplies, inadequate refrig-
eration for life-saving medicines, lack of 
transportation to medical care facilities, 
and cultural norms such as hiding preg-
nancy. In some countries, what passes for 
an ambulance is a donkey cart. Long-
awaited bulk shipments of medical gloves 
can arrive full of holes, unusable. Getting 
medical assistance might require the per-
mission of a reluctant mother-in-law or hus-
band who regard intervention as embar-
rassing or dangerous.

224



But by applying a business lens to the chal-
lenge −  looking beyond traditional health 
models to identify private-sector ap-
proaches −  Merck for Mothers and our 
partners are making progress toward creat-
ing a world where no woman dies need-
lessly in childbirth.

Understand the customer. Businesses gain 
their strategic focus from understanding 
the “customer” −  in this case, that’s the 
mother-to-be herself. To help understand a 
woman’s preferences and challenges, 
Merck for Mothers has begun to incorpo-
rate focus groups and community advisory 
committees in our work. This is essential 
to developing services she will use and, 
longer term, putting into place solutions 
that will have a lasting impact.

One of my favorite examples comes from 
Zambia, where our team spoke with local 
women to get their take on what should be 
done to stop women from dying. Voices 
we heard in this “market research” told us 
that pregnant women may walk for miles 
through dangerous floodlands and game 
reserves to get to a place where they can 
deliver. These conversations gave Merck 
for Mothers and our partners (govern-
ments, a medical professional group and 
NGOs) clear direction. We are now finding 
ways to design self-sustaining models of 

maternity “waiting homes.” These are 
places where women from remote areas in 
the late stages of pregnancy can stay to 
be close to the clinics where they will give 
birth.

Develop the capabilities of small businesses. 
The private health sector −  independent 
midwives, private clinics, and local pharma-
cies − enjoys high levels of trust among pa-
tient customers throughout rural Africa and 
India. These small, entrepreneurial busi-
nesses have vast but unrealized potential 
to deliver high quality, affordable, and com-
prehensive maternal health services. On 
one level, they need to learn and imple-
ment basic business essentials such as fi-
nancial management and human resource 
development. Yet the harder challenge is 
to make sure the resulting models we help 
develop are sustainable. To this end, 
Merck for Mothers is funding programs 
that help teach these small businesses 
franchise design, accreditation strategies, 
performance-based incentives, and 
supply-chain management to help address 
the persistent problem of inventory stock-
outs, for example.

Measure and evaluate. These staples of 
management excellence are central to mak-
ing progress. We are applying them to our 
programs in two ways: 1) to enhance data 
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collection and reviews here in the United 
States to better understand why the mater-
nal mortality rate has been climbing; and 2) 
to assess the effectiveness and sustainabil-
ity of our own partnerships, both from an 
epidemiological and health economics per-
spective, through a third-party evaluator.

Pursue scientific innovation. This, of course, 
is critical in reducing maternal mortality 
and requires management. Merck’s scien-
tists consulted with dozens of health care 
providers to understand and identify ways 
to overcome barriers to treating the lead-
ing causes of complications and death in 
pregnancy and childbirth, including post-
partum hemorrhage and pre-eclampsia. 
The conversations underscored that tech-
nologies that save women in more devel-
oped countries are totally impractical in 
places without refrigeration or electricity. 
To save lives in low-resource countries, our 
scientists are connecting research counter-
parts who together can make real pro-
gress. By building alliances, and adding to 
them our own complementary scientific ex-
pertise, we are taking forward steps to 
make medicines easier to use and less 
likely to degrade in settings with limited in-
frastructure.

Raise awareness. This is an enormously 
powerful part of the equation for saving 

mothers. Just look at how patients and pa-
tient advocacy groups have moved us for-
ward in combating HIV/AIDS, heart dis-
ease, and breast cancer. The private sec-
tor was a major contributor to those suc-
cesses; we must use our voice now to cre-
ate awareness of the causes of maternal 
mortality and its impact, and to help bring 
about innovation to save mothers.

What has been achieved? In a year’s time, 
maternal mortality in the areas in Zambia 
and Uganda where we’re working with part-
ners has decreased by a third. Manage-
ment expertise from the private sector has 
been crucial to that result, bringing about 
better health care delivery − and new hope 
for women as they bring new life into the 
world.

