LEAD

—and—

DISRUPT

N
K

How to solve the

innovator's dilemma



LEAD AND DISRUPT






LEAD AND DISRUPT

How to Solve the Innovator’s Dilemma

Charles A. O'Reilly i
and
Michael L. Tushman

STANFORD BUSINESS BOOKS

An Imprint of Stanford University Press ¢ Stanford, California



Stanford University Press
Stanford, California

© 2016 by the Board of Trustees of the Leland Stanford Junior University.
All rights reserved.

No part of this book may be reproduced or transmitted in any form or by any
means, electronic or mechanical, including photocopying and recording, or in any
information storage or retrieval system without the prior written permission of
Stanford University Press.

Special discounts for bulk quantities of Stanford Business Books are available to
corporations, professional associations, and other organizations. For details and
discount information, contact the special sales department of Stanford University
Press. Tel: (650) 736-1782, Fax: (650) 725-3457

Printed in the United States of America on acid-free, archival-quality paper
Library of Congress Cataloging-in-Publication Data

Names: O’Reilly, Charles A., author. | Tushman, Michael, author.

Title: Lead and disrupt : how to solve the innovator’s dilemma / Charles A.
O’Reilly I1T and Michael L. Tushman.

Description: Stanford, California : Stanford Business Books, an imprint of
Stanford University Press, 2016. | Includes bibliographical references and

index.

Identifiers: LCCN 2015050235] ISBN 9780804798655 (cloth : alk. paper) |
ISBN 9780804799492 (electronic)

Subjects: LCSH: Technological innovations—Management. | Success in business.
Classification: LCC HD45 .072945 2016 | DDC 658.4/063—dc23

LC record available at http://lcen.loc.gov/2015050235

Typeset by Bruce Lundquist in 11.75/16 Baskerville



This book is dedicated to
Ulrike
and

Marjorie Rose






CONTENTS

Preface and Acknowledgments

PART I. THE BASICS:
LEADING IN THE FACE OF DISRUPTION

1. Today’s Innovation Puzzle
2. Explore and Exploit

3. Achieving Balance with Innovation Streams

PART Il. AMBIDEXTERITY IN ACTION:
SOLVING THE INNOVATOR'S DILEMMA

4. Six Innovation Stories

5. Getting It Right Versus Almost Right

PART Ill. MAKING THE LEAP:
BRINGING AMBIDEXTERITY HOME

6. What It Takes to Become Ambidextrous
7. Leaders (and Their Teams) as Linchpins
8. Leading Change and Strategic Renewal

Notes

Index

X

25
53

101
143

173
193
217

243
253






PREFACE AND ACKNOWLEDGMENTS

This book represents our attempt to solve a mystery that has fasci-
nated us for almost two decades. As researchers and sometimes as
consultants, we have had the opportunity to interact with quite a
few organizations, their managers, and their leaders. Most of these
organizations had a strategic vision. They possessed immense finan-
cial capital. And they were filled with smart, hard-working people.
Yet as we watched these firms over time, they often struggled in the
face of innovation and change. For many, their inability to adapt
as industries shifted was disastrous. As we reflected on these trials,
it was clear to us that most of the problems these firms faced were
not from a lack of insight or resources. The question that kept com-
ing up was, “Why do successful firms find it so difficult to adapt
in the face of change—to innovate?” The answer, we concluded,
does not hinge on strategy or technology or even luck—as impor-
tant as these factors may be. Rather, it has everything to do with
leadership—and how leaders act in the face of change.

In the past ten years, the importance of this question has in-
creased as more industries and firms confront disruptive change.
Fifty years ago, the average life expectancy of a firm in the Standard
and Poor’s 500 was fifty years. Today it is closer to twelve. This dra-
matic increase in the rate of corporate failure reflects the increasing
rate at which disruptive change is occurring. That change is putting
immense pressure on leaders to react more quickly than ever before
to this type of threat. You have only to look at what has happened

in industries as diverse as music, newspapers, health care, retail,
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and high technology to appreciate the threat that innovation poses
for established firms. Fifty years ago, or even twenty, managers had
the luxury of time. If they were slow to react to change, they could
recover. This is no longer the case. In today’s world, firms that miss
a transition or fail to respond to a disruptive innovation quickly
find themselves out of business. Think about the plight of taxis
confronted with ride-sharing firms, or traditional banks confronted
by online banking, or department stores facing competition from
Amazon, or universities facing low-cost distance learning portals.
How should leaders think about these threats? What can they do to
avoid being disrupted? How can they respond?

We believe that we have, if not an answer, then at least clear
practical insights that can help leaders and managers as they con-
front disruptive change in their industries and organizations. These
insights reflect the hard-learned lessons of leaders across a variety
of industries and geographies. We’ve been fortunate to spend the
last decade working with many of them to confront the issues of
innovation and change. To illustrate their lessons learned, we tell
the stories of many, both victors and those who were less fortunate,
less successful.

As you turn the pages ahead, you will see that what looks to be
conceptually simple is often extraordinarily complex in execution.
It requires that leaders have an understanding of both what to do
and /ow to do it. It requires them to design organizations that can
succeed in mature businesses where success comes from incremental
improvement, close attention to customers, and rigorous execution
and to simultaneously compete in emerging businesses where suc-
cess requires speed, flexibility, and a tolerance for mistakes. We refer
to this capability as ambidexterity—the ability to do both. If leaders
are the linchpin to success, then ambidexterity is the weapon with
which they must do battle. Many others have claimed to have the
solution to the innovator’s dilemma. But we believe ambidexterity is

the real key. How they work and why is the story we tell here.
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Before we proceed, we owe a debt of gratitude to Lou Gerstner,
Bruce Harreld, Sam Palmisano, and Carol Kovac at IBM; Tom
Curley and Karen Jurgenson at USA Today; T. ]J. Rodgers and Brad
Buss at Cypress Semiconductor; Phil Faraci and Mark Oman
at HP; Mike McNamara, Nader Mikhail, and Dave Blonski at
Flextronics; Kent Thiry and Josh Golomb at DaVita; Glenn
Bradley and Dan Vasella at Novartis; and Anthony Hucker and
Mark Tallman at Walmart. Thank you for allowing us to learn
from your hands-on experiences of confronting disruptive innova-
tion. We have also learned from watching other leaders, includ-
ing Jeff Bezos at Amazon, Shigetaka Komori at Fujifilm, Adrianna
Cisneros at Cisneros, Jeff Davis at NASA Space Life Sciences,
David Jones at Havas, John Winsor at Victors and Spoils, Ganesh
Natarajan at Zensar, Ben Verwaayen and Alison Ritchie at BT,
Ingrid Johnson at Nedbank, Vince Roche at Analog Devices, Mike
Lawrie at Mysis and CSC, and John Chambers at Cisco. All have
generously shared with us their insights and experiences. We hope
we have represented these accurately in telling your stories.

Beyond these specific leaders, we also have benefited from the
constructive feedback of managers who attended the many execu-
tive education programs that we have taught at Stanford and Har-
vard and in companies around the world. These audiences have
helped us to understand the nuances of ambidexterity and have
corrected the mistakes and omissions we have made. We are partic-
ularly grateful to the participants of the Leading Change and Orga-
nizational Renewal Program, which we have taught at both Stanford
and Harvard for more than twenty years. Many of these partici-
pants have volunteered their time and expertise to help us refine our
understanding and make the lessons in this book useful to readers.

We have benefited from the wisdom of our academic col-
leagues. Although we have written this book for practicing man-
agers, a large body of academic research underlies our views on

ambidexterity. While we have spared our readers exhaustive (and
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exhausting) citations to this body of research, this book reflects
that empirical scholarship. In particular, we have drawn on the re-
search and comments of Clay Christensen at the Harvard Business
School, David Teece at the University of California, Berkeley, Justin
Jansen at Erasmus University in Amsterdam, Julian Birkinshaw at
the London Business School, Mark Ventresca at the Said Business
School, University of Oxford, and David Caldwell at Santa Clara
University. These and other colleagues like Wendy Smith at the
University of Delaware and Mary Benner at the University of
Minnesota have been coauthors and commenters on our work.
Finally, we are very thankful for several colleagues with whom
we have worked as consultants in applying the ideas contained in
this book. They have taken our concepts and helped organizations
make them real. Andy Binns, managing principal of Change Logic,
and his colleagues have been using, shaping, and refining the tools
that readers will discover here. His experience and expertise have
been central in developing our understanding for how leaders can
be ambidextrous. Peter Finkelstein, founder and managing princi-
pal in UpstartLogic, has been an invaluable friend, colleague, and
champion of these ideas for twenty years. His contributions, both
intellectual and emotional, are an integral part of the story we tell.
All books, and this one in particular, are really collaborations
among a large set of people whose contributions shape the authors’
views. We can say with certainty that the argument contained in
this book comes from the many people who have helped us as we
have tried to understand why it is that successful firms often fail in
the face of disruptive change. We hope that we have done justice to
their ideas. And we hope that this book serves as a corrective to the

troubling trend that sent us on this journey.

Stanford, Califorma, and Cambridge, Massachusetts
October 2015
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Leading in the Face of Disruption






Chapter 1

TODAY'S INNOVATION PUZZLE

You have the talent in large organizations.
You have the resources in large organizations.
So why can’t they be more innovative?
SAM PALMISANO, FORMER CEO, IBM

HOW LONG DO YOU EXPECT TO LIVE? Most Americans can plan on reach-
ing the age of seventy-nine, Japanese almost eighty-three, Liberians
only forty-six. Now, how long will your company live? It turns out
that it’s a lot less than you are to make it to a ripe old age. Research
has shown that only a tiny fraction of firms founded in the United
States will make it to age forty, probably less than 0.1 percent.! Of
firms founded in 1976, only 10 percent survived ten years later.
While this is somewhat understandable because of the high mor-
tality rate of newly founded firms, other research has estimated
that even large, well-established U.S. companies (maybe like the
one you work for) can expect to live only between another six to
fifteen years on average.” Underscoring the fragility of organiza-
tional life, McKinsey colleagues Richard Foster and Sarah Kaplan
followed the performance of 1,000 large firms across four decades.
Only 160 of 1,008 survived from 1962 to 1998.° They found that
in 1935, the average company could expect to spend ninety years
in the S&P 500. By 2005, this average had fallen to a mere fifteen
years—and it continues to fall. On average, an S&P 500 company
is now being replaced about once every two weeks—and this rate
is accelerating.* One-third of the firms in the Fortune 500 in 1970
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no longer existed in 1983. This led one researcher to observe that
“despite their size, their vast financial and human resources, aver-
age large firms do not ‘live’ as long as ordinary Americans.”

Why should this be? We understand why our human life is
limited. Studies have shown that over time, our body’s cells lose
their ability to accurately regenerate themselves. Cell senescence
is at the root of many of the diseases that limit our life span. But
there is no obvious equivalent cause of death for organizations.
When we humans are successful, we may eat too much, work too
hard, exercise too little, and do a variety of things that are not
good for our health. But even the healthiest among us will suc-
cumb to cell senescence. By contrast, when companies are success-
ful, they amass all the resources needed for their continued reign.
They generate financial strength, market insight, loyal customers,
brand awareness, and the ability to attract and develop human
capital. Used wisely, these advantages should enable them to con-
tinue their success as markets and technology evolve. Unlike us,
companies have no obvious biological limitations to their contin-
ued success. Yet even successful organizations have a disturbing
tendency to perish.

Consider Netflix and Blockbuster. In 2012, Fortune magazine
featured Reed Hastings, Netflix founder and CEQ, as its business-
person of the year. Founded in 1999, Netflix is now the world’s
largest online DVD rental service and video streaming firm, with
more than 100,000 titles in its library, 60 million subscribers, and
annual revenues of more than §4 billion. In 2002, the year Netflix
went public, prime competitor Blockbuster had revenues of $5.5
billion, 40 million customers, and 6,000 stores. Yet only eight years
later, on September 23, 2010, Blockbuster filed for bankruptcy; in
a supreme irony, Netflix was added to the S&P 500 shortly after,
replacing Eastman Kodak, another failed corporate icon.

When Netflix went public in 2002, a Blockbuster spokesperson

said that it was “serving a niche market. We don’t believe that there
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is enough demand for mail order—it’s not a sustainable business
model.”® In 2005, as Netflix began moving into the streaming of
videos over the Internet, the chief financial officer of Blockbuster
said, “We don’t think the economics [of streaming] works well
right now.”’

But before these public dismissals, there was a private one. In
2000, Reed Hastings flew to Dallas to meet with the senior execu-
tives at Blockbuster. He proposed that they purchase a 49 percent
stake in Netflix, which would then become the online service pro-
vider for Blockbuster.com. Blockbuster wasn’t interested. Block-
buster didn’t have to buy Netflix—though it could have—to rent
videos by mail. It had all the resources needed to crush a freshman
firm that had revenues of only $270,000 and was a fraction of
Blockbuster’s size when it went public. But by the time Blockbuster
got around to renting videos by mail in 2004, it was too late.

Why did Blockbuster fail and Netflix succeed? The difference
boils down to how their leaders thought about change. Blockbuster
leaders were focused on growing and running today’s business:
video rentals through conveniently located stores. And they were
good at this. Their strategy focused on growth in new markets, in-
creasing penetration in existing ones, and maximizing the number
of movies rented. In 2003 Blockbuster had a 45 percent market
share and was three times the size of its closest competitor. In
2004, as Netflix was becoming an even bigger threat, Blockbuster
revenues still increased 6 percent and senior executives talked
proudly about “the experience of a Blockbuster store.” In addition
to extracting revenues from their existing business, the company
saw opportunities for expansion through acquisitions (e.g., Holly-
wood Video), methods for boosting rentals, and the creation of a
DVD trade-in program. Their decision to enter into the mail order
and online rental business was reactive and defensive, not proactive
and transformational. In hindsight, we can see that they focused on

winning a game that was soon to be irrelevant.
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In contrast, leaders at Netflix didn’t think of themselves as
being in the DVD rental business; rather, they identified their offer-
ing as an online movie service. In Hastings’s words, “I was obsessed
with not getting trapped by DVDs the way AOL got trapped, the
way Kodak did, the way Blockbuster did. . . . Every business we
could think of died because they were too cautious.”® Even though
their mail-in rentals caught on first, they’ve been focused from day
one on how to be a broadband delivery company. “It was why we
originally named the company Netflix, not DVD-by-mail.”® The
Netflix strategy emphasizes value, convenience, and selection. To
deliver on these, they have been willing to cut prices and invest ag-
gressively in new technologies ($50 million in 2006-2007 in video
on demand). More important, they have been willing to cannibal-
ize their old business to succeed in the new.

Video streaming puts Netflix revenue from DVD rentals at risk.
Yet its leaders needn’t fear because they have been aggressive in
moving into streaming; today more than 66 percent of Netflix sub-
scribers use streaming, and the company has retained customers
who might have otherwise moved to Hulu, HBO, or another of
their many competitors. In Hastings’s view, DVD rental by mail is
just one phase of the business. His goal is to have every Internet-
connected device capable of streaming Netflix videos. To accom-
plish this, Netflix gives away the enabling software and is now on
more than two hundred devices. In making this transition, Net-
flix 1s beginning to close some of its fifty-eight regional mail order
distribution centers. While subscription rates for online service are
lower than for DVD rentals, Netflix is beginning to save some of
the $700 million that it spends for mailing DVDs. In the process, it
1s still growing its customer base by close to 50 percent every year.

More recently, in order to attract and maintain customers, Net-
flix has moved into video production and in 2015 will spend $6
billion in producing hit shows like Arrested Development and Orange
Is the New Black. In producing original programming, Netflix is not
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seeking short-term profits but playing a game for the long haul. In
the words of chief content officer Ted Sarandos, Netflix wants “to
become HBO faster than HBO can become Netflix.”!’

What was it about Netflix and its leadership that helped the
firm transition from DVD rentals to video streaming, while Block-
buster and its management struggled and failed? This is the puzzle
that is at the heart of our book. It’s a puzzle that we have been
working on with companies from around the world for the past ten

years in our research and consulting,

Organizational Evolution

To get a sense of just how common this problem is, take a look at
the companies listed in Tables 1.1 and 1.2 and ask yourself: What
1s the difference between those in the first table when compared to
those in the second?

Table 1.1 lists a set of companies, some large and well known,
like IBM, Toyota, and Nokia, and others less well known, like GKN,
DSM, and the Ball Corporation. As you scan this list, ask yourself:
What do these companies have in common? It isn’t obvious since
they come from around the world and represent a hodgepodge of
industries. But if you think more deeply, a couple of patterns will
emerge. First, these are old companies. The average company on
this list is 130 years old. They’ve all been around for a long time.
Only a few were founded in the twentieth century (e.g., IBM, Mar-
riott, Toyota, 3M, and DSM). Some are genuinely old. GKN,; for
example, is a British aerospace company founded in 1759. Think
about that for a second: How could a firm founded in 1759 be an
aerospace company? The Wright brothers didn’t make their first
flight until December 17, 1903.

This leads us to the second truth about these companies—and
the part that is most relevant for leaders today. All of these have

been able to transform themselves to compete in new businesses
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TABLE1.1 What Is True of All These Companies?

GKN Brother Ball Corp
J&J Toyota Hearst
Siemens R. R. Donnelley Nokia
AMEX Ingram P&G
Corning FMC IBM
Smith & Nephew Nucor Goodrich
W.R. Grace NCR Vivendi
3M Harris Armstrong
Nintendo Kirin DSM

TABLE1.2 What Is True of All These Companies?

Rubbermaid Firestone Kanebo
Kodak Polaroid Sears
SSIH/Asuag Deluxe Printing Philips
Smith Corona Bethlehem Steel RCA
DEC Control Data Xerox
Westinghouse LEGO Memorex
Siebel Systems ICI Syntex
Karstadt Radio Shack Compagq
Circuit City Merrill Lynch GM

as markets and technologies have changed. GKN began as a coal
mine and then, with the industrial revolution, became a producer
of iron ore. By 1815, it was the largest producer of iron ore in
Great Britain. In 1864 it began to produce fasteners (nails, screws,
and bolts) and by 1902 was the world’s largest producer of these.
Drawing on its expertise in metal forging, GKN began to produce
auto parts and then aircraft components in 1920. In the 1990s, the
company sold off its fastener business and began to provide services
as an industrial outsourcer to firms like Boeing. Today it is a §9
billion corporation competing successfully in aerospace, automo-

tive, and metallurgy and employs more than 50,000 people. These
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transformations and their successes have been possible only be-
cause of leaders who were able to foresee how the company could
leverage its strengths as markets changed.

BF Goodrich is best known as a maker of automobile tires, but
it began by making fire hose and rubber conveyor belts in 1870
and parlayed its expertise in the manufacture of rubber products
into automobile and aircraft tires, and then into high-performance
materials. In 1988 it sold its tire business. By 2000 it was a $6 billion
aerospace firm employing 24,000 people and selling engineered
products and systems to the defense and aerospace industries. In
2012, it was purchased by United Technologies. W. R. Grace is
a $2.5 billion maker of specialty chemicals, but it was founded
in 1854 to ship bat guano (a fertilizer) from Latin America to the
United States. DSM (Dutch State Mines) was founded 112 years
ago as a state-owned coal mine. Today it is a life sciences and mate-
rial sciences company. When it was founded in 1913, IBM made
mechanical tabulating machines. Today it is a §100 billion com-
pany that earns 85 percent of its revenue from software and ser-
vices that didn’t exist even fifty years ago. Kirin, the Japanese beer
company, founded in 1885, is leveraging expertise in fermentation
to become a producer of biopharmaceutical and agricultural prod-
ucts. Hearst, the eponymous publisher, was founded in 1887, but
today more than half of its revenues come from electronic media;
it is a growing business while most media companies are failing.

We could expand this list to include a large number of younger
companies that have also been transformed. EMC, the $14 billion
maker of storage products, began selling office furniture in 1979.
Today it is morphing from a maker of computer hardware into a
software developer and has recently been acquired by Dell. R. R.
Donnelley began 150 years ago as a printing company and today
1s using its core technologies to move into the fast-growing business
of printed electronics (e.g., RFID tags). Amazon, famous as an on-

line book seller, is now the largest web retailer and a major player
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in the provision of cloud-based utility computing. Xerox is moving
aggressively from selling machines to becoming a service company.
Who knows what Google will become in the next decade?

To put a finer point on what is remarkable about these com-
panies, we must consider how they have been able to successfully
transform over time. Each of these businesses was able to capitalize
on its dynamic capabilities: “the firm’s ability to integrate, build,
and reconfigure internal and external competencies to address rap-
idly changing environments.”'" As a result, they have been able to
compete in both mature businesses (where they can exploit their
existing strengths) and new domains (where they have leveraged ex-
isting resources to do something new). As their core markets and
technologies changed, they have been able to change and adapt
rather than fail. They have built bridges to their next destinations as
the footing under them was quaking. How were they able to do this?

The short answer, which we elaborate on in the rest of the book,
is that they had ambidextrous leaders who were able and willing to
exploit existing assets and capabilities in mature businesses and,
when needed, reconfigure these to develop new strengths. We’re
talking about Netflix’s ability to invest in video streaming and rent
DVDs by mail; IBM’s capacity to sell large mainframe computers
(the z-series server) and do strategy consulting; Cisco’s success in
selling routers and switches to large corporations and developing
its high-end videoconferencing product, TelePresence. This is the
positive side of the story we tell.

Now, look at Table 1.2 again and ask yourself: What’s true of
these firms? What is most striking is how well known many of these
names are: Sears, Polaroid, Firestone, RCA, Kodak, Bethlehem
Steel, Smith Corona. These are (or were) great brands. They were
companies that led their industries. Yet every company on this list
has either failed or had a near-death experience.

As we will see, between the 1930s and 1970, Sears was the

dominant retailer in the United States and employed more than
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400,000 people. Like Blockbuster in 2004, it was larger than the
next three competitors combined. Today the betting on Wall Street
is that within a few years, it will be gone, sold off for its real estate.
Similarly, Karstadt, the great German department store chain,
founded in 1881, was one of Germany’s oldest and largest retailers.
By 2009 it was bankrupt while its largest competitor, Kauthof, has
prospered. In 1955, RCA was almost twice the size of IBM and
was seen as having better technology. By 1986, it was gone. In
the decades leading up to the 1960s, Firestone was widely seen as
the best-managed U.S. tire company. By 1988 it was out of busi-
ness, sold to the Japanese company Bridgestone.'? Smith Corona,
founded in 1886, was the dominant U.S. typewriter company for
more than fifty years. In 1980 it had a 50 percent market share. It
was also one of the first firms to produce an electric typewriter and
a word processor. By 2001, it was dead, its products turned into
relics for collectors.'® Founded in 1857, Bethlehem Steel was once
the second-largest steel producer in the United States. By 2003,
it was out of business. Founded in 1937, Polaroid not only domi-
nated the market for instant photographs but was also one of the
first companies to invest in digital imaging. Yet as organizational
researchers Mary Tripsas and Giovanni Gavetti show, its leader-
ship failed abysmally to capitalize on these investments, and the
company closed its doors in 2008."

This depressing litany could go on. Kodak has been struggling
for two decades; in 2012, after laying off more than 90 percent
of its workforce, it declared bankruptcy. Rubbermaid, founded in
1920, was listed by Fortune Magazine in 1984 as one of America’s
most admired companies. By 1999, it was failing, leading a Fortune
journalist to comment, “It has to be said: This i1s pathetic. Amer-
ica’s most admired company of just a few years ago is taken over
by a company most people have never hear of [Newell Corp].”"
In 2003, the Deluxe Corporation, a ninety-year-old check printing

company, earned 90 percent of its revenues from printed checks.
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In spite of some tepid efforts to move into electronic payments,
the firm chose to spin out new ventures and stick with the printing
business. As electronic payments have surged, the firm has strug-
gled, cutting costs, laying off employees, and closing manufactur-
ing sites. Meanwhile, its spin-out company, eFunds, was bought for
$1.8 billion in 2007. What’s more, the company’s main competitor,
the John H. Harland Company, has moved into electronic funds
transfer, data processing, and software, reinventing itself in a way
that Deluxe could not.

Each of these failures is unique in its details but the same in that
each represents a failure in leadership. Every company described
was at one point a great success and had the resources and capa-
bilities needed to continue to be successful. The failure was that
unlike the companies in Table 1.1, the leaders of these companies
were rigid in one way or another—unable or unwilling to sense
new opportunities and to reconfigure the firm’s assets in ways that
permitted the company to continue to survive and prosper. Instead,
the managers of these firms are the corporate equivalent of Jack
Kervorkian, presiding over their firms’ demise.

These examples illustrate the fundamental challenge confront-
ing leaders today. Regardless of a company’s size, success, or ten-
ure, we argue that their leadership needs to be asking: How can
we both exploit existing assets and capabilities by getting more ef-
ficient and provide for sufficient exploration so that we are not ren-
dered irrelevant by changes in markets and technologies? Seminal
organizational scholar Jim March noted that the problem with
addressing this seemingly simple question lies in the difficulty of
achieving balance.'® We naturally favor exploitation with its greater
certainty of short-term success.!” Exploration, however, is by its na-
ture ineflicient, risky, and maybe even downright scary. Yet without
some effort toward exploration, firms, in the face of change, are
likely to fail. March concluded that because of this short-term bias

“established organizations will always specialize in exploitation, in
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becoming more efficient in using what they already know. Such or-
ganizations will become dominant in the short-run, but will gradu-
ally become obsolescent and fail.”'® We often see March’s prophecy

play out in the business media.

Disruptive Innovation

But we owe the dominant explanation for why organizations fall
prey to changes in technology and markets to Harvard Business
School professor Clay Christensen. Christensen characterizes “dis-
ruptive technologies” or “disruptive innovations” as those that
create new markets through the introduction of new products or
services that appeal to a new set of customers.'” Categorically,
mainstream customers initially perceive these “improvements” to
be less attractive than the dominant alternative. Just think back
to the early days of streaming video when it was much easier to
simply rent a DVD. As another example, consider the introduc-
tion of free open source software like Linux. As we will discuss
later, software vendors like Microsoft and Sun Microsystems and
corporate customers saw these open source offerings as inferior.
And compared to the refined offerings of the dominant competi-
tors, Linux was inferior, appealing only to technically sophisticated
hobbyists. However, as Christensen observed, if these technologies
improve fast enough and become good enough, they can become
attractive to mainstream customers. When this happens, the result
is collapsing prices and huge disruptions among the established
players. Industries as varied as steel (mini-mills), retailing (online
sales), pharmaceuticals (biologics), publishing (online news and
books), education (MOOCs), computer hardware and software
(cloud computing), photography (digital cameras and photo shar-
ing), and entertainment (music and TV streaming) have seen tra-
jectories that can be matched up to Christensen’s view. He says

that when confronted with these seemingly minor threats, “rational
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managers rarely build a cogent case for entering small, poorly de-
fined, low-end markets that offer only lower profitability.”*

Since the publication of Christensen’s book, 7#%e Innovator’s Di-
lemma, in 1997, there has been a substantial amount of research and
writing about the importance and impact of disruption. Agreement
1s now widespread that organizations faced with disruption need to
somehow compete in mature businesses where continual improve-
ment and cost reduction are often the keys to success (exploitation)
and pursue new technologies and business models that require ex-
perimentation and innovation (exploration). What remains unsettled
is how firms can and should do this. Christensen argues, “When
confronted with a disruptive change, organizations cannot simulta-
neously explore and exploit but must spin out the exploratory sub-
unit.”?" For example, soon after his book was published, the leaders
of Hewlett-Packard’s Scanner Division followed this advice and
spun out their portable scanner unit from the legacy flatbed organi-
zation. However, the new business could not leverage the assets and
capabilities of the mature business, and corporate executives were
unable to give this exploratory unit the protection and oversight
it needed. Once the larger company came under cost and margin
pressure, the exploratory unit struggled and was subsequently closed
down. This 1s just one example drawn from a pattern that we see
based on the ripple effect of Christensen’s wildly popular advice.

In contrast, our research and consulting experience suggest that
a strong separation between the past and the future can undermine
the success of the new unit, too often leaving it dead in the water.
As we will show; if there are assets to be leveraged in the incumbent
organization (as is often the case), the exploratory organization must
have access to these. Sure, it makes strategic sense to separate out
the past and the future. But what is needed is a more sophisticated
separation that also includes targeted integration, strong senior
management support for the new business, and an overarching or-

ganizational identity. A seemingly unrelated example that illustrates



Today's Innovation Puzzle 15

this beautifully can be seen in our educational systems: one reason
that many charter schools have not been successful is their lack of
strategic and tactical integration within incumbent school districts.
But how can a manager decide when separation is needed,
how much, and how to take advantage of existing resources? In
other words, if not in the way that Christensen describes, then how
can firms solve his now-classic innovator’s dilemma? We have an
answer, and we’ll share it over the course of this book. To start,
let us take the larger notion of disruptive innovation and recast it
in terms of innovation streams that can help managers map their

challenges and decide how and when to create exploratory units.

Innovation Streams

At a high level, the dynamics of success and failure can be described
rather simply. Figure 1.1 illustrates this.