Problems as complex and heartbreaking 
as maternal mortality will require continued 
analysis and constructive solutions. Imagin-
ing a mother’s joyful embrace of her new-
born is reward enough to rally for results.
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New techniques for editing genes will revolutionize the world 
around us. They could also change what it means to be hu-
man. AJ+ explains how the technology to modify DNA works 
and why some scientists are worried.

Movie 2.11  Genetic Modification: The Real Age Of X-Men



Funding Social Enterprises

A New Approach to Funding Social Enterprises

by Antony Bugg-Levine, Bruce Kogut and Nalin Kulatilaka

The financial crisis of 2008 deeply damaged the credibility of financial innovation in the 
general public’s mind. As the collapse of markets dried up credit across the system, the 
notion that securities such as collateralized debt obligations and credit default swaps are 
enablers of growth suddenly seemed implausible, if not deluded. Indeed, those instru-
ments are often described today as weapons of mass destruction.
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It’s easy to forget that the same instru-
ments have had a positive and transforma-
tive effect on society. Even as the dust 
from the real estate implosion lingers, we 
can see that homeownership would be im-
possible for millions of people if banks 
could not pool mortgages and sell collater-
alized bonds against those pools. It isn’t 
only the middle classes in developed na-
tions that have benefited from debt pool-
ing. Microfinance is now a $65 billion mar-
ket, serving more than 90 million borrow-
ers in some of the world’s poorest coun-
tries. Its growth was accelerated by the 
ability of investment banks to pool the mi-
croloans of many lenders and issue collat-
eralized debt obligations against them in 
the international financial markets, freeing 
up the capital of those lenders and allow-
ing them to make additional microloans.

Financial engineering, then, can be a pow-
erful force for change. It can permit the mo-
bilization of more capital for investment 
than would otherwise be available. It can 
generate rich opportunities to fund pro-
jects that fuel economic growth and im-
prove people’s lives.

In the following pages we’ll explain how fi-
nancial engineering can make it possible 
to channel investment from the financial 
markets to organizations devoted to social 

ends—organizations known as social enter-
prises, which have traditionally looked to 
charity for much of their funding. With the 
right financial innovations, these enter-
prises can access a much deeper pool of 
capital than was previously available to 
them, allowing them to greatly extend their 
social reach.

The Businesses of Blended Returns

Social enterprises are entrepreneurial or-
ganizations that innovate to solve prob-
lems. They include nonprofit and for-profit 
ventures, and their returns blend social 
benefit and financial revenues. They come 
in many flavors, but they all face the same 
fundamental question: Can they generate 
enough revenue and attract enough invest-
ment to cover their costs and grow their ac-
tivities?

Some social enterprises can earn a profit 
that is sufficient to get the business funded 
by investors. They might provide goods 
and services to customers willing to pay a 
premium for a socially beneficial pro-
duct—green energy, say, or organic food. 
They might sell an essential service to 
poor customers at a decent profit while 
still providing that service more affordably 
than other suppliers do. But many, if not 
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most, social enterprises cannot fund them-
selves entirely through sales or investment. 
They are not profitable enough to access 
traditional financial markets, resulting in a 
financial-social return gap. The social 
value of providing poor people with afford-
able health care, basic foodstuffs, or safe 
cleaning products is enormous, but the 
cost of private funding often outweighs the 
monetary return. Many social enterprises 
survive only through the largesse of govern-
ment subsidies, charitable foundations, 
and a handful of high-net-worth individuals 
who will make donations or accept lower 
financial returns on their investments in so-
cial projects. The ability of those enter-
prises to provide their products and serv-
ices rises or falls with the availability of 
capital from these sources, and their fund-
raising efforts consume time and energy 
that could be spent on their social mis-
sions.

The lack of funding opportunities is one of 
the major disadvantages social enterprises 
face. A conventional business can use its 
balance sheet and business plan to offer 
different combinations of risk and return to 
many different types of investors: equity in-
vestors, banks, bond funds, venture capi-
talists, and so on. Not so for many social 
enterprises—but that is changing. An in-
creasing number of social entrepreneurs 

and investors are coming to realize that so-
cial enterprises of all sorts can also gener-
ate financial returns that will make them at-
tractive to the right investors. This realiza-
tion will dramatically increase the amount 
of capital available to these organizations.

Essentially, the insight is that you can treat 
the funding of a social enterprise as a prob-
lem of financial structuring: The enterprise 
can offer different risks and returns to dif-
ferent kinds of investors instead of deliver-
ing a blended return that holds for all inves-
tors but is acceptable to very few. This 
new approach to structuring can close the 
financial-social return gap.

A growing number of social entrepreneurs 
and investors realize that social enter-
prises of all sorts can generate financial re-
turns that will make them attractive to the 
right investors.

Social Enterprise’s New Balance Sheet

To see how the process works, imagine 
that a social enterprise operating in Africa 
requires an investment of $100,000 to 
build new health clinics and expects the 
clinics to earn $5,000 a year—a return of 
5% on the investment.
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Unfortunately, 5% is too low to attract pri-
vate sources of capital. Traditionally the en-
terprise would obtain the $100,000 from a 
charitable foundation instead. But suppose 
the enterprise asked the donor for only 
$50,000. It could then offer a financial in-
vestor a 10% return on the remaining 
$50,000. The donor would receive no re-
payment—but it would have $50,000 to 
give to another socially worthy enterprise.

You can think of a charitable donation as 
an investment, just as debt and equity are 
investments. The difference is that the re-
turn on the donation is not financial. The 
donor does not expect to get its money 
back; it expects its money to generate a 
social benefit. It considers the investment 
a failure only if that social benefit is not cre-
ated. And with a donor-investor willing to 
subsidize half the cost, the social enter-
prise becomes valuable and less risky to 
conventional investors. The traditional 
model of social enterprise leaves this value 
on the table. Donors lose out because they 
fully subsidize a project that could have at-
tracted investment capital, and investors 
do not participate at all.

What we’ve just described is, of course, 
analogous to the way conventional compa-
nies are financed. By raising a portion of 
the capital it needs from equity investors, a 

risky business can then borrow money 
from debt investors who seek predictable 
returns.

In the emerging model of social enterprise 
capital markets, donors play the role of eq-
uity holders, providing capital that sup-
ports an enterprise and that makes the 
debt taken on by financial investors safer, 
with better expected returns. Let’s look at 
the tools that are taking social enterprises 
in this direction.

Innovation in Practice

Some of the more forward-thinking founda-
tions and social investors have realized 
that the current methods of financing so-
cial enterprises are inefficient, for the enter-
prises and themselves, and have started 
working to broaden the access to capital. 
Here are some of the mechanisms they’re 
employing.

Loan guarantees.

The Bill & Melinda Gates Foundation now 
issues loan guarantees, rather than direct 
funds, to some of the enterprises it sup-
ports, recognizing that this is an efficient 
way to leverage its donations and provide 
organizations with more-certain funding. 
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Its first guarantee allowed a charter school 
in Houston to raise $67 million in commer-
cial debt at a low rate, saving the school 
(and its donors) almost $10 million in inter-
est payments.

Quasi-equity debt.

Some organizations have developed finan-
cial vehicles that combine the properties of 
equity and debt. A quasi-equity debt secu-
rity is particularly useful for enterprises that 
are legally structured as nonprofits and 
therefore cannot obtain equity capital. 
Such a security is technically a form of 
debt, but it has an important characteristic 
of an equity investment: Its returns are in-
dexed to the organization’s financial per-
formance. The security holder does not 
have a direct claim on the governance and 
ownership of the enterprise, but the terms 
and conditions of the loan are carefully de-
signed to give management incentives to 
operate the organization efficiently. Social 
investors purchase these securities, which 
perform the function of equity and make it 
possible for social enterprises to offer 
banks and other profit-seeking lenders a 
competitive investment opportunity.

Consider the Bridges Social Entrepreneurs 
Fund—one of several social funds of the 
UK investment company Bridges Ventures. 

The fund has some £12 million to invest in 
social enterprises. Recently it committed 
£1 million to a social loan to HCT, a com-
pany that uses surpluses from its commer-
cial London buses, school buses, and Park 
& Ride services to provide community 
transportation for people unable to use 
conventional public transportation. This so-
cial loan has a quasi-equity feature: The 
fund takes a percentage of revenues, 
thereby sharing some of the business risk 
and gains. Because the loan is tied to the 
top revenue line, it provides HCT with 
strong incentives to manage the business 
efficiently. Covenants on such loans are of-
ten added to avoid mission drift from the 
social goals.