Think about the leadership challenges associated with compet-
ing in both mature and emerging technologies and markets. To
simplify this, consider a space defined by innovations that are fea-
sible and the types of customers served. Conceptually, innovation
can occur in one of three distinct ways. First, and most common,
1s through wncremental innovation in which products and services are
made faster, cheaper, or better. Although these improvements may
be difficult or expensive, they draw on an existing set of capabili-
ties and proceed along a known trajectory. These advances build
on the stock of organizational knowledge. The next generation of
the automobile or cell phone, while technologically more sophisti-
cated, is built on existing technology. When Boeing brings out the
next airframe (e.g., the 787), the risks and expenses are huge, but
the basic technology is largely an extension of previous capabilities.

A second way innovation can occur is through major or dis-
continuous changes in which improvements are made through a

capability-destroying advance in technology.* These innovations
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typically require a different knowledge base. For example, in the
pharmaceutical industry, drug discovery was for many years based
largely on ever more sophisticated uses of chemistry (small molecule
development). With advances in biotech, the game has changed,
and much drug discovery now is based on genetics and biology
(large molecules), a different and potentially competence-destroying
shift in the underlying capabilities needed by pharmaceutical com-
panies. For Smith Corona, the development of computer-based
word processing obviated the need for mechanical typewriters; for
the Swiss in the 1970s, the advent of the electronic watch threat-
ened the need for the precision mechanical engineering skills of
mechanical watches. For the casino and newspaper businesses, the
shift to online gaming and the digital distribution of content re-
quires the development of an entirely new set of capabilities. In this
sense, discontinuous innovations typically require capabilities or skills

different from what the incumbent has, which often requires invest-
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ments in new or unproven technology. Note that this does not mean
that the technology is new to the world, only new to the company.
When the quartz movement for watches emerged in the 1970s, the
technology was well known to electronics firms but was discontinu-
ous for the Swiss makers of mechanical watches.

Finally, innovation can also occur through seemingly minor im-
provements in which existing technologies or components are inte-
grated to dramatically improve the performance of existing products
or services.” These so-called architectural innovations, while not based
on significant technological advances, often disrupt existing offer-
ings. These are largely what Christensen was referring to as “dis-

2t These typically begin by offering a cheaper alternative

ruptive.
to a small segment of the original customer set and initially are not
viewed as a threat to the incumbents because they appeal only to the
low-end users where margins are already small. Over time, however,
if’ the new innovation gets good enough fast enough, it can become
useful to mainstream customers—in which case the entire pricing
structure for an industry can collapse, as happened in the steel in-
dustry with the rise of mini-mills. For example, when mini-mills
(large electric arc furnaces that used recycled scrap metal) emerged,
they could produce only rebar, the crude reinforcing rods used in
cement. But they could make this product 20 percent cheaper than
large steelmakers could. For the steel producers, these were low-
margin products, so they ceded this market to the newcomers. Over
time, however, the mini-mill technology improved dramatically and
allowed new companies like Nucor to produce higher-quality steel
products at a much lower cost than the integrated producers. The
result was waves of failure among the large steel companies.
Separate from the capabilities required for the innovation, firms
can sell to existing customers or into new market segments. In the
former case, previous customer insights help companies market
their new products and services. They understand their customers

and those customers’ preferences. They can also choose to enter
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new markets, with existing products and services or new ones. But
here, because the customers are new to them, they may lack insight
into these customers’ buying behavior. So, for example, in the early
1960s when Honda decided to import motorcycles to the United
States, it was already the largest manufacturer of motorcycles in
the world. But it had no insight into U.S. purchasers and initially
failed to reach them. In the early 1970s, HP decided to produce
digital watches. Although its leaders were technologically skilled,
their lack of understanding about how to market consumer prod-
ucts ultimately doomed the venture. In contrast, when the Swiss
began making low-priced electronic watches (the Swatch), they
were able to position the new offering as a fashion statement that
appealed to the low-end market. Separate from the capabilities
needed for innovation are customer-based insights.

Now consider the evolutions we’ve just described through the lens
provided by Figure 1.1. This is the most basic road map for leaders
to determine their next moves to resolve the innovator’s dilemma.

Basically, exploitation is about getting better and better at doing
business as usual. Over time, if firms are successful, they become
more knowledgeable about their customers and more efficient at
meeting their needs. Their strategy and the organizational align-
ment among capabilities, formal structures, and cultures evolve to
reflect this. As we will see, the tighter the fit or organizational align-
ment, the more successful a firm is likely to be. However, in the face
of increasing competition and decreasing margins, firms often seek
to move into adjacent markets by addressing new customer seg-
ments or through discontinuous or architectural innovations that
enable them to reap higher margins.

These shifts in strategy require a degree of prescience. Alas, in-
cumbents often do not see the need to move from their origin—
or do so late or incompetently.® This is the story of Blockbuster,
Smith Corona, Firestone, Kodak, Borders, and the other firms listed

in Table 1.2. These companies failed at least in part because their
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leaders were unable to manage the transition from selling today’s
products and services to existing customers to using new capabili-
ties and products to sell to new customers. They were unable to be
ambidextrous, unable to manage the innovation streams available to
them. Ironically, it is almost always the case that these failed firms
have the new technology to succeed, but their leaders fail to see the
landscape that would enable them to capture value from it.?
Nevertheless, some leaders have been up the challenge of build-
ing parallel innovation streams and ambidextrous firms. Later in this
book, we discuss how Shigetaka Komori at Fujifilm was able to le-
verage existing capabilities in surface chemistry to move from pho-
tographic film to a leader in coatings for electronic displays, or how
Mike Lawrie at Misys and Ganesh Natarajan at Zensar were both
able to build on existing capabilities and business models and explore
new modes of delivering consulting and software services, respec-
tively. We will also describe several leaders who were able to learn
how to be ambidextrous when they had not been previously. We will
discuss the personal and organizational renewal that Tom Curley
underwent at USA Today. Curley was able to execute ambidextrous
designs only after he and his colleagues learned the strategies that we
are about to share. These leaders, and many others we describe in
the following chapters, have helped us learn what it takes for organi-
zations to be ambidextrous when confronted with disruptive changes
in technologies, markets, and regulations. Often through trial and
error, they have solved the innovator’s dilemma in ways that you can
apply in your own organization. As you will see, this is, at heart, a

leadership issue—and one that any thoughtful manager can learn.

Organization of the Book
The stories that we’ve shared in this chapter alone tell us that inno-
vation is not a paint-by-numbers game. Over the past decade, we

have studied and worked with a multitude of leaders and firms as
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they have wrestled with change. This book provides sound guide-
lines that can help leaders and their organizations avoid appearing
on some academic’s list of formerly great firms that have failed.
These suggestions reflect both research and the hard-learned les-
sons of leaders at successful companies like IBM and DaVita, as
well as those at firms that did not make out so well.

Chapters 2 and 3 describe why ambidexterity can be so difficult
for managers to achieve, and how successful firms can fall victim
to their own success. We begin in Chapter 2 by showing how the
demands of competing in a mature business (exploitation) require
a different set of skills and organizational alignment from those
needed to compete in new businesses and technologies (exploration).
More challenging, we show how success at the exploitation game
can actually undermine managers’ ability to explore; we call this
the success syndrome. Yet if a business is to be ambidextrous and suc-
ceed in the face of change, it will need to do both. To make this
challenge real, we show how Jefl Bezos, the founder and CEO of
Amazon, has used exploitation and exploration to morph Ama-
zon from an online bookseller into a powerhouse in web services.
This example illustrates both the power of organizational align-
ment and its peril, revealing how leaders must prepare to adjust
with changes in strategy.

Based on the concepts of exploitation and exploration, we re-
turn in Chapter 3 to the idea of wmnovation streams and show how
long-term success typically requires organizations to evolve as
markets and technologies change. We compare two old companies
(both founded more than 130 years ago) and explore how one has
been able to grow, while the other is in the process of failing after
more than a century of success. This tale of two retailers begins
with the rise and fall of an icon, the Sears Roebuck Company. Be-
tween its founding in 1886 and 1972, it became the country’s larg-
est and most successful retailer. But as our story marches on, we see

why, between 1973 and now, Sears has largely failed.
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In contrast, Walmart, an arch rival of Sears, has grown through
ambidexterity, rising from a small rural discount store to become a
colossus of global retailing. Walmart sells in twenty-seven countries
with more than 2 million employees and revenues of almost $500
billion. But Walmart is not the only member of the century club.
We also consider the Ball Corporation, founded in 1880. Ball has
evolved from a maker of wooden buckets to the dominant con-
tainer company in the world—and a key player in satellites and
space exploration. These rich histories illustrate in a microcosm
the larger story that we aim to tell: how firms and their leaders
can move their organizations from one success to the next while
avoiding the success syndrome. We show that by thinking about
change in terms of innovation streams, managers can use the ideas
of organizational alignment developed in Chapter 2 to clarify how
to organize in the face of disruptive shifts.

Part I thus provides a general framework for understanding
ambidexterity. Part II (Chapters 4 and 5) illustrates in detail how
leaders have wrestled with implementing this approach—some
with success and some not. Although these cases often differ in the
particulars, some important consistencies help us extract useful les-
sons for what it takes to implement an ambidextrous strategy and
come out on top.

Chapter 4 describes how the leaders of six very different busi-
nesses were able to solve their own personal innovator’s dilemma.
These examples illustrate how a newspaper (USA Today) was able to
successfully meet the challenge of digital news, how a pharmaceu-
tical company (CibaVision) was able to internally generate break-
through products that increased its competitive advantage, how
a division of HP was able to develop a new technology that had
languished under its conventional organizational structure, how a
large electronic manufacturer (Flextronics) has used ambidexterity
to explore new business models through an internal start-up, how

Cypress Semiconductor has developed a process to spur internal
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entrepreneurship, and how a kidney dialysis company (DaVita)
has evolved to become a broader health care provider. Drawing on
these successes, we identify three essential elements necessary for
leaders to design ambidextrous organizations.

In Chapter 5 we expand on these insights and describe in detail
a process that IBM used to generate organic growth, the Emerg-
ing Business Opportunity (EBO) process, which enabled it to in-
crease revenues by more than $15 billion between 2000 and 2006.
We also show how Cisco Systems attempted and failed at a similar
effort. These extended examples model the lessons from Chapter 4
in a deep way. We then use the lessons from the successes and fail-
ures discussed in Part IT to develop a framework that managers can
use to help their own businesses become ambidextrous in Part III.

Chapter 6 identifies the structural conditions that are necessary
for making ambidexterity real (what needs to be done). But these
conditions, while necessary, are not sufficient. Ambidexterity is, at
heart, a leadership challenge. In Chapters 7 and 8 we draw on the
experiences of leaders who were successful at exploring and ex-
ploiting and show how ambidexterity can be implemented.

In Chapter 7 we describe how leaders from companies in ad-
vertising, software, health care, and the public sector have wrestled
with the challenges of ambidexterity. Based on their successes and
failures, we offer some guidance for the leadership skills needed to
be successful with this approach to change.

In the final chapter, we tie together the lessons we have learned
to provide a final framework for organizational transformation.
We focus explicitly on the cultural and leadership challenges of
managing across explore and exploit units, considering when am-
bidexterity can add value—and when it is not fit for the task. We
illustrate these final points by describing from beginning to end
how a CEO and his team were able to envision and implement an
ambidextrous design and use it to drive new growth in a stagnant

company.



Today's Innovation Puzzle 23

Our experiences and the evidence we have reviewed here pres-
ent a challenging picture for managers. Large, successful com-
panies are failing at an alarming rate—and the rate of failure is
increasing. The good news is that the rest of the book will provide
an escape route for some and a source of inspiration for others.
Most important, it offers a road map for winning through ambi-

dexterity and potentially solving the innovator’s dilemma.






Chapter 2

EXPLORE AND EXPLOIT

Whom the gods want to destroy, they
send forty years of success.
ARISTOTLE

THE EXAMPLES WE'VE PROVIDED SO FAR have illustrated how easy it is
for successful firms to get trapped and fail to adjust to changing
markets and technologies. These stories are certainly provocative,
but they don’t fully explain what makes change so difficult and why
leadership is so important. In this chapter, we offer some simple
frameworks that can be used to show why success often leads to
failure—and, more important, how thoughtful leaders can use
these to help their organizations avoid failing. We begin with a
model that shows how organizational alignment can be a key to
short-term organizational success. We then show how this success
syndrome (short-term alignment that often makes long-term adap-
tation difficult) can increase the chances of failure. Finally, using
Amazon as a case example, we examine how different alignments
are needed for exploitation and exploration—and how leaders can

manage this tension and promote ambidexterity.

The Power of Organizational Alignment
When people are asked to define what it is that managers do, the

answer typically includes things like setting clear objectives, design-
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ing control systems, establishing structures and processes to get the
work done, allocating resources, monitoring compliance, and solv-
ing problems. Leadership is more about providing and communi-
cating a compelling vision, inspiring and motivating people, and,
when necessary, helping the organization change by reallocating
resources and changing the systems and structures. Management is
ensuring that the trains run on time; leadership is about ensuring
that they are headed to the right destination. Management is about
execution; leadership is about strategy and change. Most scholars
and practitioners acknowledge that both are necessary for organi-
zations to succeed over time.

But what does execution really look like? At its heart, execution
is about organizational alignment—making sure the people, the for-
mal organization, and the culture support the execution of the strat-
egy. Figure 2.1 provides a model that illustrates this. In this model,
if I am clear about my strategy and objectives, then I can identify
the key success factors that need to be accomplished to achieve the
objectives (e.g., what the three or four things are that I have to ac-
complish over the next twelve to eighteen months if I am to be suc-
cessful at implementing my strategy). Once I have these specified,
I can then think about aligning the people, formal organization,
and culture in a way that ensures that the organization will achieve
these. For each of these elements (people, formal organization, and

culture), I can ask a set of diagnostic questions:
What sorts of people and skills will I need?

* Are the people clear about what we are trying to accomplish,

and are they motivated?

 Is the organization structured in a way that allows the right

information to be available to the people who need it?
* Are we measuring and rewarding the right things?

* Do we have good monitoring and control systems in place?
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* Do people share a set of expectations about how they need

to behave in order to accomplish their objectives (i.e., does

the culture support the key success factors)? Are these widely

shared and strongly held?

Answers to these questions will help determine whether the orga-

nization is aligned in a way to execute the strategy. Misalignments

(e.g., not having the right skills or using the wrong metrics) decrease

the chances of successful execution.

We’ll illustrate how useful this framework can be. Imagine that

you are running a large, mature business with a well-known technol-

ogy and proven business model. Furthermore, let’s assume that be-

cause the business is mature and competition is intense, the strategy

of the business is to compete on low costs. Imagine, for example, a



28 The Basics

semiconductor plant at Intel or a manufacturing plant at Toyota.
In these instances, the key success factors are around efliciency and
productivity, driving costs down (maybe through quality improve-
ment and lean manufacturing), and incremental innovation (faster,
cheaper). The skills needed for this include great operational exper-
tise, a disciplined approach, rapid problem solving, and a short-term
focus. The formal organization to promote increased efliciency and
productivity typically emphasizes a functional organization (man-
ufacturing, engineering, product development, sales, R&D) with
clear metrics and rewards for incremental improvement and short-
teedback loops to promote fast learning and the implementation of
improved methods. In the language used in Chapter 1, this is about
exploitation with an emphasis on efliciency, control, certainty, and
variance reduction. Improvement is a function of ever increasing
alignment. With a low-cost strategy, the winners are those organiza-
tions that are best able to drive out inefliciencies. To the extent that
there is less alignment (e.g., a culture that lacks urgency and team-
work or workers who lack the skills and motivation to constantly
improve their work), efficiency suffers and the competition wins.
The role of management in this world is to continually increase the
alignment among people, structure, and culture.

Now consider the challenge facing the leader of an emerg-
ing organization where the future of the business or technology
is uncertain—yperhaps Twitter or other social media companies.
The overarching strategy is to scale quickly based on innovation
and flexibility. Here the key success factors are growth, flexibil-
ity, and rapid innovation. What types of skills are needed? Clearly
technical skills are important, but so is the ability to adapt and
move quickly. Given the uncertainty in the technology and the
market, the structure of the organization needs to be flat and able
to respond quickly to new initiatives. At Facebook, engineers are
encouraged “to move fast and break things.” The standardization

and processes that help a mature organization can be deadly here.
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Similarly, financial metrics like margins are less useful than those
that help track scaling, like the number of new customers, bounce
rates, and customer retention. To promote speed and flexibility,
the culture needs to emphasize norms and values like initiative,
experimentation, and speed.! As we noted in Chapter 1, this is the
alignment that promotes exploration. It’s about search, discovery,
autonomy, and innovation.

A couple of things are worth noting about these examples.
First, although the alignments are very different, each is necessary
for the successful execution of a particular strategy. When competi-
tion is based on efliciency and cost, the winner will most often be
the organization that is most successful at reducing variance and
promoting incremental innovation. When the market is changing
rapidly, the alignment needed to succeed is one that is best able
to experiment and adapt quickly. Second, attaining alignment is
the primary role of the manager—and it isn’t easy. Setting up the
systems and processes, structuring the work, motivating people
and holding them accountable, and promoting constant improve-
ment is a challenge. Third, the alignment that promotes success
for one strategy may be toxic for another. And here is the rub: the
alignment that makes a mature organization successful can kill an
emerging business. And in the same way, the alignment that makes
an emerging business work can make a mature business inefficient.
On top of that, a firm’s strategy isn’t timeless. As we saw in our ear-
lier discussions of firms like Sears and Blockbuster, the alignment
that has made an organization successful at one point may put it at
risk in another. Great companies—those with a proud tradition—
are potentially the most vulnerable to what we have labeled the
success syndrome (see Figure 2.2).

As one illustration, consider the experience of the great German
software firm SAP as its leaders attempted to enter the mid-market.
Founded in 1972 by five former IBM engineers, the company has

been extraordinarily successful at developing large, integrated,



30 The Basics

FIT w=p SUCCESS

!

SIZE and AGE === |NERTIA
e Structural
® Cultural

!

FAILURE
(Unless the market is stable)

FIGURE2.2 The Success Syndrome

customized enterprise resource planning (ERP) systems for com-
panies around the world. These software systems allow companies
to integrate everything from inventory and materials management
to customer relationship management and production planning. By
2006, SAP had grown its revenues to 9.4 billion euros and domi-
nated the ERP market. The company employed almost 40,000 peo-
ple and was three times the size of its nearest competitor, Oracle.
But in 2006, its stock price was languishing. Estimates by both ana-
lysts and the company suggested that growth rates in the ERP mar-
ket that the company served would be declining. Worse, this slower
growth meant that the company might not be able to meet its 2010
growth targets, on which investors were counting.

Faced with this disappointing reality, co-CEO Henning Kager-
mann commissioned a review of the SAP strategy. This review
confirmed the lack of opportunities for growth in SAP’s conven-
tional ERP market but offered a ray of hope: a large opportunity
existed for growth in the small and medium-sized business (SMB)
market. Recognizing this, Kagermann publicly stated that the com-
pany would address “a huge revenue opportunity among midsize
companies that are not currently enterprise software buyers.”? He
claimed that this would result in $1 billion in new growth by 2010
from 10,000 new SMB customers.

To accomplish this, SAP introduced a new midsize business

product, Business ByDesign (ByD), which enabled these smaller
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businesses to access SAP software online. Rather than designing
expensive customized software, this new offering relied on software
as a service (Saa$). Instead of signing long service contracts and
spending millions to implement strategic ERP, small businesses
would be able to pay as needed for these services. This new busi-
ness model was explicitly designed to be run in parallel with the
conventional business of selling large, custom-designed systems to
big companies.

Let’s now step back for a moment and think hard about the
alignments required for these two different businesses. The main-
stay ERP business model was based on selling very expensive com-
plicated systems with long sales cycles to large customers. The
design and implementation of these integrated systems was highly
complex and required sophisticated programming and service
skills. The technical people who delivered these products had often
joined SAP precisely because of the complexity of the program-
ming challenge. The formal organization required to run these
projects relied on deep functional expertise, careful planning and
design, and long-term time frames. The culture of SAP reflected
these requirements and emphasized strong attention to detail, me-
ticulous planning and coordination, and a long-term perspective
toward innovation. In contrast, the new SaaS business model relied
on low margin, short cycle sales, standardized products, revenues
from a per user basis, and quicker response times. Innovation was
not solely the purview of the technical staff within SAP but every-
one’s responsibility, including partners. Figure 2.3 maps these two
alignments. Given the significant differences in these alignments,
how would you predict the Business ByDesign effort would unfold?
Where would the problems in implementation most likely occur?

Although the strategy of entering the SMB business was sound,
SAP’s overall growth had stalled by 2009 and the ByD effort was
failing. Reflecting on the ByD difficulties, co-CEO Leo Apotheker
argued, “We are no longer selling technology. We are selling busi-
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ness opportunity. . . . At the same time we are changing the busi-
ness model for consulting from selling people to selling intellectual
capital. To do this we have to change the genetic makeup of our
people.”? Although the ByD product was technically a success, or-
ganizational issues plagued its introduction.

These issues made the rollout of the product problematic.
Many of the SAP technical staff saw the new offering as beneath
their technical capabilities. They had joined the company to design
and build complex, integrated software systems, not small modules.
The sales force, used to selling large systems, was not motivated to
sell small packages. Account managers for SAP’s 200 largest cus-
tomers saw the lower-priced ByD offerings as at best a distraction
and at worst a threat. Even the large functional organization that
had served the company so well was not useful in promoting the
fast, flexible model needed for the SMB market. But rather than set
up a separate ByD organization, senior managers attempted to run
the new enterprise using cross-functional teams.

The result? By 2010, customers were buying from competi-
tors like SuccessFactors, NetSuite, Salesforce.com, and Microsoft
Dynamics—and SAP had only 1,000 customers, not the 10,000
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they forecasted. The company had generated not the §1 billion
projected but only $35 million in revenue. In February 2010, co-
CEO Apotheker was fired, in part for his failure to make ByD
successful. On October 20, 2013, SAP announced that it would
discontinue its support of ByD with an estimated loss of 3 billion
euro.! The big successful business had killed the smaller one.
Although the ByD effort was a bust, the strategy of selling soft-
ware as a service was the right one. In December 2011, SAP took
another stab at it, paying $3.1 billion to purchase SuccessFactors,
a cloud-based maker of human capital software. Subsequently, all
of SAP’s SMB assets, and those of acquired companies like Arriba,
were consolidated into this new organization, and a new cloud-based
strategy was developed that positioned SAP’s offerings as a hybrid,
with both on-premises and SaaS$ products available to all customers.

The Success Syndrome

What killed Business ByDesign was in part SAP’s success—the
same disease that has plagued Kodak, Sears, BlackBerry, and many
other firms. The logic behind this is insidious, and unless managers
are alert, they will be easily trapped by it. It goes like this. Assuming
a good strategy, short-term success is a function of alignment; that
1s, to execute the strategy, managers work hard at getting the right
people, ensuring that the organization is structured the right way,
that they are measuring and rewarding the right things, and that
they are developing a culture that promotes behaviors to accom-
plish their key success factors. This is not an easy task, but when it
is successful, the alignment drives the execution of the strategy and
the firm succeeds and begins to grow. Over time, as the organiza-
tion gets larger, managers learn what tweaks to make to tighten
the alignment; better metrics are developed; lessons learned are
reflected in new procedures and processes; structures are refined;

better control and coordination 1s achieved; and the skills needed
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to make the machine run become abundant. All of these changes
increase the performance of the organization. Unfortunately, this
tighter alignment also increases the chance of structural inertia.
The people who have diligently worked to develop the structures,
systems, processes, and metrics associated with success are loath to
change them, especially for uncertain opportunities offering lower-
margin business.

Separate from size and structural inertia, as a successful orga-
nization lives longer, it also develops norms that set expectations
about those behaviors associated with success. People learn that
certain behaviors are rewarded, both formally and informally, in
terms of status and recognition, and other behaviors are frowned
on or punished. People who comply with these norms are pro-
moted, and new employees are selected based on their ability to fit
with corporate expectations. This social control system or cultural
alignment helps execute the strategy and contributes to the success
of the firm.” Unfortunately, it also leads to cultural inertia and makes
change more difficult.

So we have a paradox: the alignment of the formal control
system (structure and metrics—or organizational hardware) and
of the social control system (norms, values, and behavior—or
organizational software) is critical to the successful execution of the
strategy. But these also foster the organizational inertia that can
make it difficult to change, even in the face of clear threats. Thus,
in the short term, managers work hard to align the organization
with the strategy. As long as the external environment remains rela-
tively stable, this is the key to organizational success and survival.
For SAP, as long as its customers relied on large ERP systems to
run their businesses, their alignment drove success. However, in the
face of a maturing market and the emergence of cloud computing
and a new business model based on recurring revenue, the very
alignment that made the company successful put it at risk. The

structural and cultural inertia that its leaders had worked so hard
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to develop suddenly impeded their ability to experiment and adopt
the new subscription business model.

If you think back to the firms listed in Chapter 1, you can see
how generalizable and insidious this trap is. For example, in an
in-depth case study of Polaroid, organizational researchers Mary
Tripsas and Giovanni Gavetti showed that Polaroid, before its col-
lapse, had developed an array of new digital imaging competen-
cies, but rigidity in existing processes and management’s inability
to implement a new business model stopped them from successfully
commercializing their innovations.® Kodak has experienced a simi-
lar problem. Although the firm had superb technology in electron-
ics, its adherence to film and pictures has trapped it in declining
markets, such as digital cameras. “It seems that Kodak developed
antibodies against anything that might compete with film,” la-
mented a senior manager who was brought in to save the company.”’
Although the firm had a great brand, R&D, manufacturing, and
terrific gross margins, its hierarchical culture and an emphasis on
designing perfect products worked against its ability to move into
new businesses with new business models. And like SAP, Kodak di-
vided its efforts at countering the new threat across different units,
diffusing its focus and resources. As one consultant who worked
with Kodak noted, “Unlike Fujifilm, they were never a customer-
focused company and they could never change their mind-set.”
In contrast, Fujifilm, a direct Kodak competitor, responded differ-
ently. CEO Shigetaka Komori noted that both firms faced the same
threats: “The question was what do to about it. . . . Technologically
we already possessed diverse resources so we thought there must be
ways to turn them into new businesses.”® Fujifilm took its expertise
in surface chemistry and applied these to cosmetics, LCD panels,
and pharmaceutical development, as well as cameras and instru-
ments. Today Fujifilm is ten times the size of Kodak.

If the success syndrome is the root cause of the problem fac-

ing companies, what is the solution to this dilemma? The answer,
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quite simply, lies in understanding the link between strategy and
alignment and how these shift over time. As we have seen, different
strategies require different alignments. What it takes to compete
in mature markets or with one strategy may be very different from
what is required to compete in a different market or with a different
strategy. What it takes to explore is different from what it takes to
exploit. If this is true, and forty years of research suggests that it is,
then the answer to the success syndrome is for managers to recog-
nize the need to manage multiple alignments—in other words, to
be ambidextrous.” As firms and strategies evolve, so too must their
alignments. What is needed in the early stages of a firm may not
be required in the growth stage. What works in a period of growth
may not help in a mature period. Figure 2.4 illustrates this evolu-
tionary challenge.

In the exploratory phase, the key success factors emphasize
validating new business concepts and models, identifying market
segments and customers, and developing the capabilities needed
to execute. The organizational alignment for this phase empha-
sizes speed, initiative, and adaptation. This typically means hiring

people who like this environment, keeping the organization flat and
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lean, measuring and rewarding growth and customer acquisition,
and setting up a culture that values experimentation and agility. As
the organization succeeds and begins to grow, the emphasis shifts
to offering a broader array of products and services, an increased
emphasis on efficiency, and the measurement of margins and mar-
ket share. In this phase, the organization begins establishing pro-
cesses and procedures, institutes more rigorous measurement and
controls, and establishes more formalized structures. With success,
as markets and technologies begin to mature, the basis of compe-
tition often shifts to costs and efficiency. The key success factors
emphasize efliciency and incremental improvement. The organiza-
tional alighment becomes more centralized and standardized, and
people develop deeper expertise as process management becomes
core. Success comes from eking out productivity improvements and
line extensions.

In comparatively stable markets and technologies, these adjust-
ments can occur over long time periods with largely incremen-
tal changes. Many of the oldest companies in the world fit this
pattern.'” For instance, one of the oldest known continuously oper-
ating companies 1s a Japanese construction company, Kongo Gumi,
founded in 573, that specializes in Buddhist and Shinto temple
construction and repair.!’ Other very old firms can be found in
hospitality, food production, brewing, specialized metalworking,
retail, mining, and natural resources. The oldest North American
company, for example, is the retail company Hudson Bay Com-
pany, which has been in operation for 340 years. Although these
industries have changed over the centuries, they have undergone
mostly evolutionary (rather than revolutionary) changes that have
allowed them to adjust through incremental change.