Pooling.

Techniques that involve pooling funds have 
also opened new financial doors to social 
enterprises, because the pooling institution 
can tailor its liabilities to the needs of differ-
ent kinds of investors. The Switzerland-
based social capital investor BlueOrchard, 
for example, assembles portfolios from 
many microlenders and bundles them into 
three tranches. The bottom tranche is Blue-
Orchard’s equity, which offers high returns 
but takes the first loss. The next tranche 
offers a lower expected return but has less 
risk. It takes the second loss, after equity 
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is wiped out, and is analogous to a con-
vertible bond. The top tranche promises a 
low but relatively safe return; it is pur-
chased by conventional debt investors. 
The pooling model has spread globally, 
with innovators such as IFMR Trust, in 
Chennai, engaged in the securitization and 
structured finance of microfinance loan 
portfolios in which they retain an invest-
ment share.

Social impact bonds.

Another innovation, the social impact 
bond, deserves special notice for its ability 
to help governments fund infrastructure 
and services, especially as public budgets 
are cut and municipal bond markets are 
stressed. Launched in the UK in 2010, this 
type of bond is sold to private investors 
who are paid a return only if the public pro-
ject succeeds—if, say, a rehabilitation pro-
gram lowers the rate of recidivism among 
newly released prisoners. It allows private 
investors to do what they do best: take cal-
culated risks in pursuit of profits. The gov-
ernment, for its part, pays a fixed return to 
investors for verifiable results and keeps 
any additional savings. Because it shifts 
the risk of program failure from taxpayers 
to investors, this mechanism has the poten-
tial to transform political discussions about 
expanding social services. From the U.S. 

to Australia, national and local govern-
ments are developing pilot bonds to fund 
interventions targeting homelessness, 
early childhood education, and other is-
sues. The U.S. could even use this ap-
proach to support its finance-starved 
space program—for instance, issuing 
“space bonds” that would pay a return 
only if a manned mission were to reach 
Mars on schedule and under budget.

Developments like these are stretching the 
boundaries of social enterprise financing. It 
isn’t hard to imagine that at some point so-
cial enterprises will have an even broader 
universe of funding options than conven-
tional businesses do. If you think of charita-
ble donations as a form of investment, and 
if an appropriate legal structure is created, 
then you have, by definition, a new class 
of investors and a new type of return (see 
the exhibit “Financing Social Enterprises”). 
An organization delivering a social return 
could obtain seed capital from donors with-
out giving the donors any claim on assets. 
The seed capital could then be augmented 
by equity capital with a residual claim on 
assets and by debt capital with a prior 
claim on assets and cash flow. With all 
these types of liabilities available and with 
the possibility of securitizing and selling 
them, the funding and growth possibilities 
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for social enterprises start to look very 
promising indeed.

And the benefits aren’t limited to social en-
terprises; financial markets stand to gain, 
too. The emerging model broadens the 
range of asset classes investors can tap to 
diversify their portfolios. Investors can now 
obtain returns from completely new sets of 
products and customer groups, often in 
new countries. This is precisely why securi-
tized bonds issued against microloans 
proved so popular.

Making It Happen

If the financial crisis taught us one thing, 
it’s that the machinery and infrastructure of 
financial markets matter a lot. Without stan-
dards and ratings, investors can’t distin-
guish between good investments and bad 
ones, and lawmakers can’t provide frame-
works to regulate and protect investors 
and companies alike.

When it comes to evaluating a social enter-
prise, the challenge is doubled. In many ar-
eas the market machinery and infrastruc-
ture for evaluating social risks and returns 
are barely developed. This can have two 
effects: It can starve good organizations of 

funding and leave investors focused solely 
on financial returns.

As Harvard Business School’s Robert 
Kaplan and Allen Grossman argued in 
these pages, investments in social causes 
will remain chronically inefficient unless the 
social sector comes up with transparent 
ways to measure, report, and monitor so-
cial outcomes. Recognizing the need for 
such transparency, the Rockefeller Founda-
tion joined with many of the most impor-
tant social venture investors in launching a 
major effort to finance the development of 
institutional machinery and infrastructure 
for social enterprise capital markets.