In terms of the model shown in Figure 2.1, these shifts occurred
sequentially rather than simultaneously. For example, ExxonMo-
bil, the great oil company, traces its roots to 1870 when it was
founded as Standard Oil. Since then, it has had several periods of
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turbulence and reorganization, ultimately emerging in its current
form in 1999. And while there have been huge changes in the tech-
nology involved in the discovery, extraction, refining, and selling of
petroleum, the fundamental mission of the company has remained
the same. ExxonMobil is today a very different company than it
was in 1870, but the changes it has seen have largely occurred over
time and have not required a simultaneous shift in strategy, struc-
ture, and culture.'?

But in today’s world, incremental change is becoming less com-
mon. Evidence shows that the pace of change is increasing dra-
matically. As an example, Figure 2.5 shows how the penetration
of cellular technology, the Internet, and computing is proceed-
ing much faster than the preceding generations of technological
change (e.g., electricity, automobiles, telephony). It took more than
fifty years for electricity and the telephone to reach 50 percent of
U.S. homes. It has taken only fourteen years for cell phones and ten

years for the Internet to make equivalent gains.
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With these shifts has come a rapid increase in the failure rate of
large companies. In previous eras, management teams often had
decades to reorient their companies. But, no more. Today, manag-
ers may have only a few years to react before their companies are
required to develop new capabilities or be pushed over the brink.
To survive in this world requires more than exploitation. And here
is where leaders come in. Leaders must be able to help their orga-
nizations compete in mature businesses that are typically the source
of today’s profits by exploiting existing assets and capabilities while
they prepare for the future markets by using these assets and ca-
pabilities to explore new ventures. Look back at Figure 2.4. Now
envision the successful leader as someone who is watching multiple
growth curves unfurl at different rates from his or her seat in the
corner office.

While it is conceptually easy to understand how different align-
ments are needed for different strategies, making this work is far
more difficult. To help illustrate this challenge, let’s examine how
one of today’s more successful companies has gone from tiny start-
up to $90 billion giant in two decades, competing in markets as
different as online retailing, web services, video production, and

electronic hardware.

The Amazon Model of Exploitation and Exploration

In 1994, Jeff Bezos incorporated Amazon.com and billed it as “The
Earth’s Largest Bookstore.” In July the following year, the site went
live. By 1996, Amazon had $16 million in sales, while its dominant
competitors, Barnes and Noble and Borders Books, had roughly
$2 billion in revenue each.

Fast-forward twenty years. Today Amazon employs more than
150,000 people and is a $90 billion purveyor of merchandise rang-
ing from books and music to toys, electronics, jewelry, sporting

goods, industrial products, diapers, clothes, food, wine, furniture,
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and fine art. In 2013, Amazon revenue grew 22 percent compared
to Walmart’s 2.2 percent increase. It achieved revenues of $50 bil-
lion in sixteen years, half the time it took Walmart to hit this num-
ber. A McKinsey study indicated that compared to its five largest
competitors, Amazon has roughly seven times the assortment of
goods, 5 to 13 percent lower prices, and 13 percent higher cus-
tomer satisfaction scores. Amazon also spends 6 percent of sales
on R&D, three times the amount other retailers spend. Meanwhile,
Borders has declared bankruptcy, and Barnes and Noble is strug-
gling. In the words of a recent book on Amazon, it has become
“The Everything Store.”"?

But in some ways, this comparison understates Amazon’s ac-
complishments. Today Amazon is far more than an online retailer;
it is a premier technology company, providing a cloud computing
platform on which other firms, ranging from retailers like Target,
nonprofits like Major League Baseball, pharmaceutical firms like
Novartis, and government agencies like the CIA can operate their
online businesses (Amazon Web Services). It is also a services and
distribution company that stores and delivers products from other
firms (Fulfillment by Amazon), a video streaming company (Ama-
zon Instant Video), an electronics hardware firm (Kindle and the
Fire smartphone), a video production company (Amazon Studios)
competing with Apple and Netflix, and, recently, a publisher of
books (Amazon Publishing). The technology consulting firm Gart-
ner has estimated that Amazon Web Services has five times more
computing power than the fourteen other cloud computing compa-
nies on the market, including IBM.

How did an online bookseller that held no inventory of its own
and bought books from wholesalers like Ingram manage to trans-
form itself in two decades into one of the preeminent technology
firms in the world? As we will show, underneath the shifts from sell-
ing books to a broad array of merchandise, selling its own products

to being an online storefront for other retailers, selling products
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to being a distribution and fulfillment powerhouse, and serving
as a distributor to focusing on cloud computing, video streaming,
and production lies a story of leadership and organizational am-
bidexterity. The leaders of Amazon were able to exploit mature
businesses like retail sales and distribution, in which efficiency and
incremental improvements are key, while simultaneously leveraging
existing assets and capabilities to explore new domains where flex-
ibility and experimentation are tops.

As we highlight how Amazon has made these transformations,
we’ll also show how the company continually reinvents itself’ by
leveraging existing assets to explore new opportunities. To do this,
we consider Amazon’s evolution in three phases. Table 2.1 provides
an overview of Amazon’s evolution and summarizes twenty-five in-

novations the firm made as it evolved.

Phase 1: From a Bookstore to an Online Superstore,
1994-2000

Jeft Bezos, the founder and CEO of Amazon and an early believer
in the disruptive potential of the Internet, began with the idea for
an online retailer by thinking about what categories of goods would
sell best over the Internet. His vision was for an Internet company
that served as the intermediary between customers and manufac-
turers and sold nearly every type of product all over the world.
Books jumped out at him as one of those pure commodities where
buyers knew exactly what they were purchasing and the product
could easily be sold online. Under the conventional model, books
were produced by publishers, sold to wholesalers where they were
stored, and further sold and distributed to bookstores. An Internet
bookstore could disrupt this entire business.

His initial model was to advertise books on a website (Amazon.
com); when a customer ordered the book, Amazon would purchase
the book through a book wholesaler and ship the book to the cus-
tomer (Innovation #1). The beauty of this was that Amazon held no



TABLE 2.1 Innovation at Amazon

Number and Type
of Innovation Description

Phase 1. 1994-2000

#1  Explore Internet bookstore

#2  Exploit Offer reviews to help customers make decisions
#3  Exploit Establish warehouses to handle increased volume
#4  Exploit Investment in technology for fulfillment

#5  Exploit Affiliates program for marketing
#6  Explore SWAT teams— for music and DVD sales

#7  Exploit Partner with others to store and ship their products from Amazon
warehouses
#8  Exploit More sophisticated technology for distribution of a broader array of
products
#9  Explore Auctions to compete with eBay
#10  Explore Investment in dot-coms (e.g., Pets.com)

Phase 2. 2000-2005
#11  Exploit Opening the platform for other retailers

#12  Exploit Decision that fulfillment was a core capability; enhanced fulfillment
capability; fulfillment available to other retailers

#13  Explore Amazon Prime—free shipping to members

Phase 3. 2005

#14  Explore Subsidiary A9 in Palo Alto (search engine)

#15  Explore Advertising service (ClickRiver)

#16  Explore Crowd sourcing (mTurk)

#17  Explore Lab126 in Cupertino to develop consumer products
#18  Explore Video streaming (Amazon Instant Video)

#19  Explore Developer platform (elastic cloud computing, EC2)
#20  Exploit Simple Storage Service (S3)

#21  Explore Cloud computing (Amazon Web Services)—a combination of EC2, S3, and
other programming.

#22  Exploit Acquisitions to expand product categories (e.g., Zappos, Diapers.com)
#23  Explore Movie and video production (Amazon Studios)
#24  Exploit Mayday—new customer service modality

#25  Explore Amazon smartphone—the Fire
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inventory, could offer an immense selection, and had a negative
operating margin (the customer paid before the book was shipped,
but Amazon didn’t pay the wholesaler until the end of the month).
It also allowed the company to offer a far more expansive selection
than any bricks-and-mortar store could hold.

Bezos’s philosophy, which is still true today, has always been
that Amazon doesn’t make money when it sells things; it makes
money when it helps customers make purchasing decisions. This
philosophy led to Innovation #2: providing reviews of the books.
The reviews were initially written by in-house editors, but soon by
customers themselves. These reviews added value by helping other
customers make selections. The website was a success, and in 1996,
Amazon projected that it would have roughly $100 million in sales
by the year 2000, a prediction that was off by a factor of fifteen. By
2000 it would record $1.6 billion in revenue.

Based on its initial growth, chaos ensued around stocking and
shipping, which led the company to invest in warehouses (/nnova-
tion #3) and more and more sophisticated fulfillment technologies
(Innovation #4). In order to encourage other websites to recommend
books on Amazon, it also established an affiliates program whereby
the firm paid the recommenders a fee when they sent customers
to Amazon (Innovation #5). This has spawned a multimillion-dollar
business known as affiliate marketing.

In 1997, with a growing capability in distribution, Bezos set up
a series of SWAT teams to identify products in stores that were
underrepresented in online sales and were easy to ship. This ex-
ploratory effort led the company into selling music and videos
(Innovation #6). During this period Amazon also began developing
partnerships with other retailers to handle their online sales and
distribution (/nnovation #7). For example, Amazon agreed to handle
e'Toys inventory, distribution, and online sales, essentially doing all
of its sales and distribution. The increasing volume and diversity

of products being stored and shipped via Amazon led to increasing
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scale and complexity in its distribution and fulfillment centers. To
exploit these opportunities, new centers with increasingly sophisti-
cated technology were built (Innovation #8). Bezos’s instructions to
his manufacturing staff ' were to design fulfillment centers that could
handle any type of products—f{rom small (books and jewelry) to
large (commercial vacuum cleaners and industrial products).

As Amazon evolved, Bezos constantly emphasized taking risks
to explore outside the core business. But not all their efforts during
this period were successful. Amazon’s attempt to compete in auc-
tions with eBay (Innovation #9) ultimately failed, as did a number of
acquisitions made to explore new technologies (e.g., investments in
Kosmo.com and Pets.com—/Innovation #10). Although these invest-
ments were often failures in the short term, some of them ultimately
helped the company develop capabilities that would allow it to move
into new areas. For example, the unsuccessful effort to compete with
eBay in auctions led to the technology that would become part of
the platform for Amazon’s successful business in serving as the online
market for other retailers. Its investment in a European DVD-by-mail
company provided it with critical software capabilities that subse-
quently became an essential part of its Prime membership program.

Bezos ruthlessly emphasized improvements that would enhance
the customer experience and articulated these in the values that
defined the company: customer obsession, strict frugality (no one
flies business class), a bias for action, ownership, no politics (never
take credit for another’s ideas), and a fact-based adversarial style
(no PowerPoints allowed—only six-page narratives describing pro-
posals and 1deas). His strategy emphasized decisions based on the
long-term prospects of boosting free cash flow and growing market
share rather than on short-term profitability, claiming, “Percent-
age margins are not something we seek to optimize. We want to
maximize the absolute-dollar free cash flow per share. . . . Free cash
flow 1s something investors can spend. They can’t spend percentage

margins.”'* He believed that there are two types of retailers: those
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that figure out how to charge more and those that work to figure
out how to charge less. Amazon was always to be the second. “We
are and always have been very comfortable operating at extremely
low margins,” said Bezos."

By 2000, Amazon’s revenues were $2.7 billion and the com-
pany had morphed from a seller of books to, in Bezos’s words, “the
place for someone to find and discover anything they want to buy.”
The relentless investment in incremental improvement (better dis-
tribution, more accurate picking and shipping, faster order times)
and broader product arrays had also helped Amazon explore new
domains and develop a set of capabilities that would set the stage

for its next transformation.

Phase 2: Becoming an Online Platform,
2000-2005

By the early 2000s, Amazon was not only selling its own products
but also providing other retailers with an online platform for selling
their wares. For example, it became the platform for Toys-R-Us,
running its website and storing and shipping its inventory from
Amazon warehouses. By offering other retailers this service, Ama-
zon was able to provide an unparalleled selection of merchandise,
continue to develop sophisticated e-commerce skills that its bricks-
and-mortar competitors were missing, and earn commissions from
other retailers’ sales (Innovation #11). Amazon’s approach was to
watch the sales of these products closely, learn how the product
category operated, and if the volume was sufficient, begin selling
those products itself. It was a self-reinforcing cycle. Lower prices
and a broader selection of products led to more customer visits:
more customers increased the volume of sales and attracted more
commission-paying third-party sellers to the site, which allowed
Amazon to get more out of fixed costs like the fulfillment centers
and the servers to run the site. This greater efliciency then enabled

it to lower prices further.
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In 2002, as Amazon continued to grow and invest in improving
its capabilities in distribution, a key strategic question arose: Was
distribution a commodity or a core capability? If it was a com-
modity, why invest? Why not simply rely on equipment and soft-
ware from third-party vendors? The decision was that if Amazon
were to truly offer value to the customer, distribution needed to be
a core capability. Based on this, the company decided to rewrite
all its software and reinvent distribution (/nnovation #12). This new,
enhanced capability allowed the firm to make specific promises to
customers about when their purchases would arrive. It was at this
point that Amazon decided to offer free shipping for time-sensitive
customers willing to pay a bit more. Amazon Prime was born. For
$79 per month, customers would get guaranteed free two-day ship-
ping for all purchases they made on Amazon (Innovation #13).

Initially all the financial analyses indicated that Prime would be a
money-losing proposition. The fear was that only heavy users would
become members. Bezos, however, had a different view of the ser-
vice: “It was never about the $79. It was really about changing peo-
ple’s mentality so they wouldn’t shop anywhere else.”'® Prime turned
customers into Amazon addicts that keyed off their impulse to maxi-
mize the membership benefits of a club they’d already joined. Prime,
on average, doubled spending on the site. Customers also purchased
across more categories, which led to more sellers choosing to stock
their merchandise with Amazon. This increased operating leverage,
getting more out of Amazon assets, and profit margins increased.
Prime has also opened new opportunities for “Fulfillment by Ama-
zon,” enabling merchants to have their products stored and shipped
from Amazon fulfillment centers, again increasing operating lever-
age. Since Amazon collects a commission on third-party sales—and
because it uses its own infrastructure to make these sales—it earns
more on these transactions than it does on the sale of its own goods.

Using these approaches, Amazon’s revenues had reached $6.9
billion by 2004. The company had morphed again, moving from
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being an online retailer to a platform for other retailers. In so doing,
it had also expanded its own product selection, gained customer
insights in new product categories, and, importantly, solidified the

loyalty of its fans.

Phase 3: Becoming a Cloud Computing Company,
2005—Present

Decentralization and independent decision making have been core
to the philosophy of Amazon. In Bezos’s view, “A hierarchy isn’t
responsive enough to change.” He believes that the people clos-
est to problems are in the best position to solve them. At Amazon,
“2-pizza teams”—groups that are small enough to be fed with two
pizzas—have their own software developers, businesspeople, design
stafl, and so on. “I think that kind of decentralization is important
for innovation because your hands are closer to the knobs of what
you’re trying to build.”!”

Bezos has constantly supported risk taking outside Amazon’s
core business. For instance, the company funded a separate entity
(A9) in Palo Alto (fnnovation #14) to develop its own product search
engine (an initial failure that it subsequently sold), an advertis-
ing service (ClickRiver) (Innovation #15), and a lab exploring the
use of human intelligence and crowdsourcing for solving difficult
problems (mTurk) (Innovation #16). Lab126 in Cupertino, Califor-
nia, develops consumer products for Amazon customers (/nnova-
tion #17). This group is the brain behind Kindle and, in 2006, the
introduction of Amazon Instant Video, a subset of which is now
available free of charge to members of Amazon Prime (Innovation
#18). These efforts, though seemingly disparate, have a common
goal: developing the capabilities needed for Amazon to become a
technology platform as opposed to an online retailer.

One of the innovation efforts of this sort was an isolated IT
project based in Cape Town, South Africa. Led by programmer

John Dalzell, it originated in an attempt to reduce the bottleneck
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that slowed I'T projects. By reducing the code base of these projects
to a series of basic building blocks, Dalzell and his team created a
service that allowed developers to run any application on Amazon
servers (Innovation #19). While it was originally designed to speed
up internal developments, people soon realized that this service,
known as elastic cloud computing (EC2), could be useful to de-
velopers outside the company. This, in conjunction with another
project known as simple storage solutions, or S3 (Innovation #20),
and several other in-house software applications, became what is
now known as Amazon Web Services (AWS—1Innovation #21). AWS
wraps infrastructure software, hardware, and a data center into a
service that is designed “to enable developers and companies to
use Web services to build sophisticated and scalable applications.”
When John Doerr of Kleiner Perkins, an Amazon board member,
learned of this effort, he wasn’t happy, seeing this as a distraction.
But Bezos ignored him, believing that Amazon had a natural cost
advantage in this trillion-dollar market. Today AWS is a separate
cloud computing business that brings in $6 billion in revenue and is
growing rapidly. A Wall Street fournal report estimated that Amazon
Web Services could one day produce more revenues for the com-
pany than its current $90 billion.'®

Amazon continues to move into new territory, adding new cat-
egories like clothes and fresh food, purchasing successful online
firms like Zappos and Diapers.com (Innovation #22), and increasing
its online streaming offerings. This includes a §1 billion investment
in Amazon Studios to develop new scripts and movies to be distrib-
uted over Amazon Instant Video (Innovation #23). The company
has received pitches for more than 10,000 feature scripts and 2,700
pilots. True to Amazon tradition, scripts and series are reviewed
the same way that books are, by Amazon subscribers. Speculation
1s that Amazon is now working on a new set-top box that will allow
easier video streaming to consumers’ television. In 2013 the com-

pany also launched Mayday (Innovation #24), a new service on the



Explore and Exploit 49

Kindle that combines remote support, video chat, and video draw-
ing to provide a new way of delivering customer service. In 2014,
Amazon entered the smartphone business with its own offering,
Fire (Innovation #2)5).

In their relentless pursuit of new markets and products, Ama-
zon has built a culture that is “purposeful Darwinism,” emphasizing
an obsession with the customer, a bias for action and constant ex-
perimentation, frugality, direct feedback, and the continuous mea-
surement of results. As some have noted, this can create a stressful,
competitive environment that doesn’t appeal to everyone.' But it
also has helped the company excel in mature businesses like fulfill-

ment and experiment in new ones like video streaming,

Strategy and Execution for Exploitation
and Exploration

With this brief history, we can now begin to answer the question of
how Amazon has made these various transformations in the space
of twenty years. The story is an exemplary one of how companies
exploit existing capabilities and markets while developing new ones.

Amazon’s decisions were driven by a set of core values empha-
sizing customer obsession, low prices, and a long-term perspective.
Bezos says, “If you’re long-term oriented, customer interests and
shareholder interests are aligned. In the short-term, that’s not al-
ways the case. . . . And a long-term approach is essential for inven-
tion, because you’re going to have a lot of failures along the way.
... If we had always needed to see significant financial results in
two or three years, then some of the most meaningful things we’ve
done would never have been started—Ilike Kindle, Amazon Web
Services, Amazon Prime.”?

In explaining Amazon’s strategy, Bezos notes that although
many companies claim to be customer oriented, most are not. The

reason, he explained is that “companies get skill-focused. When
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they think about extending their business into some new area, the
first question they ask is ‘why should we do that—we don’t have
skills in that area.” That puts a finite lifetime on a company because
the world changes, and what used to be cutting-edge skills have
turned into something your customers may not need anymore. A
much more stable strategy is to start with ‘What do my customers
need?” Then do an inventory of the gaps in your skills.”?!

This approach ignores the conventional strategic wisdom about
“sticking to your knitting” or focusing on “core competencies.” In-
stead, it emphasizes the capabilities for long-term success by exploit-
ing short-term incremental innovation and providing the resources
and senior management support for exploration.?” In Bezos’s words,
“There is a ton of fine-grained innovation that happens on a daily
basis . . . things that make our operations more efficient and lower
cost. ... At the other end is large-scale innovation like Kindle, Web
Services, and Amazon Prime.”* He explicitly endorses the need
for ambidexterity and the opportunities that large companies have
to support it: “One of the nice things now is that we have enough
scale that we can do quite large experiments without it having sig-
nificant impact on our short-term financials.”** For some of these
experiments, like the Kindle, the company has even willing to can-
nibalize its own short-term business, looking further down the road.

As we shall see in greater detail as we get deeper into the book,
Amazon’s approach to simultaneous exploitation and exploration
works not simply because of its strategy, although this is clearly
important, but largely because of how its leaders align the organi-
zation to execute this approach. If we step back and try to abstract
what the elements are that have driven the success of Amazon’s
strategy, five seem key—and they all loop back to leadership:

First, there is Jeft Bezos’s overarching strategic intent for Amazon to
become a $200 billion business, “the everything store,” by focusing
on customers and low prices. This aspiration legitimates the firm’s

continual investment in capabilities to store and ship all kinds of
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products. In phase 1 (1994-2000), it legitimated the construction of
larger and more sophisticated warehouses, well beyond what was
needed for books. This same intent drove the continuous improve-
ment of existing capabilities around customer experience (e.g., a
wider selection of products, faster delivery, and more efficiency)
and a constant exploration into new domains through continuous
experimentation, either internally or, if necessary, through acquisi-
tions. As Bezos said, “We’ve tried to reduce the costs of doing ex-
periments so that we can do more of them. If you can increase the
number of experiments you try from a hundred to a thousand, you
dramatically increase the number of innovations you produce.”

Second 1s that great clarity about the company’s mission and values pro-
vides a common identity that flows from the top down: “raise the bar
across industries and around the world for what it means to be cus-
tomer focused.” One small example of how relentless Amazon is
about this can be seen in its annual letter to shareholders. Every
year, Bezos attaches the first 1997 letter as a way of reiterating its
mission and steady commitment to deliver low prices to consumers.
This overarching value, matched with the company’s strategic vi-
sion, provides a glue to hold the disparate parts of Amazon together.

Third, Bezos is not the only person at the helm. Amazon houses
a highly aligned senior team from which Amazon demands the best.
“Every time we hire someone, he or she should raise the bar for
the next hire, so that the overall talent pool is always improving.”
This process includes using “bar raisers” as an explicit measure in
the selection process for more senior hires, whose explicit function
is to ensure the quality and cultural fit of new hires. Among the
leaders at Amazon, decisions are made in an adversarial way, but
once they are made, absolute commitment ensues. Some see this as
fostering cruelty and a lack of empathy; others embrace it as striv-
ing for the best.”

Fourth, when pursuing exploratory innovation, Amazon typi-

cally uses an ambidextrous organizational form with exploratory activities
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done in small, often geographically separate units. This decentral-
ized approach strives to push decisions down to those accountable
for results such that leadership is key at multiple levels. Bezos has
argued that the need for increased communication is a sign of dys-
function because it means that people aren’t working in an organic
way. This structural separation permits a level of focus and intensity
that is hard to achieve when exploration and exploitation are done
within a cross-functional team, and yet keeping these teams as divi-
sions of the core company gives them access to the resources that
make up Amazon’s special sauce.

Fifth, Amazon’s leadership has the ability to tolerate the tensions inher-
ent in simultaneous exploitation and exploration and the courage to
continue the pursuit of disruptive change. Bezos himself embodies
this commitment. He pushed for listing competitors’ products on
the website, even though it could undercut sales of Amazon’s own
products. He purchased Zappos even though it competed directly
with Amazon’s own website for shoes (Endless.com). He invested
in the development of new capabilities (e.g., the development of
hardware), even though the belief was that Kindle would reduce the
sales of hardcover books—and he used his best people in these en-
deavors. He has maintained R&D investment in the face of share-
holder complaints about the lack of profits. He has continued to
explore new product categories (e.g., fresh food) in the face of early
failures and skepticism. These reflect an unwavering commitment to
customers and a long-term view. As Bezos says, “Slow, steady prog-
ress can erode any challenge over time. . . . I don’t have all the ideas.

That isn’t my job. My job is to build a culture of innovation.”*



Chapter 3

ACHIEVING BALANCE
WITH INNOVATION STREAMS

It is not the strongest of the species that
survive, nor the most intelligent, but the one
that is most responsive to change.
CHARLES DARWIN

AS CHAPTER 2 ILLUSTRATED, for organizations to survive in the face of
change requires their leaders to do two critical but contradictory
things: exploit existing assets and capabilities through continual in-
cremental innovation and change and explore new markets and
technologies where their existing assets and capabilities can give
them competitive advantage over new entrants. The difficulty is
that succeeding in more mature and competitive businesses is dif-
ficult enough and often fully occupies management’s resources and
attention. Experimenting with new businesses and business models
is often seen as either a distraction or not providing the revenues
and margins that the existing business can deliver. Faced with this
choice, the tendency is to overinvest in exploitation and underin-
vest in exploration.

Yet as we have seen, some firms have managed this difficult jug-
gling act and evolved over time. As we described earlier, GKN i1s
today a $9 billion 250-year-old aerospace and automotive firm that
began mining coal. Johnson & Johnson was founded in 1886 as a
maker of sterile bandages and today is a global firm with a prod-
uct portfolio that includes pharmaceuticals, medical devices, and

consumer goods. Toyota began making looms in 1937, Nokia as a
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lumber company in 1867, Nucor in automobiles in 1905, and the
Harris Corporation in 1895 making printing presses. What sepa-
rates these companies from the thousands that fail? Luck has to be
a part of it, but so do management and the ability of the firm to
adapt.

This chapter provides a framework for leaders to help under-
stand more clearly how to balance exploitation and exploration.
To illustrate this evolutionary path, we first track the evolution of
two companies that are more than 130 years old—one that is fail-
ing after a century of success and the other that continues to evolve
in the face of change. First, we consider the rise and fall of an
icon of American business, the Sears Roebuck Company, and why,
between its founding in 1886 and 1972, it was able to become the
country’s largest and most successful retailer—and why, between
1973 and today, it has largely failed. We contrast this with how
Walmart has used ambidexterity to supplant Sears as the world’s
largest retailer. In contrast, we then describe the evolution of the
Ball Corporation from a maker of wooden buckets in 1880 to an
$8 billion producer of containers and satellites.

These examples provide a window into the threats and op-
portunities associated with exploitation and exploration and help
make the leadership challenges concrete. Using these examples, we
then elaborate on the innovation streams framework introduced in
Chapter 1 by showing how shifts in technology or markets can re-
quire different organizational alignments. In doing this, we show
how leaders, faced with major change, can get caught in the success
syndrome. This framework helps explain the failures we described
earlier and illustrates why exploration and exploitation, although
simple to understand at a conceptual level, can be so difficult for
managers to implement. Using this framework offers a practical
way for leaders to think clearly about how they need to organize

for future success.
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Sears Roebuck: Turning Success into Failure

In 1972, 1 percent of the U.S. GDP was accounted for by Sears, and
more than half the households in the country had a Sears credit card.
Within any three-month period, two out of every three Americans
shopped at a Sears store. The company had almost 900 big stores
and 2,600 smaller ones. A single share of original Sears stock was
worth $20,000, and many long-term employees retired as million-
aires. In 1972, the chairman of Sears at the time, Gordon Metcallf]
commissioned the building of the 108-story Sears Tower in Chicago,
at the time the world’s largest building. A decade later, Sears was in
danger of failing, and the building was referred to by dispirited Sears
employees as “Metcalf’s last erection.”

Table 3.1 and Figure 3.1 illustrate this sad decline. In 1970
Sears was not only the largest retailer in the United States but four
times as large as JCPenney, its nearest rival. By 2000, Sears was
only the thirteenth largest and falling fast. In 1970, Sears had rev-
enues of almost $30 billion and more than 400,000 employees, and
it was a superpower of retailing. At the time, Walmart, founded in
1962, had just $31 million in revenues and 1,500 employees. By

2012, it was thirteen times the size of Sears.

TABLE 3.1 Top U.S. Retailers

1970 Today
1 Sears Walmart
2 JCPenney Kroger
3 Kmart Costco
4 Woolworth Target
5 McCrory Home Depot
6 Grant Walgreens
1 Genesco CVS Caremark
8 Allied Lowe's
9 May Amazon
10 Dayton Hudson Safeway
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FIGURE 3.1 Sales at Walmart versus Sears

In 2005, as its decline accelerated, Sears was purchased by ESL,
a private equity company run by Eddie Lampert who had earlier
also purchased the bankrupt Kmart chain. Since then Sears has
performed 19 percent under the S&P 500 and 29 percent under
Walmart and well behind competitors such as JCPenney and
Kohl’s.! Its same-store sales have dropped every year since the
merger.? And it has the same number of stores it had in the 1970s.”
One article on Sears began with the headline, “Sears: Where
America Doesn’t Shop.”* At a CEO summit held at Yale University
in 2008, participants were asked, “Is Sears fixable?” Sixty percent
said no.” Today the speculation among industry analysts is that the
remains of the great Sears empire will soon be sold for its real es-
tate and a 150-year-old icon will cease to exist.

The story of Sears poignantly illustrates the difficulty leaders
have in helping their firms succeed over time. In the 1920s, Sears
faced its first big threat to its future and resolved this brilliantly. In
the 1970s, Sears faced a very similar threat and has largely failed.
Understanding how and why this happened offers us a glimpse of
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what it takes for firms to survive over long periods of time—and

why firms so often fail.