Part of this effort involved the creation, in 
2009, of a nonprofit called the Global Im-
pact Investing Network. One of the organi-
zation’s first initiatives was the Impact Re-
porting and Investment Standards (IRIS) 
project, which seeks to establish criteria 
for double-bottom-line investing, where 
the first line is financial and the second line 
is social. What, for example, is the right 
way to measure childhood literacy? For an 
enterprise involved in primary education, 
the second line might be the number of 
children enrolled in schools, or how many 
can read. By specifying what items should 
appear on the second line, IRIS has taken 
the first step toward the development of 
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common standards for reporting social out-
comes—just as GAAP provides a common 
language for comparing investment op-
tions.

Greater precision and transparency with re-
spect to social outcomes will make it eas-
ier to disentangle the social returns and 
risks of a blended business from the finan-
cial ones. This in turn will allow a social en-
terprise and its investors to determine the 
appropriate balance between charitable 
and noncharitable capital, and from there 
the enterprise can use the machinery and 
infrastructure of the financial markets to 
the fullest. All parties will benefit. Donors 
will be able to leverage their gifts to sup-
port more activities, and they will be better 
able to assess the effectiveness of their do-
nations. Social enterprises will have ac-
cess to the capital they need for growth 
consistent with their social missions. Finan-
cial investors will have a hugely expanded 
range of investment opportunities. Let us 
be clear: We do not underestimate the chal-
lenges involved in creating fully functioning 
capital markets and legal frameworks to 
serve social enterprises. It’s hard enough 
creating them to serve for-profit entities 
that do not have social missions. We also 
recognize that some of the innovations 
we’ve discussed will not be suitable for all 
organizations. We need to figure out how 

to sustain those organizations as well. But 
with the right market infrastructure and le-
gal framework in place, enormous 
amounts of private capital could be mobi-
lized for social enterprises. In the United 
States alone, charitable foundations hold 
$600 billion in investment assets but do-
nate less than $50 billion each year. Effec-
tive financial engineering could unlock 
those endowment assets and also attract 
some of the trillions of dollars currently 
held in mainstream portfolios. The ability to 
tap these deep pools of capital will be a 
significant contribution to creating a 
greener, healthier, and more equitable 
world.
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Financing Social Enterprises

Social enterprises potentially have a larger 
universe of investors than conventional 
firms do. If they can structure their funding 
to treat charitable donations as a form of 
capital that seeks social, not financial, re-
turns, they can then tap all the conven-
tional sources of capital: venture capital 
firms, banks, mutual funds, bond funds, 
and so on. And with access to these 
sources, all the financial-engineering tools 
for transferring risk and return become 
available, allowing social enterprises to 
free up capital and grow. 

Types of Financing:

Charitable

• Payment Structure: None

• Claim on Assets: None

• Type of Return: Social good

Equity

• Payment Structure: Variable

• Claim on Assets: Residual

• Type of Return: High risk and return

Quasi-Equity Debt

• Payment Structure: Tied to revenue

• Claim on Assets: Subordinated

• Return: Medium financial risk and return

Convertible Debt

• Pmt Structure: Fixed with conversion

• Claim on Assets: Preferred

• Type of Return: Medium risk and return

Debt

• Payment Structure: Fixed

• Claim on Assets: First

• Type of Return: Low risk and return

Securitized Debt

• Payment Structure: Fixed

• Claim on Assets: Off the balance sheet

• Type of Return: Tailored to investor types
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VICE heads to Delhi to meet Sampat Pal, an Indian woman 
who's formed the Gulabi Gang, or Pink Gang, to help women 
band together to combat the many cases of sexual assault 
tainting their country. 

Movie 2.12  VICE on HBO: The Pink Gang Rebellion



Social Impact Investing

Social Impact Investing Will Be the New Venture Capital

by Sir Ronald Cohen and William A. Sahlman

During the past century, governments and charitable organizations have mounted massive 
efforts to address social problems such as poverty, lack of education, and disease. Gov-
ernments around the world are straining to fund their commitments to solve these prob-
lems and are limited by old ways of doing things. Social entrepreneurs are stultified by tra-
ditional forms of financing. Donations and grants don’t allow them to innovate and grow. 
They have virtually no access to capital markets and little flexibility to experiment at vari-
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ous stages of growth. The biggest obsta-
cle to scale for the social sector is this lack 
of effective funding models.

But the problem is not money, per se. Take 
a look at the social sector in the U.S. There 
are $700 billion of foundation assets, and 
10 million people working for non-profits. 
These are huge numbers. Yet there are 
massive inefficiencies in capital allocation. 
Too often donors starve organizations and 
entrepreneurs by refusing to cover over-
head. This makes it impossible for social 
organizations to scale. Interviews con-
ducted in 2000 by the Social Investment 
Task Force in the United Kingdom, re-
vealed what most nonprofit leaders already 
know: Almost all social sector organiza-
tions are small and perennially under-
funded, with barely three months’ worth of 
working capital at their disposal. And that 
hasn’t changed in the last 12 years.

Compare that to the world of venture capital. 
If a business entrepreneur came to us with a 
plan for growing a new business without 
spending a penny on overhead, we would 
show him or her the door. Why should it be 
any different for a social entrepreneur?

We believe we are on the threshold of a 
major change not unlike the early days of 
the modern venture capital industry. In the 

mid-1960s and early 1970s, a new type of 
investment vehicle was created: the profes-
sionally managed venture capital partner-
ship. This organizational innovation drew 
investment capital from institutional play-
ers like pension funds and endowments 
and allowed for appropriate time horizons. 
Soon venture capital became a core part 
of many economies and those bold moves 
changed everything. Entrepreneurship has 
never been the same.

Just as the formation of the venture capital 
industry ushered a new approach and mind-
set toward funding innovation within the pri-
vate sector, impact investment has started 
to bring opportunities to harness entrepre-
neurship and capital markets to drive social 
improvement. This in time will bring much 
needed change to the social sector.

We’re already beginning to see innovation. 
People are developing new securities that 
link social performance to financial returns. 
There are new experiments — models that 
use the tools of finance to try things in dif-
ferent ways — sometimes creating income 
streams from novel concepts, like funding 
cancer research. There are also hybrid or-
ganizations like the Acumen Fund, Bridges 
Ventures and Root Capital that channel pa-
tient capital to high social return invest-
ments around the world. There are even or-
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ganizations like Endeavor and Social Fi-
nance that help entrepreneurs gain access 
to global capital markets to fuel growth in 
employment and social impact.

Within the last two years, government 
agencies in the U.K., U.S., Australia, Can-
ada and Israel at the national, state, or 
even county levels have begun exploring 
the potential of social impact bonds. 
These are financial instruments that pay an 
investor if the cost or incidence of some-
thing (foster care or prisoner recidivism) is 
reduced, with comparable or better re-
sults, than a government program. If so, 
the investor makes money; if not, they lose 
money.

As more and more examples emerge from 
all regions of the world — addressing issues 
as diverse as recidivism, drug discovery, 
sleeping sickness, literacy, food deprivation, 
and poverty — one begins to get the sense 
that there’s no stopping this idea whose time 
has come.

Things will change rapidly over the next 
five to ten years. If investors can find the 
same courage the early institutional back-
ers of the venture capital industry found, 
we will see talented social entrepreneurs 
build large, effective organizations that 
move the needle on a social issue and de-

liver acceptable financial returns at the 
same time.

To get there we need success stories — like 
the early investments venture capitalists 
made in companies like DEC, Intel, Scientific 
Data Systems, Teledyne, Genentech, Apple 
and Tandem — that build confidence and un-
lock private capital. When investors believe 
they can earn acceptable returns, money will 
flow. And smart people will feel they can suc-
ceed because they can attract capital.

We live in a world awash with capital — 
some $200 trillion in financial assets ac-
cording to McKinsey & Company. We also 
live in a world of remarkably low interest 
rates. If we can create instruments — like 
social impact bonds — that can deliver a 
financial return of about 7%, a high social 
return and limited downside risk, then we 
can meet two needs. We can provide rea-
sonable returns that are uncorrelated with 
equity markets and attract capital to entre-
preneurs who can develop innovative and 
effective ways of improving the fabric of 
our society.
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Many issues are nowadays dismissed as mere 'first world prob-
lems'. But the problems of the first world are deeply important 
and need to get addressed - as the whole planet will eventually 
have them.