Success

Sears began in 1886 when twenty-three-year-old Richard W. Sears,
a telegrapher in North Redwood, Minnesota, at the St. Louis Rail-
road, came up with the idea of selling gold-filled pocket watches by
mail.® He began by buying watches at $12 and selling them to other
telegraphers at $14 in an era when they cost $25 in a store—if you
could get to one. His genius was his ability to convince people to
buy things they had never seen from a man they’d never met, all
with a money-back guarantee. Thus was born what became Amer-
ica’s greatest retail store. Within a decade of its founding, Richard
Sears and his new partner, Alvah Roebuck, an Indiana watch-
maker, were thriving selling merchandise as diverse as cream sepa-
rators, bicycles, clothes, toys, pickles (twenty-four varieties), tools,
and cures for “consumption, drug addiction, stammering, deafness
and stupidity.”” At the time most Americans—about 70 percent—
lived in rural regions and had limited access to stores.® The Sears
catalogue became their access to civilization and sophistication, of-
fering the kind of one-stop shopping of the old general store but
with more inventory and lower prices. This led Sears to advertise
itself as “The Cheapest Supply House on Earth” and to become
the “buyer for the American farmer,” and, by the first decade of
the twentieth century, a retailing empire.

In the 1920s, Sears faced its first crisis. With farm fortunes col-
lapsing because of a recession, the Sears catalogue business was in
decline. General Robert Wood, a former army general who was
obsessed with demographic data that described the shifting popu-
lation trends in the country, was appointed CEO. Because of his
insights into population shifts, Wood saw the impact that the shift
of people from farms to cities would have on Sears’s future. He
also anticipated the effects the new mobility offered by the rise of
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the automobile might have on how people shopped. In 1925, in
a revolutionary move, he began to transform Sears by converting
regional catalogue distribution centers into stores. Wood drove this
transition over internal opposition and claims that opening these
stores would cannibalize sales from their catalogue. By 1929, Sears
had more than 300 stores, and more than 40 percent of its rev-
enues came from these new outlets.’

Based on his insights into the rising importance of automobiles,
Woods also mandated that stores not be located in city centers where
other department stores were already present and parking was dif-
ficult, but on the outskirts of towns and cities where parking was
plentiful and real estate cheaper. Sears also began to shift their stores
westward in the country, reflecting the growth of the population in
these areas. It was a brilliant move and one that largely accounted
for Sears’s success over the next five decades.

As we will see, the ability of leaders like General Woods to
seize new opportunities by reconfiguring existing organizational as-
sets 1s at the heart of a firm’s long-term survival and success. With
Sears, it was the ability to convert catalogue distribution centers to
stores and enter new businesses. The ability of a company to be
ambidextrous—to compete in the old business of exploitation (with
catalogue sales) as well as the new business of exploration (with free-
standing stores)—is what permits an organization to survive in the
face of change.

By 1932 the volume of sales from these new stores surpassed
the catalogue sales, and Sears’s retail stores began to rise from
farm fields and orchards outside towns in anticipation of the rise
of suburban America. A community had arrived when Sears built
a store. If customers needed something, Sears was happy to sell it
to them. If they couldn’t afford it, Sears provided them with credit.
Sears even delivered thousands of ready-to-build houses all over
the country. As the new American middle class shifted from farm

equipment to automobiles and new homes, Sears shifted its prod-
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uct portfolio. It began selling home appliances and automobile
parts, including a line of automobile tires, “Allstate.” As these sales
expanded, Sears added automobile and life insurance. It refined
supplier networks and developed long-term cooperative relation-
ships with them. In one famous example, General Woods called the
CEO of a failing locomotive manufacturer and suggested convert-
ing its manufacturing to refrigerators. Thus was born the Whirl-
pool Company. Sears then expanded internationally into Cuba
(1942), Mexico (1947), and Canada (1952). Long before Walmart
promoted the idea of selling quality at a low price, Sears was there.

In this fifty-year period of expansion, Sears was praised for its
business acumen. Peter Drucker commented, “There is no better
illustration of what a business is and what managing it means.”'” In
the early 1950s, §1 out of every $5 spent on retail trade went into
a cash register at Sears. One estimate was that one out of twenty
people worked either for Sears or one of its thousands of suppli-
ers.!! By the mid-1960s Sears was a retailing superpower that jour-
nalists referred to as “the colossus of American retailing” and “a
paragon of retailers.” By 1963, half of the thousands of items sold
in the stores had not been available a decade earlier. In 1968, Sears
owned all or part of thirty-one manufacturing enterprises, making
great Sears brand names like Craftsman tools, Kenmore washing
machines, and Diehard batteries. By 1972 Sears had reached the

apogee of its success and employed more than 400,000 workers.

Failure
And then things began to decline. In the 1970s, as in the 1920s,
Sears once again faced a massive shift in demography.'? The great
move to the suburbs and the insatiable demand for refrigerators
and washing machines that accompanied the long post-World
War II boom began to flatten out. There were fewer young blue-
collar families looking to equip their homes with Sears products.

New specialty chain stores and discount department stores like
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Kmart emerged, offering customers a lower-cost alternative. Often
these new chain stores were located in the same malls as Sears, al-
lowing customers to compare prices. But this time, unlike in the
1920s, Sears management debated and delayed rather than acting
decisively. Instead of either offering lower prices or responding to
the new specialty store competitors, Sears management opted
to centralize operations and emphasize back-to-basics with new
store fixtures and Cheryl Tiegs, the popular fashion model, as a
spokesperson for its products. The emphasis was not on transfor-
mation but hunkering down and increasing efficiency. Unlike in the
1920s when Sears leaders chose to compete in both old businesses
(the catalogue sales) and new ones (suburban retail stores), Sears
management chose to play defense and ignore the demographic
shifts taking place.

As Donald Katz observes in his extensive history of the com-
pany, Sears “leadership had been taught only how to grow, not how
to change.”"” The company had become arrogant. One Sears ex-
ecutive at the time was quoted as saying, “Sears doesn’t have com-
petition save ourselves. Sears is number one, number two, three,
and four. Take our sales and divide them by four and we’re still big-
ger than the next guy.”'* Another claimed that “all we need to do

1s what we do a little better.”!®

They had become inward looking,
with the board filled with long-time Sears executives.

By 1978, the cost of running Sears was moving inexorably to
the point where it would exceed corporate revenues. Between 1973
and 1978, expenses at Sears were up 40 percent and margins were
cut in half. The company with almost 500,000 employees had be-
come too expensive. Internally, there was dissension as executives
argued incessantly about what needed to be done to save the com-
pany. One executive noted, “We are victims of a non-strategy for
two decades and the unchecked growth of an oppressive bureau-
cracy.”'® Some believed that Sears would not survive 1980. The

glorious history of Sears was killing it.
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In April 1980, Ed Brennan, the third generation of his family to
work at Sears, was appointed president of the company. Brennan,
along with the long-time chairman Ed Telling, made a number of
sweeping changes. First, 60 percent of the top 1,500 managers left
under an early retirement program. Second, under Telling’s direc-
tion, Sears diversified into services. In addition to owning Allstate
Insurance, it bought Dean Witter and Coldwell Banker Real Estate.
By the 1980s, Allstate Insurance had 40,000 employees, and Sears
had become a financial powerhouse. Telling aimed to leverage the
“trust quotient” that the Sears brand engendered in customers by
moving more aggressively into financial services. In his grand view,
Sears customers could buy a house from Coldwell Banker, get a
mortgage from Dean Witter, furnish it with goods from Sears, and
insure it with Allstate. With these acquisitions, Sears was then the
largest retailer in the world, the second-largest property insurance
company, the largest residential and commercial brokerage, and
the seventh-largest securities brokerage firm. In addition, Telling
established the Sears World Trading company with the goal of be-
coming an export trading company and “invent[ing] a new com-
pany for Sears and the world.”"”

Meanwhile Brennan embarked on an overhaul of the 900 Sears
stores in an attempt to make them more attractive places to shop,
referring to the company as “the Store of the Future.” In an inter-
view, Brennan was asked about adopting a strategy to compete with
low-cost retailers like Target and Walmart. He replied, “As to the
off-price market, I've been studying it for five years. We considered
starting up a chain without the Sears name, but we decided to go
with the Store of the Future instead. Off-price is the back burner
for us.”'® Ironically, Sears had the chance to buy Price Club, which
became Costco. But as several Sears executives noted, “It’s ten years
too late.”'” In 1992, Sears lost $3.9 billion on revenues of $52 bil-
lion. The losses from merchandising (the Sears stores) accounted for

75% of the losses. In 1993, the catalogue business was shut down.
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As the slow decline continued, Sears was bought in 2005 by
Eddie Lampert, a hedge fund manager who had already engineered
the takeover of the bankrupt Kmart. Initially the market rejoiced at
the opportunity to rejuvenate Sears. In evaluating the merger, one
positive reviewer claimed, “It’s about profitability, not about sales.
It may get smaller but . . . it’s going to be more stable with a bet-
ter strategy. And, it’ll be more competitive with Wal-Mart.” A less
positive analyst worried that “adding Sears’ appliances to Kmart or
Joe Boxer apparel to Sears [won’t] turn either company around.”?

In the short term, Lampert delivered by cutting costs. But as
one analyst noted, “Lampert is focused solely on driving costs
down while doing little to drive up sales.” Another observed that
Sears capital investments in stores were less than a quarter of those
of Target and Walmart and said of Lampert, “He’s loath to pour
money into Sears crumbling stores.” The results were predictable:
same-stores sales have declined every year since the merger and
Sears’s stock has performed 19 percentage points under the S&P
for four of the past five years.

One analyst who follows Sears opined “They are backed into a
blind alley that affords no escape.”®! Instead of looking for innova-
tive ways to counter the threats of Best Buy, Home Depot, Target,
and Walmart, Sears management has tried a succession of failed
incremental improvements with ventures such as Sears Homelife,
Western Auto, Tool Territory, The Great Indoors, Sears Essen-
tials, and, most recently, an off-mall effort known as Sears Grand
Central and an online play, MyGofer, that allows shoppers to order
online and pick up goods at a warehouse.”” Almost all of these half-
hearted efforts failed. What Sears management failed to do was
to find a successful off-mall strategy selling under new marquee
names. In the face of a dramatically changed marketplace, its lead-
ers relied on incremental innovation and failed abysmally to figure
out how to compete in their old business of shopping malls and the

new business of big box retailing
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In the end, the ultimate value of Sears appears to be in its lig-
uidation value. Estimates are that Sears’s properties could be worth
between $15 and $20 billion.?* Brands such as Kenmore, Crafts-
man, and Diehard are being licensed to other retailers. Lands’ End,
a more fashionable line of clothing, has been sold, as have 130 store
locations. Lampert is a hedge fund manager, not a retailer. His great
success in the Kmart acquisition was in selling Kmart’s undervalued
real estate. The current betting is that Lampert will sell the remnants

of the great Sears empire to raise capital for his other investments.

The Paradox of Success

Why is Sears failing? It’s easy for academics and consultants, armed
with the benefit of hindsight, to proclaim definitively why some-
thing happened. To paraphrase Tolstoy’s famous comment about
unhappy families, all business failures are unique in their own way
and no simple answer ever captures the complexities of the cir-
cumstances. But as Peter Drucker said, “Every failure is a failure
of a manager.” Leaders of companies are charged with making
sure that they can sense new threats and seize new opportunities by
reconfiguring existing organizational assets. This is the essence of
what organizational leaders are supposed to do.

As the Sears saga illustrates, the trap for leaders is in what is
known as the success syndrome. In stable environments, business
success comes from the alignment of strategy, structure, people,
and culture. In its original form as a catalogue business, Sears suc-
ceeded by developing systems, processes, and structures that en-
abled it to grow rapidly and serve its largely rural customer base.
In 1925, General Robert Wood, the Sears CEO, recognized that
the U.S. population was shifting toward towns and began opening
stores to serve this emerging market. In spite of significant inter-
nal resistance, he moved the company into retail stores. He helped
the company exploit the old-line catalogue business and explore the

emerging world of retail stores.
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During the next fifty years, the strategy and structure of Sears
evolved to focus solely on this market segment, primarily in shop-
ping malls, and the company grew to 900 stores. But this success
came with an alignment that both made Sears successful and al-
most impossible to change. As Art Martinez, Sears CEO from
1992 to 2000, observed, “My most formidable adversary, and ulti-
mately my strongest ally, would be culture, a century of culture and
the mammoth bureaucracy it had created. . . . Sears was in love
with its past and enslaved by it at the same time.”?* This included
a rule book with 29,000 pages and a tendency to look to the past
for solutions for challenges that were brand new. Sears’s leaders
had mastered the ability to exploit their old business by improving
efliciency and driving costs down but had lost the ability to explore
new store formats as customers and competition changed. The em-
phasis on exploitation and driving costs down led them to be inter-
nally focused, ignoring both customers and competition.

Although early in its life Sears had adjusted to market shifts by
moving from catalogues to retail stores and from merchandise to
financial services, it was unable to adjust to the new market. Could
Sears have made these adjustments? Could it have become a Best
Buy or Target? Why not? In the 1980s, a McKinsey study revealed
that the combined customer lists of Sears, Coldwell Banker, All-
state, and Dean Witter contained the home addresses of more than
70 percent of U.S. households. Sears had 32 million active credit
card holders, representing 57 percent of all U.S. households.”
The capacity of the internal Sears communications network was
more extensive than any other system in the world except AT&T
and the U.S. government. Indeed, at one point, Sears could have
handled the reservation systems for airlines and hotels. It certainly
could have used its I'T capabilities to compete with specialty chains
like Target or Best Buy or done what Walmart did with its logisti-
cal systems. It had the resources. What it lacked was the ability to

change—to be ambidextrous.
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Instead, Sears went from “the world’s cheapest store,” to the
“world’s biggest,” to, in Brennan’s view, “the world’s most conve-
nient.” Time, however, has shown Sears to be one of the world’s
“most irrelevant” stores. Arthur Martinez, the CEO after Brennan,
noted that they couldn’t answer the most fundamental question
about “what the company was going to be when it grew up.”?® They
didn’t know whether they were a discounter (“everyday low prices”),
a specialty store (“in-store boutiques” like Lands’ End), or a mass
merchandiser. As the retail market split into stores that emphasized
low prices (like Walmart and Target) or high quality (like Saks and
Nordstrom), Sears remained stuck in the middle, a cross between a
big hardware store and a department store. Although in the 1920s,
Sears had been able to anticipate changes in the marketplace and
take advantage of its position to turn them into profits, it had lost
this capability by the 1970s.

In Sears’s case what is clear is that as the market shifted, the
company and its leaders failed to keep pace. The store is now
boxed in between the discounters like Walmart and Target, the big
box specialty retailers like Best Buy and Home Depot, the high
fashion department stores like Macy’s and Nordstrom, and the
online retailers like Amazon and eBay. Martinez didn’t fault the
employees who “showed up for work, in most cases tried hard, and
were sincere team players, working every day to build the wrong
institution to perform the wrong task in the wrong place and at the
wrong time.”*” It was the leadership that failed.

As a result of this failure in leadership, between 1992 and 2000,
Sears leaders closed more than 100 stores, shut the 108-year-old
catalogue business, and laid oft 50,000 employees. They sold the
Sears Tower, spun off Allstate in 1993, and attempted (unsuccess-
fully) to capitalize on the trust in the Sears brand by moving into
home services. Although Sears enjoyed some success from 1993
to 1997, by 2000 it was again spiraling down. Off-the-mall ef-

forts (e.g., the auto parts business, Sears Homelife, Tool Territory,
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Sears Grand Central) were not working. Meanwhile, Home Depot,
Kohl’s, Circuit City, and Best Buy were opening hundreds of new
stores but not in shopping malls, where Sears was trapped. Instead
of leveraging its great strengths to both explore and exploit, Sears
has continued to spiral down, with money being diverted from the
maintenance and improvement of its retail operations to nonretail
financial investments.

How is the Sears story different from Walmart’s? The contrast
1s revealing. Like Sears, Walmart in the beginning focused on a
single market: a discount retailer selling in smaller rural communi-
ties. Also like Sears, Walmart grew rapidly, expanding not only in
the United States but also in Latin America. Like Sears used to,
Walmart today accounts for a substantial part of the U.S. gross na-
tional product (2.3 percent). But unlike Sears, Walmart has adapted
its formats to changing markets. While it began as a big box dis-
count store, today Walmart stores operate under seventy-one brand
names, but the majority of these do not use the name “Walmart.”
Walmart operates general merchandise stores, supermarkets, soft
discount stores, and restaurants in sixteen countries. Anthony
Hucker, a former Walmart executive in charge of new formats,
noted that “it doesn’t matter if it has the Walmart name so long as
it’s powered underneath by our great logistics.”* Walmart is lever-
aging its existing resources in logistics, I'T; and global procurement
and coupling these with local brand equity to explore new formats
and markets. It has gone from a single format (hypermarket) and
brand (Walmart) to nine formats and seventy-one brands. Walmart
began with big stores in small towns and is today moving into small
stores in big towns (Wal-Mart Express). Of course, there have been
mistakes, notably failing in efforts in Germany and Korea. But its
leaders are consciously leveraging existing capabilities in opera-
tions to explore new markets. Unlike Sears, which emphasized the
exploitation of core stores in shopping malls for more than fifty

years and then, faced with declining sales and stiff new competi-
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tion, moved in a halting way into off-mall formats, Walmart has
been aggressive in leveraging its fundamental strengths to explore

new into new businesses.

The Ball Corporation: 130 Years of Growth
Now consider the history of a $§9 billion company, more than 130

years old, that you may never before have heard of but whose prod-
ucts you use all the time: the Ball Corporation. Today it is the larg-
est maker of beverage containers in the world, producing more
than 200 billion cans a year worldwide for companies like Coke,
Pepsi, Budweiser, Tsingtao, Heineken, Carlsberg, and Coors. It has
also been a leader in the production of plastic containers for bev-
erage and food customers, as well as in the production of imag-
ing satellites for remote sensing. Ball technology fixed the Hubble
telescope in 1993 and helped the Mars Rover in 2008. How has a
company, founded in 1880 to make tin-lined wooden buckets to
carry kerosene, ended up as a global manufacturer of aluminum

and steel cans and high technology?

The Evolution of the Ball Corporation
The story began in 1880 when Frank Ball and his four brothers

began making wood-jacketed tin cans to carry kerosene for lan-
terns. However, soon after their founding, glass jars became an eco-
nomical alternative to wooden buckets, so the Ball brothers quickly
converted their business to produce glass jars, including what
would become their most successful offering, the screw-top Ball
jar that generations of Americans have used for home canning. By
1905 the Ball brothers were referred to by newspapers as “the fruit
jar barons,” and the company employed more than 2,000 people.
Their key to success was constant innovation that made the seals
on Ball jars superior to that of the competition and an automated

manufacturing process. By using excess capacity, they entered into
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related businesses, making gaskets for refrigerators and zinc casings
for radio batteries.

The peak year for Ball Company in the sales of home canning
jars was 1931. With the onset of the Great Depression, the com-
pany began to develop new glassware products and, with the repeal
of prohibition in 1933, entered the market for beer and liquor bot-
tles. Its leaders also began to leverage the company’s manufacturing
prowess by buying up smaller, less economical glass producers. By
1935 the firm had 55 percent of the market, but in a 1947 antitrust
ruling, it was enjoined from buying any more companies. In 1949,
Ball reported its first loss in its sixty-four-year history.

The CEO at that time, Ed Ball, was an avid pilot who was fasci-
nated by technical advances in aviation and saw an opportunity for
applying glass technology in businesses like aviation and aerospace.
To implement this idea, he hired a director of R&D with exper-
tise in ceramics and electronics. In 1956, Ed Ball wrote a personal
check to buy a small Colorado company that made a device that
he hoped could be used in precision glassmaking. Although this
device was a commercial failure, it soon led the division, called Ball
Aerospace and Technologies, into a series of new applications in
the aerospace field. During the 1950s and 1960s, this division led
the growth of the Ball Corporation and today accounts for $700
million in revenues. During this period, the company experimented
with several new businesses, including rubber goods and mechani-
cal products.

By 1969, Ball had significant expertise in metallurgy and saw
that metal cans would likely replace glass containers for beverages,
so its leaders made several acquisitions to move into this emerging
market. They also transferred engineers from Ball’s aerospace busi-
ness, giving them tremendous technical skills that translated into a
competitive advantage. Over the next two decades, the company’s
growth continued unabated as beverage companies shifted from

glass to metal containers. In the 1980s, the company expanded to
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China, Europe, and Latin America. John Fisher, CEO during this
period, defined the company as “primarily a packaging company
with a technology base,” a concept that remains true to this day.

But by the 1990s, the glass business, the foundation of the com-
pany for more than a hundred years, was characterized by over-
capacity and weak prices. In spite of efforts to streamline and
modernize, it was unable make the business as profitable as they
wanted. Dave Hoover, then CEO and chairman, explained, “We
found ourselves in a position of no longer being a low-cost producer
in a shrinking market.”® The only way to get the costs down would
have been to invest and increase volume, but this made no economic
sense in a declining market. So in 1995 Ball made the wrenching de-
cision to get out of the glass business and sold its assets. When asked
how difficult this decision was, Hooper replied, “If you trace the last
125 years of the Ball Corporation, you’ll see that it’s been in and
out of many businesses. I believe one of the reasons we’re still here
is that we’ve been able to figure out how to change and survive. . . .
Getting out of the glass business was the right thing to do.”"

Since then, the Ball Corporation has continued to change. In
1994, again sensing the shift in the market from aluminum cans
to plastic bottles, the company began investing in the plastic con-
tainer business by hiring experienced managers from the plastics
business, investing in R&D, and building a manufacturing plant.
With no acquisitions, the business grew to more than $500 mil-
lion in five years. Senior leaders, including former CEOs Ball and
Fisher, were leaders in this transition. In 1998, after being located
in Muncie, Indiana, for more than 111 years (and founding Ball
State University), the company moved its headquarters to Broom-
field, Colorado. The move reduced costs and solidified the cul-
tural integration of the aerospace and manufacturing parts of the
business.

By 2014, the Ball Corporation had reached $8.5 billion in sales.

It continues with a focus on both incremental innovation (line exten-
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sions, new types of cans, and process improvements in manufactur-
ing) and discontinuous change (new aerospace technologies). CEO
Hoover defines the company’s purpose as “to add value to all of its
stakeholders, whether it is providing quality products and services
to its customers, an attractive return on investment to its sharehold-
ers, a meaningful work life for employees or a contribution of time
effort or resources to our communities.”! And, while Ball did not
invent the canning jar, aluminum can, or plastic bottle, it has been
able to anticipate their uses and manufacture their products more
efficiently than the competition for more than 130 years. As Richard
Blodgett, an observer of the company, notes, “At the heart of Ball’s
success has always been an uncommon ability to master change,
even reinvent itself when necessary.”** Echoing this, CEO Hoover
commented, “In another 25 years, I think we’ll be involved in some
businesses we currently are not. . . . I suspect we’ll still be in pack-
aging but have a broader offering . . . and that we’ll still be in the

aerospace business.”*

Why Ball Has Succeeded

If the number of firm failures we noted in Chapter 1 is correct,
why hasn’t the Ball Corporation failed like the majority of other
companies—or at least been reduced to a pale shadow of itself?
Their iconic product, the Ball canning jar, is a historical footnote.
The reason for its success is obvious: throughout its 130 years, Ball
has had leaders who have helped the company evolve and change
along with technology and markets. Sometimes they did this out
of necessity, as when the government stopped their acquisitions.
On other occasions, they anticipated the market, as with plastic
bottles, and moved early into new markets. While it is true that this
1s a 130-year-old company; it is true only because its leaders have
been able to leverage existing capabilities to move into new areas.
As Figure 3.2 illustrates, they have been able to be ambidextrous—

competing simultaneously in mature and emerging markets—and
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evolve as technologies and markets change. The 2011 Annual Re-
port notes, “We have been in more than 45 businesses during our
long history, all of which have been tied to evolutions and some-
times revolutions in technology.”*

To accomplish this, Ball’s leaders have used both acquisitions
and internal growth to exploit existing capabilities and develop
new ones. In the 1950s, they used acquisitions to jump-start the
technology business and enter the aluminum can market, but they
built the plastic bottle business from scratch. They experimented
with new businesses, and when these didn’t provide an adequate re-
turn on capital, they divested them, including the glass canning jar
that had defined Ball’s identity for more than a century. They rou-
tinely shut down underperforming plants and spun off companies
like Earthwatch that didn’t fit their strategic plan. They leverage
existing customer relationships and their manufacturing exper-
tise to enter new businesses. For example, sales of the first plastic

bottles were forged on customer relationships from the aluminum
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can business. Former CEO Sissel said, “We had the experience of
being an Al supplier . . . and could build on our relationship” to
support the plastic initiative.”> They were able to build substantial
order books before ever producing a bottle because of these rela-
tionships. More recently, they have decided to exit the plastic bottle
business. They have leveraged their technology and manufacturing
expertise to reduce costs and product development time, especially
as they have expanded globally by purchasing plants. Most recently,
they decided to leverage their technology by concentrating on ex-
truded aluminum cans. Their annual report emphasizes that the
key to future success requires both “maximizing the value of their
current business” through operational excellence and “expanding
into new products and capabilities” by leveraging technological ex-
pertise—exploring and exploiting,*®

Ball’s senior leaders have done this in spite of Wall Street pres-
sure to focus solely on the packaging business and sell off the aero-
space division. They have been able to manage entirely different
businesses and help leverage across these. Chief financial officer
Ray Seabrook said that owning the two businesses (aerospace and
packaging) is like “having two different personalities in your house.
Packaging is very structured, neat, tidy, and time driven. In aero-
space, you may not see a guy for a month and when you ask him
what he’s been doing he says he’s been off designing the intergalac-
tic something or other. What drives a person to work in one would
drive a person crazy in another.”®” Unlike Sears, Ball’s leaders have
remained focused on the customer and understand their organiza-

tional capabilities.

How Organizations Survive over Time
Interestingly, recent research in evolutionary biology has direct
relevance for understanding how some organizations survive over

time and others fail. At its heart, evolution refers to change or trans-
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formation over time. Natural selection refers to the process where,
over time, favorable traits (traits useful for survival) become more
common and unfavorable traits become less prevalent. In com-
menting on this, David Sloan Wilson, an evolutionary biologist,
noted that “natural selection is based on the relationship between
an organism and its environment, regardless of its taxonomic iden-
tity.”* Thus, it can readily apply to organizations as well as birds,
insects, slime mold, and humans.

The three major underpinnings of evolutionary theory are
variation (organisms or organizations differ on traits), selection (these
differences sometimes make a difference in the organisms ability
to survive), and refention (these useful characteristics can be passed
from one generation to another). As environments change over
time, the variation in traits can make organisms more or less fit,
such that the former are more likely to survive. As organizations
compete and struggle for existence, they clearly vary in ways that
make some more competitive than others. Fitness in this case is
not the reproductive success of biology but the ability to attract re-
sources (physical, financial, and intellectual). Less fit organisms die.

Thus, survival at the organizational level is a function of the
process of variation and selection occurring across business units—
and the ability of senior management to regulate this process in a
way that maintains the ecological fitness of the organization with
its environment. This process does not imply random variation but
a deliberate approach to variation, selection, and retention that
uses existing firm assets and capabilities and reconfigures them
to address new opportunities. When done explicitly, this involves
deliberate investments and promotes organizational learning that
results in a repeatable process that has been characterized as the
firm’s ability “to learn how to learn.”* It embodies a complex set
of routines of decentralization, differentiation, targeted integra-
tion, and the ability of senior leadership to orchestrate the complex

trade-offs that ambidexterity requires.*” Thus, organizations that
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are able to repeatedly explore and exploit are more likely to survive
than organizations that do not.

Although Darwin was writing about biological species 150
years ago, his logic applies to organizations today. In 1939, Fortune
magazine ranked General Motors as the largest, and arguably the
strongest, manufacturer in the United States. Fifty years later, it
went bankrupt. In his 2000 book, Leading the Revolution, Gary Hamel
praised Enron as one of the smartest companies in the world.*!
By 2001, it was out of business and the subject of a book with the
ironic title of The Smartest Guys in the Room.** The hedge firm Long
Term Capital management included two Nobel laureates among
its founders; it collapsed in 1998, almost bringing the U.S. financial
markets to ruin.” Darwin was right: neither strength nor intelli-
gence guarantees survival. Only adaptation can do that, for firms
and flora and fauna.

From an organizational perspective, exploration is fundamen-
tally a leadership task, while exploitation is about management. As
the preceding examples show, the early leaders at Sears (Richard
Sears and General Robert Woods) were able to help the company
shift from a low-price mass merchandiser to a suburban retail giant.
However, subsequent leaders failed to transform the company in
the face of big box retailers and online shopping. At the Ball Com-
pany, a series of leaders has kept the company focused on both
successful exploitation through efficient manufacturing and explo-
ration through leveraging technical skills to develop new technolo-
gies. The authors of a recent survey of organizational innovation
noted how difficult it seems to be for large companies to succeed
over time. They concluded their survey on a plaintive note, posing
the question: “Given large firms’ experience, their financial muscle,
their vast core competencies, giant strategic assets, and so forth—
why aren’t large firms more successful?”** Based on the evidence
we’ve seen so far, it appears that organizations, like other organ-

isms, are subject to the evolutionary pressures of variation, selec-
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tion, and retention and that their leaders can shape this process to
their advantage. James March, a famous organizational theorist,
noted that “the basic problem confronting an organization is to
engage in sufficient exploitation to ensure its current viability and,
at the same time, devote enough energy to exploration to ensure
its future viability.”* In the following section, we suggest one way

leaders can think about meeting this challenge.

Innovation Streams
To understand better why the failures we described in Chapter 1

are occurring, let’s think more analytically about how shifts in mar-
kets and technologies may affect firms and industries—and when
these changes can threaten an existing business. To do this, we
return to the idea of innovation streams discussed in Chapter 1.
Recall that innovation can occur in two distinct ways: (1) innova-
tion that requires the development of new capabilities (e.g., a new
technology or business model) and (2) addressing new markets and
customer sets (e.g.,, where you lack customer insight). Let’s think
about technical and business model innovation (on the horizontal
axis in Figure 3.3) and markets and customers (on the vertical axis).

With this simple breakdown there are four major categories in
which companies can compete. Quadrant 1 is where the firm con-
tinues to extend its existing capabilities to provide new products
and services to its existing markets (e.g., a pharmaceutical company
developing a new drug using existing technology). Quadrant 2 is
the most disruptive and describes circumstances in which the firm
needs to develop new capabilities and address new markets (e.g., a
maker of fine mechanical watches developing quartz technology
and selling electronic watches to down-market customers). Quad-
rant 3 1s marginally less disruptive and includes situations in which
the company must develop new capabilities to deliver new products
and services to existing customers and markets (e.g., Netflix provid-

ing existing customers with films via video streaming rather than
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DVDs by mail). Innovations in this quadrant are becoming more
pervasive as open or distributed innovation increasingly crowds out
traditional innovation processes. Quadrant 4 characterizes situa-
tions where the firm uses existing capabilities but addresses a new
and different market (e.g,, a long-haul full-service airline setting up
a low-cost carrier for short-haul price-conscious customers). Each
of these quadrants presents challenges for managing change.

To illustrate the usefulness of this framework, let’s revisit the
case of Fujifilm raised in Chapter 2. In 2001 Fujifilm and Kodak
were essentially tied as the world leaders in selling film (Fujifilm’s
share was 37 percent and Kodak’s was 36 percent). Both compa-

nies had begun with a focus on selling film and then developed
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cameras (Kodak in 1888 and Fujifilm in 1934), and both had simi-
lar business models, strong manufacturing skills, and a big retail
presence. Both had leveraged their original sales of silver-halide
film into related areas like X-ray film, photo finishing, and digital
imaging. But in 2000, the worldwide sales of film peaked and then
declined rapidly, falling by 50 percent by 2005.

This precipitous decline occurred far more rapidly than anyone
anticipated and placed severe financial pressures on both firms.
For example, in 2000, 60 percent of Fujifilm’s sales and 70 percent
of its profit came from the sales of film. In response to this crisis,
Fujifilm began an effort to leverage its expertise in chemistry in
new markets, while Kodak focused on trying to monetize its R&D
in the core business of photography, including an aggressive legal
campaign to protect its intellectual property. As one senior Kodak
executive said after the firm collapsed, Kodak “never bothered to
look over its shoulder at what was coming up behind it.”*® Instead,
Kodak leaders believed that their core strength lay in the brand
and marketing, not their technological expertise. Their response
to this crisis was to cut back on efforts to diversify and focus on
imaging (e.g., they divested their chemicals business and, in 2004,
their camera business). Kodak had earlier killed off a program that
allowed employees to establish small, semiautonomous businesses
designed to commercialize technologies that were not seen as core
to their business.

Fujifilm, with Shigetaka Komori as the new CEO, went in the
opposite direction: “We had to ask where could we make use of
our technological assets, our business resources?”*” In the face of
financial pressures, he articulated a new vision that emphasized ap-
plying the company’s proprietary technologies to new products and
services. He challenged his leadership team by asking three ques-
tions that map perfectly into the innovation streams framework in
Figure 3.3: (1) Given our current technologies, are there further ap-

plications for new markets (quadrant 4)? (2) With new technologies,
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are there additional applications for current markets (quadrant 3)?
And (3) with new technologies, are there new applications for new
markets (quadrant 2)?* From an innovation streams perspective,
he pushed them to systematically identify opportunities for growth
beyond their core (quadrant 1) in each of the three new quadrants.

To accomplish this, Komori argued, “We had to reconstruct the
business model.”* He laid off 5,000 people, centralized R&D and
refocused it on early stage and novel technologies, began an ac-
tive mergers-and-acquisitions effort to acquire relevant new capa-
bilities, set up an internal venture capital process to fund employee
proposals for new businesses, decentralized the old structure into
fourteen business units to allow new ventures to run independently,
and actively encouraged a new culture and mind-set that included
asking his top 1,000 leaders to write a two-page memo that identi-
fied what the company needed to grow and what the barriers were.
Komori also identified three key technologies that he believed Fujif-
ilm could use to differentiate itself in the market: functional materi-
als for liquid crystal displays and semiconductors, pharmaceuticals
that used their expertise in surface chemistry, and cosmetics with
antiaging creams based on the company’s expertise in collagen and
antioxidants. Recognizing that these investments were risky and ex-
pensive, Komori said, “There are times in the management of a
company when efficiency must take a back seat.””” Unlike Kodak,
where the effort was on continued exploitation of its existing capa-
bilities to existing customers, Komori emphasized the development
of core capabilities for existing and new markets.

In Komori’s view, “A CEO—really any top level manager—is
responsible for thinking about the future, twenty or thirty years
ahead, or even more, to ensure that the company survives and
thrives.”! Under the new vision of “Value from Innovation,”
Komori sent engineers back to the university to study electrical
engineering, hired other engineers from Toshiba (not a common

practice among Japanese firms), refused to punish failure as they
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explored new technologies and businesses, constantly emphasized
the need for a more entrepreneurial culture, and continued to pur-
sue exploratory ventures. He emphasized applying existing capa-
bilities like nanotechnology and surface chemistry to new markets
(quadrant 4) and the development of new capabilities through ac-
quisition and human capital investments to both new and existing
markets (quadrants 2 and 4). Unlike Kodak and SAP, which tried
to manage exploratory efforts lower in a functional organization
with slow, risk-averse cultures, Komori elevated the importance of
the new businesses and ensured that they got both resources and,
importantly, senior management attention.

As Figure 3.4 shows, the results are striking. Today Fujifilm is a
$23 billion company with an annual growth rate over the past fifteen
years of more than 10 percent. Its leaders leverage their core capa-
bilities to compete successfully in industries as diverse as electronics
(copiers, semiconductor materials, mobile phone lenses, liquid crys-
tal display films), pharmaceuticals (Alzheimer’s, Ebola), cosmetics

(antiaging creams), regenerative medicine (tissue transplants), medi-
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cal instruments (medical imaging, endoscopes), and film. Komori
notes that a good enterprise is able to adapt to external changes, but
“the best enterprise is a company that creates change on its own.”?
Kodak, meanwhile, is a $2 billion company whose stock recently hit
a new low. As it continues to lose money, it has been selling off its
intellectual property and leasing its real property .

These examples illustrate in a general way how difficult it can
be for organizations, especially those that are successful, to inno-
vate beyond their core. But the nature of these challenges can be
subtly different depending on whether the issue is the development
of new capabilities or the entrance into new markets—or both. To
illustrate this, consider the difficulties posed for leaders for each of

the four quadrants.

Quadrant 1: Existing Capabilities, Existing Customers

For most companies and for most of the time, innovation occurs
with extensions to existing and known technologies and with known
customers and markets. We may extend our technical knowledge,
add a new product or service, or expand into adjacent markets or
customers, but fundamentally we are in territory we know. A fi-
nancial institution announces a new service for customers; a car
company introduces a new model aimed at a younger customer
segment; a technology firm offers a smaller or faster version of its
product; a fast food chain adds to its menu. Although these “inno-
vations” may be expensive (e.g., the development of a new drug),
they are basically exploitative in that they are building on exist-
ing capabilities and market knowledge. To make these happen,
management may need to organize differently (e.g., project teams,
matrix forms, new metrics, incentives), but, again, they build on ex-
isting structures and processes. In terms of the congruence model,
they may require small changes in people skills and the formal
organization, but they don’t require completely new and differ-

ent alignments. From a leader’s perspective, these challenges can
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almost always be accommodated within the existing organization
and can often be delegated to others in the organization.
Sometimes, however, the change may require major shifts in
the capabilities required or in the markets addressed when the old
alignment (that has helped the organization succeed) is no longer
useful. This is when inertia puts the new product or service at risk
and firms may fail. To illustrate this, let’s revisit some of the failures
we considered earlier and see how they map onto Figure 3.3 across
three potentially disruptive categories: (1) new capability, new cus-
tomer set (quadrant 2); (2) new capability, same customers (quad-

rant 3); and (3) same capabilities, new markets (quadrant 4).

Quadrant 2: New Capabilities, New Markets

The most disruptive and threatening change is one that requires
the development of new capabilities and the selling of these prod-
ucts to new customers and markets. Consider what happened with
the emergence of the quartz watch.

From the 1860s through the 1960s, the Swiss dominated the
watch industry.”® Until the 1860s, England was the center of excel-
lence for clock making, but in the 1860s, the Swiss began to make
cheaper clocks and soon displaced the British as the world leader.
One hundred years later, in the 1960s, the Swiss still dominated,
with more than 1,600 firms making high-quality mechanical move-
ments and watches. In the mid-1960s, Omega, a great watchmaker
founded in 1848, provided a research grant to two engineering
faculty at the University of Neuchatel to explore the idea of an
electronic watch. They succeeded, and in 1968, they presented
their findings to the senior managers of the company; they had
discovered and patented some of the basic technology needed to
make an electronic watch and were offering it to Omega. What
was the reaction of Omega senior management? They turned
the offer down. The new approach to making more accurate and

cheaper timepieces threatened their core identity as a maker of
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high-quality watches, obviated their deep skills in precision me-
chanical engineering, potentially threatened their brand, and
would require them to sell to a different customer segment of more
price-conscious consumers. It was also a low-margin business.

Several months later, the technology was licensed by Hattori-
Seiko, a little-known Japanese company. The next fifteen years saw
the destruction of the Swiss watch industry: 800 companies went
out of business, and 50,000 people in the Jura (the part of Switzer-
land where watches were made) lost their jobs. It was only when
SSIH/Asuag (the Swiss watchmaking consortium) went bankrupt
and a new CEQO, Nicolas Hayek, was brought in that the Swiss em-
braced the new technology. Under his guidance, Swiss companies
began making both electronic and mechanical watches and ulti-
mately emerged once again as the world leaders based on revenues,
competing at the low end with Swatch and Flik Flak, the medium
range with brands like Longines and Omega, and the high-end
with Blancpain and Brequet.

The reason that Omega was reluctant to embrace the elec-
tronic watch is as understandable as it was wrong. Mechanical
engineering was the core capability of the Swiss watchmaking in-
dustry. Swiss watchmakers successfully sold high-end timepieces
to a largely upmarket customer, usually through jewelry stores.
Margins were high and volumes comparatively low. Brand was im-
portant. In contrast, electronic watches were a high-volume, low-
margin product sold through a variety of retail outlets, including
drugstores, often under little-known brand names. The core capa-
bilities for the new product were about electronics and manufac-
turing, not precision engineering. Faced with a low-end product,
senior managers balked and missed the opportunity that ultimately
destroyed them. Could they have embraced both exploring and ex-
ploiting? Of course! This is what ultimately happened. But to do
this would require them to be ambidextrous and run an organiza-

tion with different alignments. In terms of the congruence model,
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it would mean a different strategy, different key success factors,
different people and skills, and a different organizational structure
and culture—a radical shift that was seen as too much effort for
what was expected to be a low-margin product.

To take another example, think about the challenge facing the
big gaming companies in the United States, like Caesars Entertain-
ment (formerly Harrah’s), the Sands Corporation, and Wynn Re-
sorts. This 1s a $60 billion industry with more than 900 casinos just
in the United States. Estimates are that more than 25 percent of
U.S. adults will visit a casino at least once during a year. In order to
be profitable, casino operators have gotten very good at understand-
ing their customers, often using sophisticated customer relationship
management technology and operating their venues efficiently.
Done well, it can be a profitable business, even during recessions.

The challenge for casino operators is that the average age of
their visitors is comparatively old. Younger people are far more
likely to play online games than visit a casino. As the casino opera-
tors look into the future, they realize that if they are to remain vi-
able, they will need to provide online gaming to attract the younger
generation whose preferences they know far less about than those
of their older customers. Even more challenging, online gaming
requires a very different set of technological capabilities. The good
news is that casino operators have valuable capabilities about how
to manage risks, protect against fraud, and run games of chance.
However, if they are to succeed at both casinos and online gaming,
they will need to be able to manage very different types of organi-
zations serving very different customer sets. Their leaders will need
to be ambidextrous and able to run businesses with two very dif-
ferent alignments. Again, in terms of the congruence model, the
new online business will require very different people and skill sets,
a different organizational structure, different metrics, and a differ-
ent culture. Attempting to run such a business within the existing

casino operations is not likely to succeed.
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Similar challenges face firms being disrupted by the Internet.
For example, consider the problems newspapers face. The past
decade has seen a precipitous decline in daily subscribers and an
equivalent drop in advertising revenue. Since its peak in 1945, the
percentage of households getting a daily paper is down by more
than 90 percent. Estimates are that the average age of the newspa-
per reader is fifty-five.”* Boomers read a third less than their par-
ents, and Generation X reads a third less than boomers. Less than
10 percent of people under age thirty report reading a print news-
paper. Younger readers get their news from mobile devices, not the
daily paper. Between 2005 and 2009, more than 105 newspapers
closed or went bankrupt, and 13,000 journalists lost their jobs.”
Since 2000, classified advertising revenues have fallen from almost
$60 billion to $18 billion.>® Major dailies such as the Rocky Mountain
News, Baltimore Examiner, New Orleans Times-Picayune, and Detroit Free
Press have either closed or resorted to less than daily editions.

Faced with this situation, newspapers have struggled with how
to reach their dwindling and aging print readers and use online
platforms to deliver web-based news to younger customers. The
good news is that newspapers have a potentially valuable capability
in generating news content. The question is whether they can le-
verage this content to generate revenue online. To do this requires
a different business model, people with different skill sets (e.g., web
design), new technologies (online platforms), new structures and
metrics, and a different culture (faster, more flexible). If they are
to succeed at this transformation, managers will need to learn to
be ambidextrous—to manage both print and online news delivery.

Beyond the need to manage different alignments, a difficult
enough problem by itself, the challenges of quadrant 2 include not
only learning about new customers (a comparatively easy task) but
also acquiring and developing new capabilities. As we saw at Fuji-
film, this typically entails some combination of hiring people with

new skills who may have different motivations than do existing em-
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ployees, developing the new capabilities internally, which can re-
quire trial-and-error learning, and acquiring them through licensing
and acquisition, which can require integrating new businesses and
cultures. This combination of new business models, new alignments,
new people, and new businesses 1s often more than many leaders can
handle. When confronted with these challenges, it is understandable
why an existing senior management team, especially in a successful
company that is not facing an imminent crisis, might be reluctant to
take on this challenge. But as we have already seen, this is why the
success syndrome 1s so pervasive and successful companies wait until
it’s late in the game to make needed changes. As Reed Hastings, the
CEO of Netflix, has observed, “Eventually these companies realize
the error of not focusing enough on the new thing, and then the

company fights desperately and hopelessly to recover.””’

Quadrant 3: New Capabilities, Existing Markets

The third quadrant comprises developing new capabilities for
products and services for the same general customer set. This is
the second most difficult transition for leaders to manage. Because
it requires the development of new capabilities, it entails many of
the challenges of quadrant 2, but this is made marginally easier be-
cause the new products and services are being delivered to a known
market or customer set. For instance, in Chapter 1 we described
the challenge Netflix has faced in moving its business from rent-
ing DVDs by mail, which required more than fifty warehouses and
extensive investment in order fulfillment, to streaming video. Al-
though the customers using DVDs have fallen by 75 percent from a
peak in 2010, the customer set for streaming has remained largely
the same but the technology required is very different. Netflix has
been able to use its old marketing and customer relationship capa-
bilities and sourcing of films and TV shows but has had to invest
in a new set of technologies to deliver these. This transition has

not been without problems and has required juggling two distinct
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organizations and cultures.’® With the evolving market and emerg-
ing competition from other video streaming purveyors, like Ama-
zon, Walmart, and Hulu, Netflix has also begun to produce its own
content. Its success reflects management’s ability to operate a ma-
ture and declining business in DVD rentals by mail and to grow a
new business based on video delivered over the Internet.

In contrast, facing a similar challenge of developing a new ca-
pability for existing customers, Firestone failed when radial tires
replaced the standard bias-ply tire that it was manufacturing. In de-
scribing this failed transition, Don Sull, an organizational scholar
who has studied organizational failures, noted that it was not be-
cause Firestone did not see the new technology coming.” He claims
that it failed “because of their previous success.” There was ample
evidence that radial tires were superior: they offered longer wear,
better safety, and lower cost. Firestone knew this. Unfortunately,
radial tires required a completely new set of manufacturing capa-
bilities, and Firestone’s leaders were wedded to their existing capa-
bilities in manufacturing bias-ply tires. Faced with the challenge of
dramatically altering their organizational structure and processes,
they avoided the difficult change. This commitment led them to at-
tempt to modify their existing manufacturing processes to radials.
Ultimately this resulted in lower productivity and inferior quality
and led, in 1978, to the largest consumer recall in history. Because
of their reluctance to embrace the new technology, Firestone’s per-
formance began to plummet, and in 1988 the remains of the com-
pany were sold to Bridgestone.

As a final illustration, consider the sad case of RCA. Founded in
1919 as the Radio Corporation of America, the company was one
of America’s leading companies and the world’s leading producer
of vacuum tubes by 1955. Its technological capabilities had allowed
it to diversify into radio and television (NBC), record production,
and early computing. But in the mid-1950s, a new technology, the

transistor, emerged that potentially threatened its vacuum tube
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business. Because of its research prowess, RCA was well positioned
in this new business with primary patents on the new CMOS semi-
conductor technology. It was also almost twice the size of one of its
major competitors, IBM. But by 1986 RCA was gone, sold initially
to GE and subsequently broken up. What happened?

In his book Innovation: The Attacker’s Advantage, Richard Foster, then
a McKinsey partner, recounts in detail how RCA failed to make the
transition.”” Although RCA had the requisite technology and had
set up a semiconductor division, there were bitter disputes within
the company about investment decisions. Leaders of the vacuum
business argued that while it was true that the business was declin-
ing, there were still profits to be made if reinvestment was contin-
ued. Furthermore, without these investments, there would be no
profits to fund future businesses. They argued that while semicon-
ductors were indeed promising, the investment requirements were
huge and the returns uncertain. Plus, there were disputes about
reporting relationships and organizational issues. Again, like Fire-
stone, without decisive action by senior management, RCA stalled,
and upstarts like Motorola and Intel triumphed. RCA managers
failed at managing the mature vacuum tube business and the new

solid-state business.

Quadrant 4: Existing Capabilities, New Markets

A final challenge occurs when firms use their existing capabilities
to address new and unknown markets and customer segments. In
this instance, the capabilities used are well known, but the mar-
kets are new and customer needs may be different and unknown.
On the surface, this shift represents the easiest for leaders to make
since the underlying capabilities are present and the only uncer-
tainty is the market. However, while such shifts may look straight-
forward, the outcomes are often unexpected.

Consider the plight of the major U.S. airlines over the past
thirty years. Table 3.2 lists the major U.S. airlines in 1982. The
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past thirty-plus years have been a bloodbath marked by bankrupt-
cies and consolidation. While there are a number of reasons for
this (e.g., deregulation in 1978, fuel price hikes, terrorist threats), a
primary reason that the major U.S. airlines have suffered is the rise
of the low-cost carriers (LCC), most notably Southwest Airlines.
Why were the major airlines so unsuccessful in meeting the LCC
threat? Faced with low-end competition, most tried to compete by
establishing a low-cost airline-within-the-airline. United tried TED.
Delta offered Song. Continental set up Continental Lite. US Air
and American purchased existing low-cost carriers (Air California
and Pacific Southwest Airlines). All these were failures. Why? At
one level, these businesses should not be that difficult. They rely on
the same aircraft, can use the same crews and mechanics, and fly to
the same destinations. How hard can that be? But the record is one
of failure. To understand this, go back to Figure 3.3.

TABLE3.2 U.S. Airlines, 1982-2015

Airline Status

1 United Bankruptcy
2 Pan Am Gone

3 American Bankruptcy
4 Delta Bankruptcy
5 Eastern Gone

6 TWA Gone

7 Northwest Gone

8 Republic Gone

9 Continental Gone

10 Western Gone

" US Air Gone

12 Piedmont Gone

13 Southwest Profitable
14 Braniff Gone

15 Texas International Gone
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Although the basic capabilities are the same across low-cost car-
riers and full-service airlines (e.g., aircraft, reservation systems, or
airport operations), the customer segments and expectations are
significantly different. One key to success in the LCC business is to
have a very low cost per available seat-mile. Simply put, this means
keeping the aircraft in the air, an inherently difficult proposition
when flying short-haul routes. To do this successfully requires a
rapid turnaround at the gate. This means fast loading and unload-
ing of passengers and bags and quick cleaning and replenishing;
To make this happen requires a level of teamwork and urgency
that were not part of the majors’ cultures. The result has been the
complete failure of these efforts.

Operating a low-cost carrier requires a different alignment from
that of a full-service airline. In the former, speed and flexibility are
key and service is not. In contrast, for a full-service airline, attract-
ing high-priced customers and providing service and amenities are
key. When successful, the margins in running a full-service airline
are higher than those of an LCC, but the types of people, metrics,
incentives, and cultures of the two organizations are different. Al-
though the basic capabilities for operating both types of airlines
were largely the same, the senior leaders of the major airlines were
unable to make the low-cost carrier successful. In some instances,
they simply failed to separate the two organizations, with resultant
conflicts and operational confusion. In other instances, like the
Swiss makers of mechanical watches, they could not see the payoffs

from a low margin business. The result is painfully clear.

Disruptive Innovation and the Innovator’s Dilemma
When Clay Christensen published 7he Innovator's Dilemma in 1997,
he described how the leaders in the production of a larger disk
drive (e.g., a 14-inch form factor) routinely failed to be successful
with a new, smaller drive (e.g., an 8-inch form factor). Faced with a

quadrant 4 challenge (existing technology to a new market), most
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dominant disk drive makers, like Memorex, Ampex, and Control
Data, failed in their attempts to compete with the smaller form
factor. What made this an interesting puzzle was that these firms
had the technical capabilities to master the smaller drives and in
fact had produced them. Somehow, even though they had the new
products, they failed in the market. Clay’s study led to the develop-
ment of what is now termed disruptive innovation by which he meant
the development of a product or service that provides new ben-
efits in ways that the market did not expect. Often these products
and services are worse on some dimensions of merit for existing
customers but allow new customer segments to be addressed at a
lower price point. These are typically not new technological devel-
opments but rather changes in the market.

Christensen uses as examples of disruptive innovations advances
such as the effect of mini-mills (a trivial technological advance) on
the steel industry, personal computers on the mainframe computer
business, open source software on proprietary operating systems,
distance learning on colleges and universities, big box discount re-
tailing on conventional department stores, and wireless communi-
cation on fixed-line phone companies. In these and other examples,
the threat to the incumbent is not that they did not know or have
access to the underlying capabilities but that they were unable to
figure out how to compete in both their mature business and the
emerging one, which invariably required a new and unknown set of
customer preferences and lower margins. Christensen concluded,
“Rational managers rarely build a cogent argument for entering
small, poorly defined low-end markets that offer only lower profit-
ability. . . . It is not unusual to see well-managed companies leav-
ing their original customers as they search for customers at higher
price points.”®" In his original book, he saw no easy solution to this
dilemma. Firms could not simultaneously explore and exploit. His
solution was to simply spin out the new disruptive business.

But spinning out the disruptive innovation is no solution. The
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major integrated steel firms saw only small margins from mini-
mills and passed on the opportunity. Within a decade, mini-mills
were able to produce higher-quality steel at lower costs and firms
like U.S. Steel went bankrupt. Low-margin big box retailers like
Walmart and Target have reduced general merchandise depart-
ment stores to a fraction of their former size. Microsoft’s Encarta
and then the crowd-sourced online encyclopedia Wikipedia have
driven Encyclopedia Britannica out of business. Open source soft-
ware like Linux has taken the profits away from proprietary operat-
ing systems like Sun’s Solaris and Novell’s NetWare.

In all the examples we’ve provided, both the challenge facing
managers and the solution needed are straightforward: Faced with
changes in technology, competition, and regulation, incumbents
need to compete in a mature business where the exploitation of
existing capabilities 13 key and to simultaneously use existing assets
to compete in more exploratory businesses. At a high level, this
does not seem to be a particularly hard problem to solve, but the
evidence suggests that it is. As we have seen, the alignment needed
to succeed for exploitation often gets in the way of the alignment

required for exploration.

Strategic Insight and Strategic Execution

What can we learn from these examples of success and failure?
First, as we have seen, long-term success comes only when an orga-
nization’s leaders are able to be ambidextrous, exploiting success in
existing businesses and leveraging the firm’s existing capabilities to
explore new markets. Drawing on the examples we have discussed
so far, two important themes seem deserving of a deeper look. First,
if firms are to be capable of exploiting existing business models
and reconfiguring existing assets in ways that allow them to explore
into the future, leadership is critical. As we will see in subsequent

chapters, this ability needs to be nurtured; if it is not protected, it
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can easily be lost. A second important theme deserving of our at-
tention is that of organizational alignment and how the capabilities
needed to explore and exploit are fundamentally different. What it
takes for a firm to win in mature markets is almost the opposite of
what is required for new markets and technologies. Worse, success
at exploitation almost always makes it harder for firms to succeed
at exploration. This is the story of Sears, Smith Corona, Block-
buster, and a host of other formerly great companies. We quickly
summarize these lessons before offering a more formal framework

in Chapter 4.

Leadership

Sears’s initial success came not from Richard Sears’s insight that
rural America would buy goods and services through mail order
(other firms like Montgomery Ward were also doing this) but from
Sears’s ability to provide these at the cheapest prices. Early on, this
required that Sears, under CEO Julius Rosenwald, become the
most efficient and cost-effective distributor of mail order goods. For
sixty years, from its founding in 1856 until the recession of 1920,
Sears was dominant because of the breadth of its product offerings
and the efficiency of its operations. Much of this efficiency came
from what today we would call good management and scientific
management practices, which gave Sears better gross margins than
the competition. Then, when faced with a huge market transition
and increasing competition from chain stores like JCPenney and
Woolworth, Sears had a leader who, in the face of strong inter-
nal opposition, moved the company into retail stores and the sub-
urbs. In writing about this period, Daniel Raff and Peter Temin
note that General Woods was concerned with maximizing Sears’s
overall profits, not just protecting its catalogue operations.®” It was
Woods’s willingness to challenge the status quo that set the stage
for Sears’s success over the next fifty years. In a similar fashion, we

saw how Reed Hastings at Netflix has been willing to cannibalize
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DVD rentals by mail to move the company into video streaming
or how the leaders at the Ball Corporation were able to periodi-
cally anticipate market transitions and reallocate resources to take
advantage of these, even when Wall Street punishes them for these
farsighted moves.

Contrast this with Erwin Danneels’s comprehensive account
of the failure of Smith Corona.” Danneels describes how Smith
Corona, founded in 1886, dominated the typewriter business for
almost seventy years. In 1980, Smith Corona had a 50 percent
market share. In 1976, its leaders even anticipated the electronic
typewriter and personal word processor and set up a separate elec-
tronics unit. This resulted in the introduction of the first personal
word processor in 1985. But as this market declined, senior man-
agement refused to make a subsequent shift. In 1993, the CEO
said, “Our core market, which is typewriters and word processors,
will continue to be strong.” Less than ten years later, the company
was liquidated. When asked about why this failure occurred, a for-
mer Smith Corona chief financial officer said, “I think it was a
failure of vision, management vision.”