Movie 2.13  School of Life - First World Problems



Economies of Unscale

Economies of Unscale: Why Business Has Never Been Easier for the Little Guy

by Hemant Taneja

The American worker just can’t seem to get a break. Automation is wiping out whole job 
categories, from cashiers to machine-builders, while pressures from globalization, trade, 
and new Internet-driven business models have disrupted industries and displaced hun-
dreds of thousands of workers.   And the prescribed solution — education — is becoming 
increasingly unaffordable for most Americans.
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But the tide is about to turn.   A series of 
breakthrough technologies and new busi-
ness models are destroying the old rule 
that bigger is better.  By exploiting the vast 
(but cheap) audience afforded by the Inter-
net, and taking advantage of a host of 
modular services, small becomes the new 
big.   The global business environment is 
decomposing into smaller yet more profit-
able markets, so businesses can no longer 
rely on scaling up to compete, but must in-
stead embrace a new economies of  un-
scale.

Unscaling has emerged over decades. 
FedEx offered overnight delivery services 
in the 1970s, letting anyone ship a product 
anywhere, fast, at a modest cost.   Around 
the same time, Chinese companies like 
Foxconn were developing less expensive 
approaches to manufacturing, and open-
ing those facilities up to product designers 
across the globe.   These two changes 
alone allow a lone innovator in Austin to 
build a world class product in China and 
ship it to Berlin — and that’s a revolution 
for someone with a good idea.

Two decades later, Amazon and eBay 
launched online marketplaces that allowed 
small businesses to sell their goods to 
global consumers, creating enormous mar-
keting power even for the little guy.   How-

ever, like an orchestra missing several of 
its musicians, these platforms did not offer 
the complete ensemble needed for small 
businesses to compete effectively.

That has now changed. New platforms 
abound: Facebook and Twitter for social mar-
keting, YouTube for video distribution, and 
iPhone and Android for mobile. Payment 
processing was once a legal and financial 
nightmare, but today companies like Stripe 
and Square have made it simple for anyone.

Using such tools, companies that embrace 
economies of unscale compete with far 
larger competitors. Warby Parker offers 
prescription eyeglasses over the Internet 
at $99 a pair in dozens of attractive styles.  
They leverage a whole range of services 
—  from the logistics of parcel carriers like 
UPS to customer analytics software and 
social media marketing —  to build a new 
business with extremely high customer sat-
isfaction rates.   With only a couple dozen 
employees, they have taken on the world’s 
largest manufacturer and seller of glasses, 
Luxottica, which last year had a market 
cap greater than $13 billion.

Airbnb empowers homeowners to rent out 
their extra bedrooms to visitors from 
around the world through the Internet.  The 
company buys services like payment proc-
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essing, mobile interfaces, and social media 
to create its own marketplace, and today it 
competes with some of the largest hotel 
chains in the world.   In just five years, the 
company now has 300,000 listings and 4 
million renters.

Such unscaling is transforming the non-
profit sector.   Khan Academy, which offers 
thousands of lessons on almost any educa-
tional topic, employs YouTube for video distri-
bution, uses new social collaboration tools, 
and uses advanced analytics to understand 
how students learn and refine its offerings ac-
cordingly. Khan receives millions of unique 
viewers every month and is transforming the 
way we think of education.

These new economies of  unscale  will be 
good for job growth, because they open 
up thousands of new market niches for 
exploitation.   By buying specialized serv-
ices, in customized form and at modest 
cost, companies can create unique prod-
ucts, find buyers from across the world, 
and secure profits.   It doesn’t matter if a 
designer wants to build polka dot bird feed-
ers —  there is a hyper-niche market they 
can tap, using platforms like Etsy to sell it 
across the world.   To succeed though, we 
first have to unlearn what we have been 
taught about business: We have to think in 
an unscaled mindset, where the emphasis 

is on a greater number of specialized prod-
ucts sold to customers who know exactly 
what they need.   How we train our stu-
dents for this world will be critical to secur-
ing their future employment.

It has been a tough few years for workers 
in the United States.   But in a world with 
economies of unscale, we are empowered 
to take advantage of an extensive array of 
new, amazing services to build sustainable 
companies.   The coming world is a world 
of fragmented niches, many with immense 
profit potential, as we start to discover 
products that better meet the needs of this 
varied world. Finally, the American worker 
is about to get a break.
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Far from being some sort of luxury or add-on, good design is 
central to a good society. It changes how we feel and interact.

Movie 2.14  School of Life - Why Design Matters