Similarly, Polaroid, the dominant player in instant photography,
was one of the first firms to develop digital imaging technology. Its
technology was almost four times better than that of the competi-
tion. But instead of capitalizing on this advance, senior Polaroid
leaders clung to the idea that their company was a manufacturing
firm and that software (digital imaging) was not the future. Rather
than capitalize on this technology, they refused to invest in new
marketing capabilities, establish new distribution channels, or de-
velop a new business model. Instead, the CEO’s letter to the share-
holders in the 1985 Annual Report stated, “As electronic imaging
becomes more prevalent, there remains a basic human need for
a permanent visual record.”® Although the company had estab-
lished the Electronic Imaging Division, the firm’s senior leaders

continued to adhere to the old business model in the belief that
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money could be made only in the hardware business. In 1996, Po-
laroid sold much of its electronic imaging capability and, after a
long, painful, demise, ceased operations in 2008. In contrast, CEO
Komori at Fujifilm acquired new capabilities and leveraged the
firm’s existing ones into new markets and used these to rejuvenate
old markets.

An important lesson to be learned from these and other exam-
ples is the critical role of senior leaders in legitimating and pro-
moting exploration. As we will see in greater detail in Chapter 7,
unless leaders actively promote the development of new capa-
bilities, organizations will become stagnant, especially when they
have already been successful. The sad fact seems to be that when
a business 1s successful, the inexorable tendency of managers is to
protect that success and incrementally improve existing operations,
not to “waste” resources on experiments in small, lower-margin
businesses. The sometimes clichéd distinction between manage-
ment and leadership is apt. Management is about preserving and
improving the status quo. It is about avoiding the many “bad” ideas
that surface in an organization. But leadership done well is about
seeing around corners and running experiments that help destabi-
lize the status quo. When senior leaders become great managers,
organizations are in danger. As Warren Bennis, a long-time expert
in leadership, has observed, “Failing organizations are usually over-
managed and under-led.”® Ambidexterity requires that leaders be
great managers and great leaders. To succeed in the face of change,

organizations must have both.

Alignment
A second important lesson from Sears, the Ball Corporation, and
others is the power—and danger—that comes from organizational
alignment. Whereas exploitation emphasizes efficiency, produc-
tivity, and the reduction of variance, exploration is the opposite,

demanding search, discovery, and increased variance. Decades of
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organizational research have documented this insight.®® To accom-
plish both simultaneously requires not only separate subunits for
the two but also different business models, competencies, systems,
processes, incentives, and cultures. In short, it requires different
alignments.

Consider what we learned about the early success of Sears at
the end of the nineteenth century. One main reason that Sears was
successful from the 1860s until the end of Word War I was its abil-
ity to keep costs low. The alignment required for this, or success-
ful exploitation in general, was a heavy reliance on specialization,
formalization, and hierarchy. Although the company grew rapidly
after its founding, it was in danger of failing by the early 1900s. Its
unbridled growth had led to massive inefficiencies and unhappy
customers. Julius Rosenwald, CEO at the time, is credited with
saving the company through investment in new labor-saving tech-
nologies (specifically pneumatic tubes) and the adoption of a highly
disciplined and formalized system that brought order to the previ-
ous chaos. It was this mechanistic structure that allowed Sears to
continue its success through the early 1920s.

But this same tight alignment made the company resistant to
change when confronted with the demographic shifts in the late
1920s. This organizational asset (the facilities, systems, people,
skills, and culture) that accounted for Sears’s success became a huge
source of inertia when the market shifted. Were it not for General
Woods, the same asset that enabled Sears’s success may have just
as easily led to its demise. Ironically, as we have seen, this is exactly
what has happened to Sears more recently. The very alignment that
allowed the company to prosper for fifty years is now killing it. All
the valuable lessons learned over those years are now irrelevant.
The same logic applies to Blockbuster, Smith Corona, Polaroid, and
other firms whose past success hold them hostage to the future. The
supreme irony is that the alignment that is required for success at

one point may be toxic in the next. Consider the comment of a
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manager of a successful exploit business when it was proposed that

he divert resources to a new, unproven exploratory unit:

I see you're suggesting that we invest millions of dollars in a market
that may or may not exist but that is certainly smaller than our ex-
isting market, to develop a product that customers may or may not
want, using a business model that will almost certainly give us lower
margins than our existing product lines. You’re warning us that we’ll
run into serious organizational problems as we make this investment,
and our current business 1s screaming for resources. Tell me again

just why we should make this investment?

Contrast these lessons with the more successful efforts at
Netflix, the Ball Corporation, and Fujifilm. As we have seen, part
of Netflix’s early success was related to its ability to design and
implement an alignment that promoted efficiency and discipline.
Its leaders invested heavily in proprietary logistical software to pro-
vide overnight delivery of movie rentals. But at the same time as
they relentlessly improved their alignment for exploitation, they
continued to push exploration, including notable failures in their
efforts to develop hardware to enhance streaming (an early device
took ten hours and $10 worth of bandwidth to download a single
movie).

The Ball Corporation, which runs some of the most efficient
bottling plants in the world, has also explored using its capabili-
ties in areas as diverse as prefabricated housing and plastic injec-
tion moldings. Its leaders have emphasized creativity and attention
to detail. They have developed technology internally (e.g., plastic
bottles) and, when necessary, have used acquisitions to procure it
(e.g., metal cans). They recognize that the company’s future de-
pends not on doing either exploitation or exploration but on doing
both simultaneously. The alignment that helps them build the Mars
Rover isn’t what will help them drive costs down in a bottling plant

in China.
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The lesson here is in the power of alignment and the impor-
tance of execution. Seeing the future clearly is of no consequence
unless that insight can be translated into action—and this inevita-
bly means being able to manage different alignments. The success-
ful examples we have described (e.g., Netflix, the Ball Corporation,
Amazon, Walmart) have very different alignments across their ex-

plore and exploit businesses.

Conclusion

While ambidexterity is conceptually simple, it is not an easy task
for managers to implement. In the following two chapters, we
explore in great detail how leaders of well-known businesses like
IBM, Cisco, and USA Today, as well as lesser-known companies
like Flextronics and DaVita, have been able to successfully explore
and exploit. These granular examples will help provide a tem-
plate that leaders can use to implement ambidexterity in their own

organizations.
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Chapter 4

SIX INNOVATION STORIES

You have to be fast on your feet and
adaptive or else a strategy is useless.
LOU GERSTNER

SEVERAL PATTERNS have become clear from the previous chapters.
First, long-term success is a function of a business being able to
compete successfully in both mature and new businesses—being
able to exploit existing assets and capabilities and apply these in the
creation of new ones, that is, being ambidextrous. Unfortunately,
large and successful firms often become victims of their own suc-
cess. Worse, in the face of the increasing pace of change, this trend
appears to be accelerating. Second, the underlying reasons for this
success syndrome have largely to do with the power of organiza-
tional alignment and the structural and cultural inertia that can
result when strategy and execution are tightly linked. The irony
here is that to implement a strategy successfully requires that lead-
ers align their organizations (key success factors, people, structure,
culture), and this very alignment can make change more difficult.
This paradox is starkly revealed in thinking about innovation
streams where new capabilities and markets are often required for
long-term success. When new businesses and strategies require new
alignments, the risk is that the old (and successful) ways of doing
things can undermine the new. In the short term, there are almost

always compelling reasons to stay with the status quo.
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But some firms have overcome this inertia and learned how
to be ambidextrous—to be able to leverage organizational assets to
compete in both old and new businesses. What does ambidexterity
look like in practice? What are the important lessons to be learned
from these successes? To illustrate how organizations and leaders
exploit existing assets and capabilities and simultaneously reconfig-
ure existing assets and develop new capabilities to adapt to threats
and opportunities, we examine in some depth how leaders from six
companies have been able to do this. These managers come from
a range of industries (health care, newspapers, manufacturing, and
high technology) in large and small organizations. We describe in
detail what they did that enabled them to overcome the inertia of
the past. In doing this, we identify three essential elements for am-
bidexterity. Armed with these insights, we then see how many of
the failures we’ve described in previous chapters occurred because
they failed to follow this approach.

We expand on these lessons in Chapter 5 and provide a rich de-
scription of how two companies, IBM and Cisco, have formalized
these insights to design a repeatable process for generating entre-
preneurial exploratory businesses within their larger mature, ex-
ploitative ones. As we will show, this process helped IBM generate
$15 billion in revenue from organic growth over a five-year period.
In contrast, Cisco designed a similar process that was almost, but
not quite, correct and has failed. We use these two efforts to suggest
a template for how leaders can think about bringing ambidexterity
into their own organizations.

We begin by considering in some detail how leaders across six
organizations have dealt with the challenge of exploration and
exploitation and been successful at developing ambidexterity.
Although each of our examples is drawn from a different context,
the approaches their leaders used show great similarities. The com-
monalities will become clear in each example and suggest some

useful guidelines that will allow us to develop a template. We begin
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by showing how Tom Curley, the publisher of the USA Today news-

paper, was able to meet the challenge of online news.

Ambidexterity in Practice
USA Today: A Newspaper Reinvents Itself

As we noted in the previous chapter, newspapers have seen a pre-
cipitous decline in daily subscriptions, advertising revenues have
fallen to a third of their earlier levels, and more than a hundred
daily newspapers have gone out of business since 2005.! The chal-
lenge facing print media is how to leverage their capabilities in
content generation (reporting) to develop new online businesses. In
the words of Tom Curley, former president and publisher of USA
Today, “How can we become a network, not a newspaper?”

In the late 1990s, USA Today was a thriving business, but it faced
an uncertain future. The national newspaper, a division of the
Gannett Corporation, had come a long way since its founding in
1982, when its colorful brand of journalism was widely ridiculed
by critics and referred to as the “McPaper.” After losing more than
half a billion dollars during its first decade, the paper turned its
first profit in 1992 and continued to expand rapidly, becoming by
the late 1990s the most widely read daily newspaper in the United
States. With well-heeled business travelers making up the bulk of
its subscriber base, it also became an attractive platform for na-
tional advertisers, bringing in a steady flow of revenue.

But as the 1990s progressed, storm clouds appeared on the
horizon. Newspaper readership was falling steadily, particularly
among young people. Competition was heating up as customers in-
creasingly looked to television and Internet media outlets for news.
And newsprint costs were rising rapidly. Curley recognized that the
company would have to expand beyond its traditional print busi-
ness if it was to maintain its strong growth and profits; such expan-

sion, he realized, would require dramatic innovation. The company
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would need to find ways to apply its existing news-gathering and
editing capabilities to entirely new media. Curley had articulated
his “network strategy”—a clear focus on the generation of content
that would be distributed via the paper, TV, and online, but he
became frustrated with his senior team that, after all his attention
to the network strategy, had only “a nickel deep” understanding of
his strategic intent.

Acting on his beliefs, Curley in 1995 chose Lorraine Cichowski,
USA Today’s general manager of media projects and former editor
of the paper’s Money section, to launch an online news service,
USAToday.com. He gave her free rein to operate independent of
the print business, and she set up a kind of skunk-works opera-
tion, bringing in people from outside USA Today and housing them
on a different floor from the newspaper (see Figure 4.1 for the or-
ganization chart). She built a fundamentally different kind of or-
ganization, with roles and incentives suited to the instantaneous
delivery of news and to an entrepreneurial, highly collaborative
culture. With Internet use exploding, the venture seemed primed
for success.

But results were disappointing. Although USAToday.com was
making a small profit by the end of the decade, its growth was
sluggish and had little impact on the broader business results. The
problem, Curley saw, was that the new unit was so isolated from the

Publisher
Tom Curley
Newspaper . L . . Dotcom
Karen Jurgenson Advertising Printing Circulation Lorraine Cichowski
Editor General Manager
Editorial Reporting Editorial Reporting

FIGURE 4.1 USA Today Organization, 1999
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print operation that it was failing to capitalize on the newspaper’s
vast resources. Although Cichowski was a member of Curley’s ex-
ecutive team, she had scant support from other members. View-
ing her unit as a competitor with the print business, they had little
incentive to help her succeed and made few efforts to share their
considerable resources with her. Soon, USAToday.com found itself
starved of cash as the newspaper continued to consume most of
the available capital and the online unit began losing talented staft.

Cichowski pushed to have her business spun out entirely from
the newspaper, as other companies were doing with their Inter-
net ventures, but Curley had a very different view. In spite of the
paper’s success, he realized that if the paper was to continue to
attract advertisers and younger readers, it would both have to have
an online presence and be capable of supplying video to Gannett’s
thirty-six local television stations. In 1999, Curley launched a net-
work strategy that aimed to share news stories and images across
three platforms: the once-a-day newspaper, constantly updated on-
line news via USA Today.com, and television. Curley described his
vision: “We’re no longer in the newspaper business—we’re in the
news information space.”

To succeed at this would require reporters to be capable of
writing for the paper, reporting on television when needed, and
sharing their stories with the producers of web-based news. This
was not a small problem since, in the words of Karen Jurgenson,
the editor of USA Today, “Reporters are like squirrels who want to
hoard their story.” Print reporters typically had little respect for the
talking heads of T'V reporting and were skeptical of sharing break-
ing stories with the news aggregators of USA Today online, lest they
lose their scoop to competitors who would see their stories on the
web. In the face of these obstacles, Curley was firm: “We’d better
learn to deliver content regardless of form.” To implement this,
Curley believed that the new unit required not greater separation

but greater integration. Indeed, because of the strategic leverage
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he hoped to get from the USA Today brand and from his organiza-
tion’s ability to source and curate content, Curley had no intention
of spinning off his dot-com unit.

Managing the implementation of this strategy represented a
major challenge. To execute that strategy, Curley knew he had to
create an organization that could sustain the print business yet also
pursue innovations in broadcasting and online news. So in 2000,
he replaced the leader of USAToday.com with another internal
executive, Jeff Webber, a strong supporter of the network strategy.
Although Webber was not an expert in web-based news, he was
widely respected and had good contacts within the paper. Curley
also brought in an outsider, Dick Moore, to create a television oper-
ation, USA Today Direct. Both the online and television organiza-
tions remained separate from the newspaper, maintaining distinctive
processes, structures, and cultures, but Curley demanded that the

senior leadership of all three businesses be tightly integrated.

Results

To provide this integration, Curley and Karen Jurgenson, then
the editor of USA Today, implemented a set of changes. They re-
inforced the USA Today values of fairness, accuracy, and trust and
ensured that they would apply across platforms even though the
cultures in the different units varied. They instituted daily editorial
meetings with the heads of the online and television units to review
stories and assignments, share ideas, and identify other potential
synergies. This provided high-level integration through the daily
editorial meetings, and low-level integration was dictated by a spe-
cific story (e.g., the crash of the Concorde or the Republican Na-
tional Convention). The unit heads quickly saw, for example, that
gaining the cooperation of USA Today reporters would be crucial to
the success of the strategy. They jointly decided to train the print
reporters in television and web broadcasting and outfit them with

video cameras so they could file stories simultaneously in differ-
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ent media. These moves quickly paid off as the reporters realized
that their stories would reach a much broader audience—and that
they’d have the opportunity to appear on TV. A new position, net-
work editor, was created in the newsroom to help reporters shape
their stories for broadcast media.

At the same time, Curley made larger changes to the organiza-
tion and its management. He let go a number of senior executives
who did not share his commitment to the network strategy, ensur-
ing that his team would present a united front and deliver consis-
tent messages to the staff. He also changed the incentive program
for executives, replacing unit-specific goals with a common bonus
program tied to growth targets across all three media. Human
resource policies were changed to promote transfers between the
different media units, and promotion and compensation decisions
began to take into account people’s willingness to share stories and
other content. As part of that effort, a Friends of the Network rec-
ognition program was established to explicitly reward cross-unit ac-
complishments. Senior leaders were relentless in communicating
their vision throughout the organization.

Yet even as sharing and synergy were being promoted, the or-
ganizational integrity of the three units was carefully maintained.
The units remained physically separate, and each pursued very dif-
ferent staffing models. The staff members of USAToday.com were,
on average, significantly younger than the newspaper’s reporters
and remained far more collaborative and faster paced. Reporters
continued to remain fiercely independent and to focus on more in-
depth coverage of stories than the television staff.

With these changes, USA Today became an ambidextrous orga-
nization (see Figure 4.2) with separate units for the three businesses
but with strong senior management oversight and targeted integra-
tion (editorial meetings) across the three lines of business. Because
of its ambidextrous organization, USA Today was able to leverage its

brand and content-generation capabilities to compete aggressively
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FIGURE4.2 USA Today—Ambidextrous Organization, 2004

in the mature business of daily print news while also developing a
strong Internet franchise and providing Gannett television stations
with coverage of breaking news. Over the past decade as the im-
portance of online news has increased, the online and print news-

rooms have been integrated.

Lessons Learned
Why did this approach work? Why didn’t the inertia of the old

business stop the new? Several ingredients seem particularly impor-
tant. First, Curley articulated a clear strategic intent (“a network,
not a newspaper”) that justified why both the exploitative and ex-
ploratory units needed to be part of the same organization and to
work together. Second, he provided a common identity in the form
of shared values (fairness, accuracy, and trust) that applied across
the organization. Third, he eventually ensured that his senior team

was aligned and committed to the new strategy, replacing those
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who were less enthusiastic with those who were fully commit-
ted. Fourth, he provided for both the structural separation of the
explore-and-exploit units and ensured integration through both the
management of the critical interface (daily editorial meetings) and
common fate rewards. Finally, Curley and the team had the cour-
age to drive the new organization and persist in the face of opposi-
tion, including a contentious decision to divert resources from the
print operation to fund new web-based initiatives.

Of course the industry has continued to change. Advertising
revenues for newspapers are still plummeting and print newspapers
face an uncertain future. In August 2014, Gannett, the owner of
USA Today, announced that it would split the company into pub-
lishing and digital editions.

Ciba Vision: Betting on Exploration
In 1990, Glenn Bradley was appointed president of Ciba Vision, a

maker of contact lenses and lens care solutions.? Established in the
early 1980s as a unit of the Swiss pharmaceutical giant Ciba-Geigy
(now Novartis), the Atlanta-based Ciba Vision sells contact lenses
and related eye-care products to optometrists and consumers. Al-
though the company produced some innovative new products in
its early years, including the first Food and Drug Administration—
approved bifocal contacts, it remained a distant second to market
leader Johnson & Johnson (J&J) by the mid-1980s. Bradley realized
that with J&J’s lead in volume manufacturing for disposable lenses,
Ciba Vision was chasing J&J down a learning curve and would
never catch up. Making matters worse, in 1987 J&]J brought out a
disposable contact lens that threatened Ciba Vision’s sales of con-
ventional contacts. By the early 1990s, it was clear to Bradley that
J&J’s dominance provided economies of scale that would doom his
company to ever-shrinking profits. Although he knew that the busi-
ness could have gone on for a number of years without an obvious

decline, he also understood that Ciba’s current innovation pipeline
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of low-risk incremental initiatives would never challenge J&J’s
dominance. Without radically new products, Ciba Vision would
slowly decline and ultimately fail. To survive and grow, Bradley
saw, his organization would have to continue making money in the
mature conventional contacts business while simultaneously pro-
ducing a stream of breakthroughs.

In 1991, Bradley decided to stop all incremental innovation and
use his entire corporate R&D budget to place six big bets on break-
through innovations, each focused on a revolutionary change. Four
entailed new products, including daily disposables and extended-
wear lenses, and two involved new manufacturing processes. In this
risky and controversial move, he canceled dozens of small R&D
initiatives for conventional lenses to free up cash for the break-
through efforts. While the traditional units would continue to pur-
sue incremental innovations on their own, the entire corporate
R&D budget would now be dedicated to producing breakthroughs.
As Bradley observed, “It was not a pretty process. . . . It was not an
easy transition, and it was difficult for some people to let go of the
past, especially since we were threatening short-term objectives.”
About 30 percent of the team left.

Bradley knew that attempting to manage these projects under
the constraints of the old organization would not work. Inevita-
bly, conflicts over the allocation of human and financial resources
would slow down and then disrupt the focus needed for break-
through innovations. Furthermore, the new manufacturing process
required different technical skills, which would make communica-
tion across old and new units difficult. He therefore decided to cre-
ate autonomous units for the six new projects, each with its own
R&D, finance, and marketing functions, and he chose the project
leaders for their willingness to challenge the status quo and their
ability to operate independently. Each unit had a “contract” with
senior management that specified milestones, funding, and senior

management integration.
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To enhance short-term revenue growth, he also purchased a
maker of fashion lenses (regular contact lenses that allow custom-
ers to change their eye color). These lenses used existing technol-
ogy but were marketed to a new customer set.

Given the freedom to shape their own organizations, the proj-
ect leaders of the new units created very different structures, pro-
cesses, and cultures. The extended-wear team remained in Atlanta,
though in a facility separate from the conventional-lens business,
and the daily-disposables team was located in Germany. Each team
hired its own stafl, decided on its own reward system, and chose its
own process for moving from development to manufacturing.

But even as Bradley understood the importance of protecting
the new units from the processes and cultural norms of the old
business, he realized that they would not succeed if they didn’t
share expertise and resources, both with the traditional business
and with one another. He therefore took a number of steps to inte-
grate management across the company. First and perhaps most im-
portant, he had the leaders of all the breakthrough projects report
to a single executive, Adrian Hunter, the vice president of R&D,
who had a deep knowledge of the existing business and tight rela-
tionships with executives throughout the firm. Working closely with
Bradley, Hunter carefully managed the trade-offs and conflicts be-
tween the old business and the new units. To provide for high-level
integration, all the leaders of the innovation units were asked to sit
in on Bradley’s executive team meetings.

Bradley and his team also enunciated a new vision statement for
Ciba Vision, “Healthy Eyes for Life, ” that was meaningful to all
parts of the business. While this move was largely rhetorical, it had
an important effect. It underscored the connections between the
breakthrough initiatives and the conventional operation, bringing
together all employees in a common cause and preventing orga-
nizational separation from turning into organizational fragmenta-

tion. As Bradley noted, the slogan gave people a social value as well
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as an economic reason for working together. Like USA Today, Ciba
Vision also revamped its incentive system, rewarding senior man-
agers primarily for overall company performance rather than for
the results of their particular units. They became an ambidextrous

organization (Figure 4.3).

Results

The ambidexterity paid off. Over the next five years, Ciba Vision
successfully launched a series of new contact lens products, intro-
duced a new drug for treating age-related macular degeneration,
pioneered a radically new lens manufacturing process that dramati-
cally reduced production costs, and overtook J&J in some market
segments. The conventional lens business, moreover, remained prof-
itable enough to generate the cash needed to fund the daily dispos-
ables and extended-wear lenses. At the time the new strategy was
adopted, Ciba Vision’s annual revenues were stuck at about $300
million. Ten years later, its sales had more than tripled, to over §1

billion, and the new drug, transferred to Novartis’s pharmaceutical

Glenn
Bradley Exploitation
Growth Soft Lenses
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FIGURE 4.3 CibaVision—Ambidextrous Organization, 2005
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unit, was on its way to becoming a billion-dollar business. As a result
of being consciously ambidextrous, Bradley and his team were able
to successfully compete in their mature markets with conventional
lenses and solutions and also move into new products and technolo-

gies that today provide the engine of growth for the company.

Lessons Learned

Why was Ciba Vision successful? As always, luck plays a part of
the story. Bradley placed a series of bets and several paid off. But it
was clearly more than luck. Like Tom Curley at USA Today, Bradley
set up separate small units, each reporting to a senior executive
who provided resources, support, and monitoring. These units were
encouraged to adopt alignments (people, structure, and culture) ap-
propriate for their key success factors and were headed by lead-
ers chosen for their skills and willingness to challenge the status
quo. He ensured further high-level integration by having the heads
of the exploratory units attend his senior stafl meetings. Bradley
also crafted an overarching strategic intent (“healthy eyes for life”)
that legitimated the pursuit of the mature as well as the explor-
atory businesses. Like Curley, he also revamped the senior execu-
tive reward system to emphasize overall performance, not narrow
functional accomplishments. Finally, Bradley continued to provide
resources for the new ventures even in the face of complaints by

managers of the mature businesses.

Flextronics: Nurturing a Start-Up
Elementum looks like a typical Silicon Valley start-up. It’s located
in an office complex in Mountain View, California. You walk into a
large open office space crowded with engineers and programmers
from around the world sitting next to each other working on laptops,
many listening to music with their headphones. There are a couple
of conference rooms with whiteboards filled with hastily drawn

flowcharts and equations and a few obligatory couches and beanbag
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chairs. There 1s a small kitchen where lunch (and sometimes dinner)
1s brought in so people aren’t distracted by leaving their work to find
food. The culture is one of energetic smart people working hard
and having fun. A sign proclaims, “There will be no working during
drinking hours.” Dogs are welcome. There are no private offices.
Like many other Silicon Valley start-ups, the company was founded
by a serial entrepreneur with a background in computer science and
an MBA from Stanford—who sold his first company at age twenty-
one. And like many other founders of Silicon Valley start-ups, the
founder, Nader Mikhail, is originally from outside the United States.

What's different about this start-up, however, s that it was founded
as an entrepreneurial venture by Flextronics, the Singapore-based
$30 billion contract manufacturer. With 225,000 employees, the core
business of Flextronics is in building electronic products for compa-
nies in industries like medical devices, automotive, defense, telecom-
munications, computers, game stations, and consumer products. It
manages the supply chains and makes the products we buy from
companies like Apple, LG, Cisco, Hewlett Packard, Microsoft, and
Ford. This is a low-margin, intensively competitive business where
the keys to success are constant incremental improvement and in-
creasing efficiency. It is the home of Six Sigma and Total Quality
Management. Its competitive differentiation is in providing custom-
ers lower costs and faster delivery. Most of the managers have been
in the business for a decade or more and are great at driving out
costs. In the words of one corporate strategist, “T'his is an industry
you don’t want to be in.” It is a classic exploitative organization. So
how is it able to be ambidextrous and explore a potentially disruptive

technology?

Exploit
Flextronics 1s a Global 500 electronics manufacturing services
(EMS) company—a supply chain platform that provides design,

manufacturing, distribution, and aftermarket services to original
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equipment manufacturers. It has 30,000 suppliers at over 120 fac-
tories operating in more than thirty countries. Mike McNamara,
the CEO, has spent his career managing operations and supply
chains at places like Ford, Intel, and, for the past twenty years,
Flextronics—taking the company from $100 million in sales when
he began as CEO to more than $30 billion today. In his words,
“We are in the business of efficiency.” What makes McNamara
different from many other CEOs is his emphasis on operational
excellence and his concern for the future. He realized that each of
the components of the supply chain (like manufacturing, logistics,
and after-sales service) was managed as separate verticals with no
information that provided an end-to-end view of the entire supply
chain. The result was that companies with critical and complex
supply chains had no overall visibility of how the entire operation
was performing and what the risks were if one part of the global
chain was out of commission. For example, a fire at a manufac-
turing plant in Malaysia that makes one small part of a larger
system could jeopardize the entire sales channel. Because of this
lack of overall integration, users typically attempted to integrate
these verticals through a combination of spreadsheets from differ-
ent ERP systems.

Initially Flextronics tried to remedy this through its internal I'T
group but was never able to develop a comprehensive solution in
spite of spending tens of millions of dollars. The problem, Mc-
Namara realized, was that the I'T group had created the current
systems and tended to focus on narrow solutions to specific is-
sues without a clear overall sense of customers’ larger problems.
McNamara, who serves on the board of Workday, a cloud-based
human resources and financial software provider, knew there had to
be a better way: “I’'ve seen the power of what Workday is able to do
with the right software architecture and speed of innovation. I can
apply that across the supply chain, and it’s a much bigger market.”
Frustrated, he charged Mikhail, one of his ten direct reports and
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the head of innovative solutions at Flex, with coming up with a
software solution that would manage the end-to-end supply chain
and give customers instant access to the status of the entire chain.
Mikhail wears two hats. He is both the CEO of the start-up and
one of the ten senior executives at Flextronics and reports directly
to CEO McNamara (see Figure 4.4)

Explore

Mikhail noted that everything has a supply chain—from your cof-
fee mug to the keyboard you’re using to the toys you buy for kids.
He also understood that with the emphasis on running lean, grow-
ing complexity, and increased risks, there was potentially a $20 tril-
lion market available. After talking with customers, Mikhail decided
there was a huge opportunity for a cloud-based software package
that would allow users to manage their entire supply chain—Tlike
OpenTable does for restaurants and Salesforce.com does for cus-
tomer relationship management. This system would be a platform
in which data from all parts of the chain would be aggregated and
made available in real time through mobile apps. Through a tailor-
made dashboard, a user would be able to identify and respond to
risks in the supply chain and keep track of where every component
and finished product is. Flextronics could answer critical questions
like, “Has my product shipped on time?” and “What are the risks
to my supply chain from flooding in Thailand?” Unlike traditional

ERP systems, which can cost millions and take years to develop, the
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FIGURE 4.4 Flextronics—Ambidextrous Organization
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new product would be sold as software as a service (SaaS) with cus-
tomers paying on a per user basis—typically a couple of hundred
thousand dollars per year for large customers.

Since Flextronics managed its own complex supply chains,
gathered immense amounts of useful data, and had access to po-
tential customers, Mikhail proposed to McNamara in 2012 that
they incubate the new company, named Elementum, as a start-up
within the larger company. McNamara agreed that Flextronics
would provide the initial funding of $20 million with the expecta-
tion that, if Elementum was successful, it would raise additional
capital from venture capitalists. Both McNamara and Mikhail saw
that the potential for the new company would be much larger if
it were separate from Flextronics and able to sell to all interested
users, including Flextronics’ competitors. “If successful, this com-
pany may be worth more than Flextronics. If we keep it inside,
we’ll kill it,” said McNamara.

To make it work, they decided that Mikhail would wear two
hats: he would keep his Flextronics office and remain one of the
top ten senior executives and he would be CEO of Elementum.
Because he is an executive at Flextronics, he can access the im-
mense expertise within the company on supply chains as well as
gain access to potential customers through the Flextronics network.
Mikhail begins each day in San Jose at Flextronics headquarters
and meets frequently with McNamara. The executive offices are
all glass, so other members of the team know that McNamara is
meeting with him, signaling McNamara’s commitment to the new
venture. Mikhail then travels to Mountain View and becomes a
start-up CEO. He acknowledges that not all the senior executives
are happy with the start-up, and several have tried to take his of-
fice away from him and hire his people away. The vice presidents
expressed concern that Elementum might unwittingly provide their
competitors with valuable information. He says that the structure

works only because of McNamara’s commitment and willingness
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to meet with him whenever he wants. “If he [McNamara] leaves,
we’re dead,” said, Mikhail. They even tried to structure the term
sheet to stipulate that should McNamara leave, there will be an ac-
celerated spin-out of the company.

By operating separately, Mikhail believes they gain several criti-
cal advantages. First, he contends that they would never be able to
hire the types of talent they have if they were a part of Flextronics.
“These people wouldn’t be here if we weren’t independent,” he
says. As a start-up, the culture at Elementum also needs to be very
different from that of Flextronics, emphasizing speed, flexibility,
and experimentation versus incremental improvement and reliabil-
ity. And while there are important benefits from leveraging Flex-
tronics data and channels, there are difficulties as well. Many of the
larger organization’s processes have been applied to Elementum,
including financial reporting, legal requirements, and even some
human resources processes. Mikhail grumbles that it’s hard to let
people go or to make quick offers since it violates company policy.
Providing equity for new hires is another issue that the larger orga-
nization doesn’t fully appreciate. Often this requires Mikhail and
his chief operating officer, David Blonski, to ignore these rules and
deal with the fallout.

So far the start-up seems to be working. In February 2014, Ele-
mentum received $44 million in Series B financing from Lightspeed
Ventures and new investments from Jerry Yang, founder of Yahoo;
Dave Dutfhield, founder of Workday and PeopleSoft; and Aaron
Levie, founder of Box.? Says Levie, “Elementum isn’t just disrupting
the industry, they’re rewriting the rules.” It has more than a dozen
customers and expects to double the number of employees from
the current fifty-five. One industry observer recently suggested that
Elementum might be worth $1 billion if it was spun off. Of course
there is no guarantee that Elementum will ultimately be successful
and reach $100 million in revenue in the next couple of years as

Mikhail has promised. But as a start-up, it seems to be on its way.
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Lessons Learned

Why have Elementum and Flextronics succeeded thus far? A com-
parison of Flextronics with SAP is instructive. Both Elementum and
Business ByDesign were start-ups within a larger exploitative organi-
zation. Both were using a new business model, SaaS, that challenged
the old way of doing things and required new skill sets. Both were
aimed at opening new markets and driving new sources of revenue.
In spite of these similarities, several important differences character-
ize how the two organizations attempted to execute their strategy,
and these spell the difference between success and failure. First, Flex-
tronics established Elementum as a geographically separate unit,
while SAP attempted to operate ByD as a project team within its
functional organization. Second, Elementum has high-level support
from the CEO that helps overcome the inevitable resistance from
those who oppose the effort. This high-level integration also ensures
access to critical assets within Flextronics that Elementum needs to
be successful (e.g;, access to customers). In contrast, at SAP, ByD was
forced to appeal for support through a hierarchical structure that
often impeded its progress and slowed decision making. Finally, be-
cause Elementum operates as a separate entity, Mikhail was able to
align the software of his organization (the people and the culture) to
his key success factors. With the project team structure at SAP, there
was constant friction between the explore and exploit efforts. In this
regard Elementum more resembles Glenn Bradley’s efforts at Ciba
Vision with separate explore-and-exploit units, high-level support,

dedicated resources, and tailored incentives.

DaVita

In 1999, DaVita (then called Total Renal Care) was a $1.5 billion
kidney dialysis company with 12,000 employees that was techni-
cally bankrupt. Its share price had collapsed from $50 per share to
$2, and it was being sued by its shareholders and investigated by
the Securities and Exchange Commission. If one of the creditors
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had called in its loan, the company would have been liquidated.
By 2015 the firm had more than $12 billion in revenue, 60,000
team members, and the highest nonacquisition growth rate in the
industry. Its stock price had appreciated by more than 2,000 per-
cent.* Today the company is the leading provider of kidney dialysis
services in the United States. More important, it has moved from
being solely a kidney dialysis company into other health care mar-
kets, including an $800 million business in pharmacy services. How
its leaders did this is a story of ambidexterity and leadership.

The early history of DaVita (1999-2005) is a classic turn-
around story, one in which a new CEO, Kent Thiry, dramatically
reoriented the company. During this period, Thiry restructured the
firm, brought in new managers, changed the name of the com-
pany, and created a strong culture that emphasized teamwork, op-
erational efficiency, and patient care. By 2005, Thiry and his team
had cut staff turnover in half, acquired another larger dialysis com-
pany, and doubled revenues to $3 billion. Perhaps more important,
they had achieved the best clinical outcomes in the industry, an
accomplishment that continues to this day.

In 2004, with the company doing well, Thiry appointed a small
team to begin exploring ways in which DaVita could leverage its
strengths and generate new revenue streams. He tasked them with
finding ways to marry DaVita’s clinical strengths to new markets
that could offer significant economic value to the company. One
of the areas the team focused on was the provision of pharmacy
services to patients with chronic kidney disease. These patients are
chronically ill and typically have complex medical problems requir-
ing that they take multiple medications. Many do not have trans-
portation and find it difficult to obtain their medications. Because
of their condition and the complexity of their treatments, many
aren’t compliant with their drug regimen and are frequently hos-
pitalized. Given DaVita’s expertise in dialysis and treating patients

with chronic kidney disease and the growing number of Americans
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with diabetes, this seemed to be an area in which the company
might expand. Initially the team tried to identify potential joint
venture partners to begin this business but found none. So in 2004,
Thiry charged Bill Hughson, a former colleague of his at Bain and
a well-respected DaVita senior manager known for his entrepre-
neurial bent, with setting up a specialty pharmacy business that

would focus on these patients.

DaVita Rx

To ensure oversight of the new venture, Thiry proposed that they
begin the operation in Los Angeles where the company was head-
quartered. Hughson, and his second-in-command, Josh Golomb,
however, argued for greater physical separation. Their logic was
that the pharmacy business was completely different from the main
dialysis business and would require a much more entrepreneurial
mind-set and approach. Although there were important assets that
the new business could leverage from the main company (patients,
data, some clinical expertise, back office operational efficiencies,
and some aspects of the culture), the differences were suflicient
that a new alignment would be required—and co-location could
undermine this. So to begin this new venture, DaVita purchased a
small specialty pharmacy in the Bay Area. With the new name they
gave it, DaVita Rx, their vision was to become “the world leader
in pharmacy-centered care for the chronically ill.” The business
began with 500 DaVita patients. Thiry gave them eighteen months
to demonstrate that the business could be viable and agreed to
allow them to operate largely independently.

Beginning with a pilot in 2005, Hughson and Golomb rapidly
grew the business to three pharmacy fulfillment centers serving pa-
tients in twenty-two states. The Rx business is a low-margin busi-
ness that relies on volume, so their initial focus was on building
operational capabilities and scaling quickly. Rather than spend time

and money on back office functions, they relied on the company
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for support in people services (HR and training), purchasing, I'T,
and finance.

In describing this period, Golomb noted that the pharmacy
business was different in almost all respects from running dialysis
centers. As an entrepreneurial venture, there was less structure and
more ambiguity. The types of people they recruited were not care-
givers but operations types. The metrics and systems that were im-
portant in the dialysis business (profits, margins) weren’t appropriate
for the start-up (growth, milestones). Since it was a new venture
but without the upside potential that a freestanding start-up with
its own stock could offer, the reward systems needed to be changed
to include larger bonuses and more impressive titles—mnot some-
thing that those on the dialysis side of the operation appreciated. In
Golomb’s view, this worked only because of Hughson’s credibility
with Thiry and the other senior DaVita managers. “Had it not been
for this, I don’t think it would have been possible,” Golomb said.

Aside from leveraging DaVita patients and data, the larger com-
pany also provided the overarching vision and values for DaVita
Rx: a focus on teamwork, patient care, and operational excellence.
To inculcate this, DaVita Rx employees attended DaVita train-
ing academies and adopted the practice of all employees spending
time in a dialysis center to see firsthand the types of patients they
were serving. Since in the pharmacy business people did not see
patients on a daily basis, Golomb and Hughson worked hard to
create this empathy through exercises, training, and frequent con-
tact with senior managers.

Growing the business was not without problems. In 2007, even
though the overall growth rate was climbing, patient satisfaction
was plummeting and defection rates reached alarming levels.
Clinic directors were unhappy at how the Rx business was affect-
ing their clients and complained to Thiry. Thiry raised the issue
with Hughson and Golomb of whether they should shut the opera-
tion down. Golomb recalled this period as “the worst moment in
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my career.” This crisis led them to refocus on patient satisfaction.
Golomb moved to the main pharmacy in Dallas for six months to
fix the operation and conducted innumerable meetings with clinic
personnel throughout DaVita to reestablish credibility.

The Rx business operates as a wholly owned subsidiary of
DaVita. The interface is managed through business review meet-
ings held every six to eight weeks in which Thiry and other se-
nior DaVita executives review financial, clinical, and operational
metrics of the pharmacy business. Thus far, the business has been
successful, growing from a start-up to a mature business with more
than $800 million in revenues in 2015. More important, DaVita Rx
has twice the drug adherence rate of its competitors and two times
fewer hospitalizations. The division has become a major business
unit helping the company evolve from a dialysis provider into an
integrated health care business. In 2009, Bill Hughson turned the
reins over to Josh Golomb, who became the president of DaVita
Rx. Their ability to provide a lower cost of care has become even
more valuable as pressures on health care costs have increased. Just
as DaVita Rx was a new venture for the larger company, today the
Rx business 1s exploring how to leverage its capabilities to provide
specialty pharmacy care to patients with chronic kidney disease
who are not yet on dialysis, potentially extending their lives and

reducing their health care costs.

Lessons Learned

Golomb believes that several things were essential to the success
of Rx. First, because the pharmacy business is so different from
dialysis, operating separately was critical. It allowed them to set
up an organization (people, structure, systems, and culture) that
would have been difficult to do had they been operating within
the DaVita organization. Kim Martinez, the head of strategy for
the Rx business and an early employee, was adamant that had the

pharmacy business been started within an existing business unit,
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it never could have worked. She indicated that the new operation
needed people who were comfortable with ambiguity and change,
almost the opposite from what is needed in a successful clinic.

Second, because Bill Hughson had credibility with the CEO and
other senior executives, it allowed them to operate independently
yet gave them access to critical assets from the larger organization,
like patients and data, as well as support for back office activities like
finance. The common culture and values of Rx and the larger com-
pany also created a common identity and allowed the Rx sales force
to work closely with the clinics in approaching patients about using
the DaVita pharmacy services. This credibility was particularly crit-
ical when friction began to develop. Without Thiry’s support, the
new venture would likely have failed. Finally, Golomb believes that
by infusing Rx with the DaVita culture, they were able to create an
environment that helped them attract and retain people. This also
helped them be seen as part of the larger DaVita village rather than
some independent and potentially competitive entity.

Hewlett-Packard Scanner Division: The Quasi-Division
In 1996, Phil Faraci, the general manager of Hewlett-Packard’s

scanner division located in Greeley Colorado, had a problem.’
Since the early 1990s, the division had been working on developing
a portable scanner to complement its successful flatbed business,
but there was little to show for all the efforts. After five years and
five development projects, they were no closer to bringing out a
new portable than they had been years earlier. They had some pro-

totypes but no clear sense for how to proceed.

The Flatbed Scanner Business

Scanners for personal computers first appeared in the mid-1980s.
They offered users the ability to reproduce, store, and manipulate
images like photographs and translate them into digital files. These

scanners, called flatbeds, resembled photocopiers and consisted of
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a large glass surface on which a document could be placed, a light
source to illuminate the document, an image-capture system to
translate the material into a digital format, and a “pipeline” that
processed the data. The scanner was linked to a personal computer
that could then store and manipulate the captured images.

The prices of flatbed scanners had dropped considerably as
desktop publishing became increasingly common. As the technol-
ogy was refined and manufacturing improved, they were becoming
smaller, faster, and cheaper. By 1996, HP was the second largest
producer of computers and peripherals, trailing only IBM. Greeley
was the center for its production of scanners, which over the years
had become a center of excellence for its Total Quality Manage-
ment and use of just-in-time inventory systems and delivered top-
quality products.

Although HP was a market leader in flatbed scanners by 1996,
competition was increasing, margins were under pressure, and the
focus on improving manufacturing efficiency was high. Many at
Greeley believed that the flatbed business needed all the resources
available to grow capacity and maintain market leadership. Some
expressed concern that a move into the consumer market could
undermine HP’s reputation for cutting-edge, high-quality products.
Reflecting both the larger HP culture and the nature of its busi-
ness, the Greeley culture emphasized consensus decision making,
conflict avoidance, precise engineering, and careful attention to de-
tail. The culture was dominated by R&D.

The Portables Business

Although flatbed scanners dominated the business, the technology
existed that could be used to develop hand-held portable scanners.
These allowed users to move the device over the image, and in
principle, this device could be much smaller than flatbeds. Un-
fortunately, variations in the motion of the user’s hand across the

image meant that they performed inconsistently and the images



126 Ambidexterity in Action

were of lower quality. HP labs had been experimenting with sev-
eral potential hand-held technologies and had identified a potential
candidate, a swipe technology code-named Zorro, that eliminated
some of the problems with earlier prototypes, but the technical
challenges were significant and the market for a hand-held product
remained uncertain.

Recognizing the potential for such a device, the executive vice
president of HP’s Ink Jet Group, Antonio Perez, decided to allocate
$10 million to Greeley for future efforts. However, almost imme-
diately the functional managers at Greeley decided that the funds
were needed for crucial work in the division’s flatbed business. Al-
though lower-level managers working on the portables team were
upset, the money was never made available to them. This resulted
in a loss in confidence within HP labs of those who were support-
ive of the portables initiative. They lobbied senior management
to either “force Greeley to work on swipe or take the project away

from them.”

The Quasi-Division

Faraci believed that he could be a successful general manager with-
out the portables and certainly didn’t need the infighting that the
project was causing. To resolve the issue, he appointed a task force,
headed by his respected head of manufacturing, Mark Oman, to
make a recommendation on how to proceed. Oman’s group stud-
ied the issue and presented their findings to Faraci: that the de-
velopment of the portables business would not succeed unless the
team was given more independence. They decided that the swipe
technology was so different from the existing flatbed technology
and at such a different point in its development that it would be
difficult to manage them together. They also noted that the cost-
cutting zeal that was important in the flatbed business would be
destructive if it was allowed to spill over into the portables business.

They believed as well that the role of marketing was so different



Six Innovation Stories 127

across the two businesses that it would be counterproductive to try
to do both within the same organization. The report also pointed
out, however, that if the portables unit were made too separate, it
would fail to leverage the expertise of the division.

The team explored three options for structuring the new busi-
ness. First, portables could be spun out of Greeley to operate on its
own. There was concern that not only would this not leverage as-
sets from the division but that it also might draw too much scrutiny
from senior management before being able to develop the market.
As a second option, the team explored the idea of trying to run the
new business using a heavyweight project team. Although this was
possible, they acknowledged that this had not worked in the past
and might not work in the future. For these reasons, they recom-
mended to Faraci that he set up what they called a “quasi-division”
that would operate within Greeley but have its own R&D, opera-
tions, and marketing

Faraci decided to appoint Oman to run the new quasi-division
as a “virtual start-up.” Oman had considerable discretion in run-
ning the portables unit, but Faraci, in his role as general manager
of the division, monitored the unit’s progress, allocated resources,
and mediated interactions with other flatbed managers and the
corporate labs. In building his entrepreneurial venture, Oman
made a number of key decisions. First, he decided to geographi-
cally separate the portables unit. He recruited selected managers
from within the division, chosen for both their functional exper-
tise and their willingness to challenge the old way of doing things.
At times, this created friction with the flathed managers, which
Faraci was required to adjudicate. Oman then promoted a culture
of faster decision making, more entrepreneurial risk taking, and
a greater tolerance of imperfection in product design—all coun-
ter to the larger HP cultural norms. He also argued with HR to
modify the traditional HP compensation system to give members

of his start-up more stock options and higher salaries. HR resisted,
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and as a compromise, members of the portables were given slightly
higher salaries and stock options and cash bonuses for achieving
technical and market milestones. Joint arrangements were nego-
tiated with manufacturing and quality to reflect the different re-
quirements of the portables business.

In describing his role, Faraci acknowledged that managing the
two groups was difficult, requiring him to make cuts and shift
the flatbeds into higher-volume production while simultaneously
growing the portables. To stay on top of this, he met weekly with
the portables group to assess progress and help resolve problems.
He likened this tension to being a parent of two college-age kids,
one in a community college and the other at an elite university.
The challenge was to be fair to both while recognizing that they
needed very different things. To minimize the tensions, he worked
to make sure that both knew that he loved them- and that neither
was more important than the other.

Over the next couple of years, the portables unit became a
modest success. HP released the Zorro product, and sales began
to grow. In 1998 Faraci was promoted, and with the success of the
portables unit, Oman pushed for the unit to be spun out as a sepa-
rate division. Soon after this was done, the economy took a nose-
dive, and HP, like most other companies, suffered. As a part of the
retrenchment, the portables division was killed. HP subsequently
spun off the entire instruments group as Agilent. And although the
hand-held scanner business never developed, the underlying tech-
nology became the core of the optical mouse product that is in

universal use today.

Lessons Learned
Before Faraci took over as general manager, the portables initia-
tive had been languishing for years. Why was this the case? Part of
the reason had to do with technology, which was not sufficiently

advanced to allow for a low-cost, hand-held device. Equally impor-
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tant, the initiative was not organized and led in a way that would
permit success. No compelling rationale was put forward arguing
for the importance of portables. The senior team within the flatbed
business was focused on growing their existing business and saw
portables as a distraction—an interesting R&D effort but without
a clearly defined market. The effort lacked a strong senior spon-
sor and relied on episodic presentations in an attempt to get the
attention of higher-ranking executives. Finally, the team itself was
composed of lower-level managers and technologists embedded in
an R&D unit, so they lacked the visibility and resources needed to
drive the project in the face of resistance. Only when Faraci made
the decision to commit to the initiative and separated the team out
as a separate unit with dedicated resources did the portables prod-

uct became a reality.

Cypress Semiconductor: A Federation of Entrepreneurs

In 2011, Cypress Semiconductor was doing well with revenues of
$995 million and pretax margins of 24 percent.® Its 2010 revenues
had grown 32 percent over the previous years to $884 million, and
coupled with diligent cost-reduction efforts, profits before taxes
were up nearly 23 percent. Not surprisingly, its stock price had
more than tripled over that time.

But the semiconductor business is a brutal one, demanding
both continual cost reductions and innovation. And although Cy-
press, founded in 1982, was one of a handful of industry survivors,
it was a comparatively small player competing with firms like Sam-
sung, which was more than forty times its size. Cypress founder and
CEO T. J. Rodgers reflected the challenge of fighting large com-
petitors in a tough environment by saying, “It’s all about execution
because if you haven’t done what you said you were going to do
it doesn’t matter if you have a good plan or not.” In Rodgers’s
view, this meant that to be successful, Cypress had to continue to

be relentless in driving down costs while generating a stream of
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new innovations. His challenge was to build a company that could
simultaneously compete in mature markets where efficiency and
cost reduction were paramount and develop breakthrough technical
innovations where flexibility and risk taking were required. His so-
lution was to manage Cypress as “a federation of entrepreneurs.”

Between 2002 and 2010, Cypress had become the number
one worldwide supplier of static random access memory (SRAM)
chips. When Cypress entered the SRAM business in 1983, it trailed
more than twenty competitors, including domestic companies like
Intel, AMD, and National Semiconductor and the large Asian elec-
tronics companies such as Hitachi, NEC, Fujitsu, Toshiba, and
Mitsubishi. SRAM chips are a clear example of Moore’s law: to
achieve this competitive success required a constant focus on im-
proving manufacturing efficiency and product quality, cutting costs,
and constant upgrading of the capability of the chips. To accom-
plish this, Cypress had developed and refined a very structured
set of processes for new product development and product testing
and rollout, shifted its manufacturing strategy, developed propri-
etary manufacturing and quality control technologies, and made a
number of small acquisitions to acquire technology and round out
its product line. Although Cypress had become the number one
seller of SRAM in the world, the market for these chips was grow-
ing only slowly and, in Rodgers’s words, Cypress was “the tallest
midget in the room.” In 2010, SRAM technology accounted for
approximately half of Cypress’s total revenue and provided cash
flow to develop other new products.

To go from under $1 billion in revenues to Rodgers’s goal of $2
billion, Cypress would need to move from selling original equip-
ment manufacturer customers standard commodity products to
designing proprietary programmable solutions for a much wider
range of customers; change its primary focus from internal effi-
ciencies to proactively using customer feedback to improve service;

and, perhaps most important, move from the boom-or-bust cycles
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of the semiconductor industry to providing a stream of innovative
products that could consistently generate profits of 20 percent or
more. The challenge was to modify Cypress’s processes in order
to produce this stream of innovative new products and continue
relentlessly driving costs down.

To develop incremental products and extend existing technol-
ogy into new products and markets requires two different skill sets.
Rodgers acknowledged that to accomplish this would require some
modifications to the company’s existing processes. To help facilitate
this, products and potential products were classified into stages ac-
cording to a time horizon, with horizon 3 products still at the idea
and testing stage, horizon 2 products at the early growth or near
launch, and horizon 1 products part of the current core operating
businesses.

Rodgers’s vision had always been that Cypress would be a true
“federation of entrepreneurs.” But he was quick to admit that it
was hard to maintain that entrepreneurial spirit in a large, division-
alized company. He pointed out that divisions were very good at
incremental innovation; however, new ideas and products that did
not fit the division either were ignored or, worse, seen as a drain on
resources better spent on improving existing product lines. Rodgers
believed that it was a rare division vice president who could con-
tinually improve an existing division and cultivate new ideas at the
same time. He noted that if you could find one, “he’ll be gone,”
picked off to become a CEO somewhere else.

In the 1980s Cypress launched a number of start-ups that did
not succeed. The reasons for these failures varied from launching
the start-up without adequate market research, not paying sufficient
attention to the quality and integrity of the management team (e.g,
the stock-based structure of start-ups is an incentive to work hard
but can also lead the team to fudge on quality or to make decisions
that benefit the start-up to the detriment of Cypress as a whole),

and launching “me-too” types of ventures that cannot survive a
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downturn in the market. The lesson Rodgers took from the failures
was that Cypress needed to model its approach on the way venture
capitalists deal with the new businesses they fund in terms of how
they evaluate proposals, provide resources for the new venture, and

oversee the new business.

Idea Generation

One of the lessons Rodgers took from venture capitalists was to
look at a lot of potential ventures to find one that might ultimately
work. Ideas for new ventures could come from either inside Cy-
press or from outside referrals. He reported receiving about twenty
of these per year. The typical form of these proposals was that
the outside group brings the technology and general idea, and
“we show them how the processes we have can help them make a
million of these a week——cheap.” The second source of ideas was
internal. Some came from executives, primarily Rodgers himself.
Others began with a conversation between a designer or marketing
person and one of the executive vice presidents. The conversation
would generally begin with, “We could sell . . .” or “We could de-
velop . . .” and progress from there.

Screening

If an idea seemed promising, the first step was a deep dive into the
technology, generally done through an in-depth review by Rodgers
himself. Assessments of the market for the new product generally
came from existing business units. However, as Rodgers noted, the
divisions focused on their own products and often saw new ven-
tures as a drain on resources. To counter what saw he saw as a lack
of intellectual rigor in market analysis, Rodgers created a strate-
gic marketing group in 2007. The group conducted analyses using
both public data and information obtained from external sources
such as Gartner. In addition to doing market assessment, the group

conducted initial negotiations with potential acquisitions, devel-
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oped analytical tools for product planning, and monitored prod-
uct launch processes. If the proposed new venture passed both the
technology screening and market assessment, it was reviewed by
the executive board. If the board approved the idea, the next step

was to identify a potential CEO for the new venture.

Launching

Once the CEO was identified, the final step was to negotiate a
plan for the new venture. This three-month exercise culminated
with the development of a thirty-page business plan that included
a “one-page plan.” The one-page plan followed a highly structured
format that summarized the new venture’s profit-and-loss state-
ment, cash flow, investment requirements, preferred and common
stock prices, market value, and ownership structure covering the
first four years of the new venture. Just as in a venture-funded start-
up, the plan had to include all costs; for example, if the start-up
planned to use the Cypress sales force, a market rate commission
would be included. The one-page plan was designed to answer
two questions: (1) What is the potential payoff from the start-up?
(2) How much will Cypress have to invest to achieve the forecasted
results? The new start-up could get help with sales, technology, fi-
nance, tax, marketing, and administration from Cypress or develop
its own processes.

Deciding whether to invest in the start-up was based on whether
the it would generate sufficient revenue and profit to make a mean-
ingful contribution to Cypress’s market value when brought into
Cypress or spun out as an independent company. This meant that
the start-up needed to generate annual revenues of $40 million per
year with a pretax profit of over 20 percent and prospects for con-
tinued growth. Cypress would also apply the standards of an exter-
nal investor—for example, “Will we get five-to-one to ten-to-one
returns on our investment?” The total cost of the investment was

the amount of money invested in the start-up until the new venture
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began to generate a positive cash flow. If Cypress decided to invest
in an internal start-up, it provided all the venture capital for the
new business in return for an ownership share. The start-up com-
pany was given its own separate stock. The criteria for the spin-in
or spin-out were specified in advance, at the time the new ventures
first reached $10 million in quarterly revenues.

As with any other start-up, a board of directors was elected.
Rodgers (or another Cypress executive) served as the chair of the
board. The venture CEO, other Cypress executives, or knowledge-
able outsiders could also sit on the board, and they could recruit
outside board members with relevant expertise. Although Cypress
maintained voting control of the new venture, the board could
include a majority of outside directors. The start-up’s board met
quarterly on a formal basis and more frequently on an informal
basis to deal with specific issues. The focus of those meetings was
on evaluating the progress of the new venture compared to the

one-page plan.

Managing
Rodgers believed that start-ups need the freedom to operate in-
dependently, manage their own finances, hire their own people,
and build their own organizations. One key element is that start-
ups should be physically separated from the larger organization. A
separate facility also allows the start-up to build a unique identity.
While in a typical start-up the CEO spends 40 to 60 percent of
his or her time chasing money and managing the investors, with
Cypress the start-up got funding every quarter as long as it main-
tained performance in line with the plan and stayed focused on
developing the product and growing the revenue pipeline. Quar-
terly reviews assessed the new venture’s performance against the
milestones in the plan. Performance against the targets in the one-
page plan drove investments, allocation of stock, and market value

of the venture.
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Despite the start-ups’ need for independence, Rodgers was con-
vinced that they need a great deal of discipline to be successful.
In his view, the processes Cypress had created provided that dis-
cipline. He noted that any start-up is likely to sacrifice quality to
meet other goals and may ignore or downplay some problems to
meet targets. Start-ups are also unlikely to fully document designs
and processes. While start-ups at Cypress can choose to use what-
ever processes they like, there is pressure to comply with Cypress’s
detailed process for product planning, documentation, and quality
control. One of the start-up CEOs acknowledged that the formal
systems sometimes can feel cumbersome but appreciated the thor-
ough thought processes that they required.

Graduating

The plan for most new ventures is that they will end within five
years. There are a number of ways a venture can end. One out-
come 1s to spin the new business out of Cypress—in other words,
take the new venture public. In this case, new investors, not Cy-
press shareholders, create the market for start-up employees’ com-
mon stock, potentially at a price well above what was specified in
the initial one-page plan. A second outcome is to integrate the new
venture back into Cypress. This possibility is clearly discussed in the
initial negotiations establishing the start-up. In this case, Cypress
will purchase the common stock of the new venture’s employees at
its estimated market value based on the total size of the investment
Cypress made and the success the venture had in reaching its goals.
After the acquisition, the venture employees are offered positions
back in Cypress, typically to continue to build the new business.
Finally, if the start-up is not successful in meeting its objectives or if
Cypress is no longer committed to the project, Cypress may sell its
preferred shares (and controlling interest) to another company or

investor or, in the worst case, sell off the assets.
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Results

By 2012, Cypress had funded eleven internal start-ups and ac-
quired two others. The start-ups were created to facilitate going
into a new business or to exploit a new technology that generally
shared some common features with Cypress’s operations. For ex-
ample, a start-up might share Cypress’s customer base, take ad-
vantage of Cypress’s competencies in design or manufacturing,
or use other Cypress products. By Rodgers’s standards, the new
venture strategy had produced one megawinner (SunPower), one
big winner (Cypress Microsystems), two reasonable successes, and
five flops, with the jury still out on the others. In the case of Sun-
Power, Cypress was able to distribute $2.6 billion to shareholders
tax free. Cypress Microsystems developed technology that today
accounts for one-third of Cypress’s annual sales and is growing at

an annual rate of 45 percent.

Lessons Learned

Is this new approach successful? It provides a systematic way to
generate, screen, and launch new ventures. It is managed with se-
nior executive support and oversight and provides flexibility for the
new venture to develop its own identity and alignment. It is simi-
lar to the examples we’ve seen at Flextronics and Hewlett-Packard
but more systematic and repeatable. However, as one of the key
technology architects observed, “The strengths of Cypress are re-
peatability and constant learning”; its weakness 13 “too much de-
pendence on processes not people—especially at the fuzzy front
end. There is too much belief that if we spec something, it will
happen.” Can the new ventures truly separate themselves from
the strong Cypress culture? Can the senior managers tolerate the
very different alignments that ambidexterity requires—or will the
gravitational pull of the exploit organization overcome the explore
initiatives? These are the challenges and risks inherent in the am-

bidextrous design.
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Putting It All Together

These examples illustrate how six different leaders attempted to
organically generate new businesses—to explore and exploit. And
while each example is unique in some respects, there are some im-
portant commonalities across them that contributed to their suc-
cess. The question is what these are and what lessons we might draw
about the ingredients for ambidexterity. We see three common ele-

ments as strengths and one potential weakness in these examples.

Strengths

Perhaps the most important commonality to flag among these ex-
amples is how the exploratory units were able to leverage assets
from the larger organization to give them a competitive advantage.
In several instances, these were technological assets (Cypress, Ciba
Vision, HP); in others they were the use of the brand and access
to customers (USA Today, Flextronics, DaVita, Cypress). The real
advantage of ambidexterity lies in the ability of the new venture to
gain a head start over de novo competitors by using assets and ca-
pabilities that the competitors don’t have and will have to develop.
This advantage comes not simply from capital. Venture capitalists
can provide a start-up with the financing needed. What our exam-
ples illustrate is that under the right circumstances, the exploratory
unit can leverage the learning from the exploitative unit in ways
that give it a competitive advantage. In the case of Elementum, for
example, developing the supply chain software can be done by any
start-up in this domain. What start-ups don’t have are the data pro-
vided by Flextronics and the access to customers that it provides.
There are numerous websites that aggregate news and provide it
to consumers on their mobile devices. What USA Today offers that
competitors lack is a reputation and the original content (print and
video) provided by the newspaper and television stations. If these
assets are valuable to customers, then the exploratory unit should

have a competitive advantage over de novo competitors.
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A second commonality that characterizes our examples is the
senior-level support each received. As we saw in the earlier chap-
ters, there are often good reasons that new ventures are seen as
distractions or threats to the existing business. The capital alloca-
tion to the explore businesses is invariably more uncertain than the
returns that can be gained by reinvesting in the existing business.
Without continuous top management support, exploratory units
are often starved of resources (talent, technology, and capital).
This was evident in the HP example, where senior management
allocated $10 million for the portables unit, but it was diverted to
more short-term use in the flatbed business. In every one of our
examples, it was only when there was senior management attention
that the exploratory unit was able to consistently get the resources
it needed. When that support waned, the exploratory unit often
suffered. For example, when Glenn Bradley stepped down at Ciba
Vision, his successor stopped all disruptive innovation and concen-
trated entirely on incremental improvements in existing products
and technologies.

A second important role that senior management serves is to
manage the interface between the new business and the mature
one and to resolve the inevitable conflicts that occur. The added
value of ambidexterity is that it allows valuable resources of the
mature business to be applied to new ones. Without this leader-
ship intervention, the business has standalone units and no chance
to leverage the skills and learnings from one business to another.
However, even with the best of intentions, there will be conflicts
between the new unit and the old. Without senior management
intervention, these disagreements will almost always end with the
mature business dominating to the detriment of the start-up—at
least until the new unit has demonstrated that it is a viable busi-
ness. Nader Mikhail, the CEO of Elementum, is explicit in noting
that without the Flextronics CEO’s oversight, the new unit would
have failed.
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A third important commonality across all examples was the im-
portance of separating the exploratory unit from the larger orga-
nization. Although arguments can be made for the efficiency of
using existing facilities, in all our cases the new unit was physically
separated from the main organization. Leaders of these new busi-
nesses emphasized that this separation was critical to break free
of the old structure and processes and provide a new beginning,
Without this distance, the inertia of the old mind-set can under-
mine the focus and energy required to grow a new business. This
was evident in the initial failures of the HP portable efforts when
the teams were embedded in the larger flatbed business. The quasi-
division was moved to a separate facility, which was also the case
with Ciba Vision and Flextronics. T. J. Rodgers at Cypress is ada-
mant that the new entrepreneurial businesses need to move out of
Cypress headquarters and focus on their new business without the
distractions of the existing business. At USA Today, the online unit
was on a separate floor of the building. Note that having a separate
physical space is not the same as spinning out the explore business
as a standalone unit. The explore business is still leveraging the
requisite skills and capabilities of the larger organization, but hav-
ing a separate physical space allows the explore business to develop

its own identity and culture.

Weaknesses

If ambidexterity is to become an organizational capability, it needs
to be repeatable and not a one-off event. What is potentially wor-
risome about several of our examples is that they reflect the ef-
forts of a single individual rather than a process. At USA Today,
Ciba Vision, and HP, the new ventures emerged from the insights
and actions of a leader. While that is commendable, if these efforts
are not repeatable, the mature organization is likely to kill the new
initiatives. When the leader moves on, there is no guarantee that

the new person will have the same strategic insight or ability to
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execute. In two of the other three examples (DaVita, Flextronics),
the insight emerged from a strategic planning process but became
real only because the CEO legitimated the new venture. There is
no guarantee that future ideas, however promising, will be given re-
sources; that is, the strategic planning process is decoupled from the
resources needed for execution. Only the Cypress process appears
to be a repeatable process with dedicated funding for future new
ventures. The risk is that without such a process, there is no way to

systematically link strategic insight to strategic execution.

Conclusion

As we have seen, the inertial forces associated with exploitation
tend to overwhelm new initiatives, especially when the new busi-
ness threatens the old. Based on these examples, it appears that
overcoming these inertial forces requires ambidextrous leaders to

do, at a minimum, three important things:

1. Identify existing organizational assets and capabilities that can
provide the exploratory venture with a competitive advantage

over de novo competitors.

2. Provide senior management support and oversight to ensure
that the inertia from the exploitative business does not under-
mine the new start-up. This includes ensuring that the new
venture gets the resources it needs, the leaders of the new
business are held accountable for meeting milestones, and the
interface between the old and new businesses is managed in a

way that minimizes unproductive friction.

3. Legitimate the separation of the new venture so that it can
achieve the alignment of people, structure, and culture that it
needs to be successful without the intrusion or “help” from the

mature side of the business.
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While these are comparatively easy for us to identity, in practice
they can be difficult to implement. In the next chapter, we will see
in great detail how useful these three practices are by examining in
detail how two organizations attempted to implement them—one
of which got it right and the other almost right—with very differ-
ent consequences. When coupled with the six examples described
here, these two detailed examples will permit us to suggest a tem-
plate for ambidexterity that can be applied across a range of com-

panies in different industries and of different sizes.






Chapter b

GETTING IT RIGHT
VERSUS ALMOST RIGHT

The difference between the right word
and the almost right word is the difference
between lightning and a lightning bug.
MARK TWAIN

WHILE USEFUL, the examples we have already provided mostly repre-
sent one-off attempts to generate exploratory businesses. With the
exception of Cypress, they illustrate how leaders made decisions
to foster a breakthrough idea rather than a systematic, repeatable
process for incubating new businesses. In this chapter, we explore
in some detail two sophisticated processes that were explicitly de-
signed to drive significant organic growth within two well-managed
corporations, IBM and Cisco. As we will see, the IBM approach
was a success, resulting in $15 billion in top-line growth over a five-
year period. Although implemented in a very large company; it of-
fers a potential template for other organizations, large and small,
and illustrates the elements needed for successful ambidexterity.
It is similar in many ways to the federation of entrepreneurs ap-
proach that Cypress developed, despite the difference in the size
of these enterprises. In contrast, Cisco Systems designed a compa-
rable process to spur organic growth, but after some initial success,
it killed the process. While similar in many respects, the Cisco effort
was different from IBM in two important ways, and these spelled
the difference between success and failure. By comparing these two

processes, and combining them with the lessons from Chapter 4,
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we identify some pragmatic guidelines for how leaders can think

about implementing ambidexterity across a wide variety of settings.

Getting It Right: Ambidexterity at IBM

In the early 1990s, IBM’s stock price was the lowest it had been
since 1983, and many Wall Street analysts had written it off as a
company.! By 1992, more than 60,000 jobs had been lost, and in
spite of John Akers’s (the CEO until 1993) efforts at transformation,
the company was failing. When Lou Gerstner took over in 1993 as
CEQ, the services unit was 27 percent of revenues, and the software
unit didn’t even exist. In 2001, services and software were $35 billion
and $13 billion businesses, respectively, and combined, they repre-
sented 58 percent of total revenues. IBM’s market cap had increased
from $30 billion in 1993 to $173 billion. The share price over that
period increased seven times. Today IBM has revenues of over $100
billion, more than 85 percent from software and services. This is a
remarkable evolution and a powerful story of ambidexterity.
During a twenty-year period, IBM went from success to failure
to success and from a technology company to a broad-based solu-
tions provider to perhaps an exemplar of the new world of open
systems and on-demand capabilities. Unlike other great technical
companies such as Xerox, Philips, Hewlett-Packard, and Polaroid
that have struggled to capture the benefits of their innovations,
IBM has been able to leverage its intellectual capital into businesses
as diverse as life sciences, automotive, and banking—and make

healthy profits along the way.

The Evolution of IBM: Success, Failure, and Success
Through the mid-1980s IBM was the dominant player in the
world’s computer industry and enjoyed 40 percent of the industry’s
sales and 70 percent of its profit. In 1990 its sales were five times its

nearest rival, but growth had slowed to less than 6 percent. By 1991
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its stock price had reached the lowest point since 1983. From 1986
to 1993, IBM took $28 billion in charges and cut 125,000 people
from its payroll—after avoiding layofls for more than seventy years.

On January 26, 1993, in the face of a looming disaster, CEO
John Akers resigned. After a seven-month search, Lou Gerstner
was appointed as CEO, the first outsider to run IBM 1in its his-
tory. Reflecting the company’s condition, a Business Week reporter
described Gerstner’s appointment as “the toughest job in Corpo-
rate America today.”? In describing why IBM was failing, Gerstner
observed, “What happened to this company was not an act of God,
some mysterious biblical plague sent down from on high. It’s sim-
ple. People took our business away.”® More startling, after reviewing
IBM’s strategies, he concluded that “the company didn’t lack for
smart, talented people. Its problems weren’t fundamentally techni-
cal in nature. It had file drawers full of winning strategies. Yet the
company was frozen in place. . . . The fundamental issue in my
view is execution. Strategy is execution.” What IBM lacked was not
the ability to foresee threats and opportunities but the capability to
reallocate assets and reconfigure the organization to address these.

After stabilizing the company in the mid-1990s, Gerstner de-
scribed IBM’s approach this way: “Our bet was this: Over the next
decade, customers would increasingly value companies that could
provide solutions—solutions that integrated technology from vari-
ous suppliers and, more importantly, integrated technology into
the processes of the enterprise.”* The core capability required to
execute this strategy was the ability to integrate systems to solve
customers’ business problems, and open middleware (the software
that permits applications to be used across a variety of platforms)
and services were key to this. Commenting on whether IBM, a tra-
ditional hardware company, could make this transition, Gerstner
said, “Services is entirely different. In services, you don’t make a
product and sell it. You sell a capability . . . this is the kind of capa-

bility you cannot acquire.”
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How was IBM able to make this transformation? While the
broad story of IBM’s rise, fall, and transformation has been well-
documented elsewhere,® a part of this story that is essential is not
widely appreciated—a story about strategy and execution and how
IBM combines the two. It is an illustration of how a current buzz-
word in strategy, dynamic capabilities, is made real and used to help
the company succeed in mature businesses like mainframe comput-
ers as well as move into new ones like digital media. It is a lesson in
how theory and practice combine to develop new insights that are
useful for business and generate new thinking about strategy.” Iron-
ically, it 1s also an illustration of the innovation streams framework
and the variation-selection-retention logic of evolutionary biology
described in Chapter 3.

Exploitation and Exploration:
Emerging Business Opportunities

In September 1999, Lou Gerstner was reading a monthly report
that current financial pressures had forced a business unit to discon-
tinue funding of a promising new initiative. Gerstner was incensed
and demanded, “Why do we consistently miss the emergence of
new industries?” Underscoring this question were the results of a
study by the IBM strategy group documenting how the company
had failed to capture value from twenty-nine separate technolo-
gies and businesses that the company had developed but failed to
commercialize. For example, IBM developed the first commercial
router, but Cisco dominated that market. As early as 1996, IBM
had developed technologies to accelerate the performance of the
web, but Akamai, a second mover, had the product vision to capture
this market. Early on, IBM developed speech recognition software,
but it was eclipsed by Nuance. Technologies in RFID, business in-
telligence, e-sourcing, and pervasive computing all represented dis-
turbing examples of missed opportunities for the company. In each

instance, the conclusion was that IBM had the potential to win in
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these markets but had failed to take advantage of the opportunity.

The question was why this had happened.

A detailed internal analysis of why the company missed these

markets revealed six major reasons IBM routinely missed new tech-

nology and market opportunities:

L.

T he existing management system rewarded execution directed at short-term
results and did not value strategic business building. IBM was driven
by process. The dominant leadership style rewarded within
the company was to execute flawlessly on immediate opportu-
nities, not to pioneer into a new area. Breakthrough thinking

was not a valued leadership capability.

The company was preoccupred with current served markets and existing
offerings. Processes were designed to listen intently to existing
customers and focus on traditional markets, a process that
made it slow to recognize disruptive technologies or new mar-

kets and business models.

The business model emphasized sustained profit and earnings per share
umprovement rather than actions oriented toward higher prices and earn-
wings. The emphasis was on improving the profitability of a sta-
ble portfolio of businesses rather than accelerating innovation.
The unrealistic expectation was that new businesses needed to

break even within a year or two.

The firm’s approach to gathering and using market insight was inade-
quate for embryonic markets. The insistence on fact-based financial
analysis hindered the ability to generate market intelligence
for new and ambiguous markets. Market insights that lacked

this analysis were often ignored or dismissed.

The business lacked established disciplines for selecting, experimenting, fund-
ing, and terminating new-growth businesses. Even when new growth
business opportunities were identified, management systems

failed to provide funding or restricted their ability to develop
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creative new businesses. Worse, leaders applied mature business
processes to growth opportunities, with the result that they often

starved or smothered these new ventures.

6. Once selected, many new ventures failed in execution. They lacked the
entrepreneurial leadership skills for designing new business
models and building growth businesses. They also lacked the

patience and persistence that new start-ups require.

Interestingly, the first three root causes were directly related to much
of IBM’s success in mature markets: an obsessive focus on short-
term results, careful attention to major customers and markets, and
an emphasis on improving profitability that contributed to the firm’s
ability to exploit mature markets but made it difficult to explore new
spaces. The alignment that made the company a disciplined ma-
chine when competing in mature businesses was directly opposed to
that needed to be successful in emerging markets and technologies.
As aresult of this analysis and the discussions it generated among
senior management, a series of recommendations made permitted
the company to succeed at both exploitation in mature markets and
exploration in growth areas. These decisions resulted in the devel-
opment of the Emerging Business Opportunity (EBO) initiative in
2000. Between 2000 and 2005, EBOs added $15.2 billion to IBM’s
top line. While acquisitions over this period added only 9 percent,
EBOs added 19 percent. This process has enabled the company to
explore and exploit—to both enter new businesses and to remain

competitive in mature ones.

Organizational Evolution and Adaptation:
The EBO Process

Rooted in the company’s failure to meet its revenue growth goals,
the EBO project team was formed to explicitly address IBM’s
chronic failure to rapidly and successfully pursue new market op-

portunities. A foundational insight of the team was the recogni-
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tion that a company’s portfolio of businesses could be divided into
three horizons: (1) current core businesses, (2) growth businesses,
and (3) future growth businesses—with each type of business hav-
ing unique challenges and requiring a different organizational ar-
chitecture (see Figure 5.1).> IBM’s mistake had been an unwitting
focus on horizon 1 and 2 businesses to the exclusion of horizon 3.
Interviews with senior managers reinforced this conclusion, with
comments about how corporate staff had become “an army of bu-
reaucrats” who inhibited rather than facilitated new growth.
Armed with this understanding, the team realized that what was
needed was an explicit system that provided for the identification,
founding, development, and leadership of new-growth businesses.
This process needed to acknowledge that the primary business
model that made IBM’s mature businesses successful was stifling
the formation of new-growth opportunities. What was required was

an explicit, replicable process with clear senior executive ownership
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for generating new businesses and processes that would permit the
company to systematically explore new-growth opportunities. In
July 2000, Gerstner announced the appointment of John Thomp-
son, head of the software group, as vice chairman and head of
the new EBO initiative. Thompson, a thirty-four-year veteran of
the company, was widely respected throughout the company for his
skills as an operating manager and a strategist.

With a limited staff, Thompson began by working with groups
to develop an EBO management and funding process and disci-
plined mechanisms for cross-company alignment. To be an EBO
candidate, each potential business had to meet the following clear

selection criteria:

* Strategic alignment with the IBM corporate strategy. As Gary Co-
hen, then vice president of strategy, said, “Often we get ideas
that are very promising, but we can’t find a way to turn them
into a business with revenues and profits.” Other ideas may be
great business opportunities but don’t fit within the company’s

strategic direction, so these are offered to venture capitalists.

* Cross-IBM leverage. The EBO corporate process is focused on
generating new businesses that cut across the IBM organiza-
tion. For instance, the opportunity in the Life Sciences EBO
was to sell hardware, software, and consulting to health care
businesses affected by the need to deal with the information-
intensive demands resulting from electronic data records and
personalized medicine. Although a similar process can and
does work to stimulate new businesses within lines of busi-
ness, the corporate effort is explicitly aimed at cross-business

opportunities.

o New source of customer value. An explicit goal of the use of EBOs is
to explore and scale new business models and capabilities. Ideas
that allow the company to move into new domains and test new

business models are preferred over better-understood models.
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o 81 billion plus revenue potential. Since an explicit goal of the EBO
nitiative is top-line growth, ideas need to hold out the potential

of growing into a billion-dollar market within three to five years.

» Market leadershyp. New business ideas must provide the opportu-
nity for IBM to emerge as the market leader. For instance, in de-
ciding to enter the life sciences market, there was a recognition
that early success could result in the establishment of industry

standards and protocols that could offer network externalities.

* Sustained profit. Some ideas hold out the promise of rapid rev-
enue growth but also the likelihood that new competitors will
rapidly commoditize the business. Therefore, new ideas are
screened to ensure that they have a good chance for the busi-

ness to sustain profitability.

Bruce Harreld, senior vice president of strategy who replaced
Thompson as head of the EBO effort, makes clear that these aren’t
product upgrades or just technical opportunities; they’re business
opportunities that they can commercialize and turn into revenue-
producing businesses. In other words, they are emerging because
they are somehow changing the dynamics in the marketplace. Fig-
ure 5.2 shows the criteria for both founding a new EBO and the re-
quirements for it to “graduate” or be integrated back into the larger
organization.

Each EBO leader reports to a business unit head (e.g., hardware,
software, or global services) and to the senior executive responsible
for new-growth opportunities. This dual reporting provides corpo-
rate oversight to ensure that milestones are being met and resources
allocated, as well as provide for collaboration across businesses and
the opportunity to quickly resolve issues as they arise.

In 2000, seven EBOs were chartered, including Linux, Life Sci-
ences, Pervasive Computing, Digital Media, and Network Processors.
Four of these have become successful businesses and “graduated”

from their EBO status to become growth businesses and several
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failed. Figure 5.3 shows the growth and financial performance of
EBOs between 2001 and 2006.

Variation: Establishing a New EBO

To identify emerging business opportunities that warrant the atten-
tion of senior management, IBM has a formal semiannual process
in which ideas are solicited from both within the company (IBM
Fellows and Distinguished Engineers, R&D, marketing, sales) and
outside (e.g., customers, venture capitalists, external experts). These
suggestions help identify disruptive technologies, new business
models, and attractive new markets. This effort typically resulted in
more than 150 ideas.

These are scrutinized and reduced to twenty or so, and small
teams are formed to do a more detailed strategic analysis. Based
on these findings, Harreld begins to socialize promising ideas
among senior executives and customers to determine acceptance.
Once 1deas have passed this test, the strategy group then does a

deep dive to properly vet the market opportunity. In evaluating
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ideas, Harreld is blunt: “I’'m not interested in new technologies.
I’'m interested in building new billion-dollar businesses. Betting on
the right new business venture comes down to linking great ideas
to real customer benefits—that is, to clear commercial opportuni-
ties.” Of the 150 plus ideas generated each year, only a few are

chosen as new EBOs.

Selection: Running the Experiment
Once an EBO is formed, Harreld and the corporate strategy group

act as the agent and partner for it. Think of them as venture capi-
talists who have invested in a start-up. They meet with the EBO
leaders monthly to review progress, refine strategy, and help them
get the right people and alignment to ensure execution. They also
make sure that their funding is protected and going to the right
places. Harreld is quick to point out, however, that “we don’t run
these ventures from corporate. They belong to the business units.
.. . Together we help the managers figure out what’s going well,
what’s not, and what to try next.” Harreld sees six key principles as

critical for the success of an EBO.
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Active and Frequent Senior-Level Sponsorship

One of the lessons learned in the strategy group study of IBM’s
failures to enter new businesses was the lack of senior manage-
ment attention paid to new ventures. Understandably, high-level
executives are often preoccupied with ensuring the success of the
large businesses that provide today’s profit and growth, especially
when these businesses are under threat. However, without senior
management support, new ventures can easily be overlooked or
starved of resources. To solve this problem, all EBOs are required
to have active sponsorship from a senior vice president in the line
of business, active involvement of the finance organization, and
with Harreld in the strategy group. Bruce meets monthly with both
the EBO leader and the person in the line of business to whom the
EBO reports. These meetings with Harreld and his staff, lasting
from two to four hours, are to review milestones, ensure clarity
of strategy and organizational alignment, and provide the support
needed when initiating new ventures. From the EBO leader’s per-
spective, these frequent meetings can be equivalent to a root canal,

but they ensure active senior oversight and support.

Dedicated A-Team Leadership

Historically, when IBM chose leaders for new-growth initiatives,
the tendency was to select younger, less experienced people to
manage the projects. The logic was that younger leaders would be
less imbued with the “IBM way” and more likely to try new ap-
proaches. These leaders often failed. What the company learned
was that younger managers often lacked the networks and cred-
ibility needed to nurture an embryonic business within the larger
company. “We were not putting the best and brightest” on these
projects, said Harreld. Today the approach is just the opposite:
“We bring in very experienced people, who have built big busi-
nesses, have learned a lot along the way, who understand IBM, and

are comfortable knowing what to change and what to test.” But



Getting It Right Versus Almost Right 155

running emerging businesses is very different from mature ones,
so new leaders are selected and trained in the skills needed for the
emerging opportunities (see Table 5.1). Harreld pointed out that
“in established business it’s all about keeping things under control.
These guys are so buttoned up. You bring them into a new business
area, and it’s almost hilarious. . . . With an EBO, there’s a lot you
don’t know and you have to discover, learn, and adjust. ” The chal-
lenge, unlike in mature businesses, is not to empire build and staff
up quickly but to get strategic clarity.

For example, in 2000 Rod Adkins was a star within IBM,
charged with running the thriving UNIX business with 35,000 em-
ployees and $4 billion in sales. When he was chosen to run the new
pervasive computing EBO, a business with zero revenues, his first
thought was that he had been fired. It was only after Sam Palmi-
sano (Gerstner’s replacement and CEO from 2003 to 2012), the
CEQ, explained how important this new initiative was and why
Adkins’s skills were critical, that he understood the importance of

the business to the future of the company.’ Over time, the success

TABLES5.1 EBO Leadership Training

* Manage a portfolio of related experiments, projects.
e [nitiate activities that are directionally correct.
* Play a major communication role inside and outside.
e Establish and communicate a clear vision.
 Create an extended team for advice and counsel.
» Balance opposing factors to imagine future possibilities that are currently unrecognized
market needs.
¢ Develop market and technical sophistication.
* Sustain interest in as-yet unprofitable projects.
* Recognize when to continue and when to abandon an idea.
¢ Understand the organizational politics.
 Adopt an affiliative leadership style.
e Coach/mentor selected employees.

e Thoroughly understand the customer’s business.
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of the EBO effort within the company has made running an EBO

a desirable job, with people volunteering to run them.

Disciplined Mechanisms for Cross-Company Alignment

Since an explicit goal of the EBO process is to address business op-
portunities across the company and leverage assets and capabilities
from the larger organization, careful attention is paid to ensuring
that the line businesses provide the requisite support, even when it
may run counter to their short-term interests. For example, early
in the building of one of the EBOs, it became clear that building
a consulting team to support clients was necessary. However, that
would have a negative impact on the consulting group’s utilization
and profits. To overcome this short-term obstacle, the EBO team
agreed to fund the staffing while the consulting group did the actual
hiring and training. This ensured timely building of the consulting
team without compromising the longer-term integration of these

consultants into the larger consulting group.

Resources Fenced—and Monitored—to Avoid Premature Cuts

It 1s one thing to allocate funds for a new initiative and another to
ensure that the funds are spent according to plan. Too often, mature
businesses, in the face of competition, “reallocate” funds to existing
businesses. For instance, as we saw in the previous chapter, Hewlett-
Packard struggled for years to enter the portable scanner business,
but the allocated funds were routinely siphoned off to help the mature
flatbed business.'” To prevent this, IBM’s EBOs are funded through
their line of business, but the process is carefully monitored to make
sure that the new business receives its full funding—and, when

needed, it can receive further injections of resources from corporate.

Actions Linked to Critical Milestones

One reason that many companies have been unsuccessful in their

attempts at internal ventures is that emerging businesses often limp



Getting It Right Versus Almost Right 157

along for years, never achieving success.!' A key learning from the
EBO experience has been the need to carefully define and monitor
progress in meeting milestones. Businesses are measured against
these milestones and not the financial metrics of their line of busi-
ness. This protects embryonic ventures from being killed too early
for a failure to achieve mature business targets. Milestones are re-

viewed in the monthly meeting with Bruce Harreld.

Quick Start, Quick Stop

Harreld has learned that speed is often essential in establishing new
ventures. Therefore, if the new business doesn’t meet its milestones
and connect with customers, it needs to be stopped or morphed into
something else. The intent is to get into the market quickly with an

experiment, learn from it, and adjust accordingly or stop the effort.

Retention: Moving from a Horizon 3
to Horizon 2 Business
By 2003, the original seven EBOs had grown to eighteen. Since
the routine was to meet monthly with each EBO and business
unit leader, Harreld found himself spending more and more time
managing existing EBOs. He realized that he was becoming a
bottleneck to the EBO process. If IBM were to leverage the EBO
methodology, they would have to “graduate” businesses as they
grew and the process would have to become more decentralized
within the corporation. With CEO Palmisano’s encouragement,
Harreld created a set of criteria to ascertain when an EBO would
be graduated to become a growth business and absorbed into the

line of business:
* A strong leadership team in place
* A clearly articulated strategy for profit contribution
» Early market success

* A proven customer value proposition for the customer
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If the EBO met these criteria, it would be large enough to be suc-
cessful on its own and not be undermined by the existing business.
In 2003, fifteen of the EBOs graduated. Two of the original EBOs,
Linux and Pervasive Computing, are now critical parts in growth
business units. Between 2000 and 2006, twenty-five EBOs were
launched. Three of these failed and were closed, but the remaining
twenty-two produced more than $25 billion in revenue.

Since 2007, the EBO process has also been decentralized so
that separate lines of business (e.g., software or hardware) now de-
velop their own EBOs. Throughout the company, these are used
to extend capabilities into new domains and scale business models.
Corporate EBOs have included sensors and actuators, information-
based medicine, retail on demand, WebFountain (a set of technolo-
gies for analyzing unstructured data), and new business models for
emerging economies. In Harreld’s view, these corporate EBOs are
often about the cannibalization of existing businesses—the very
initiatives that are likely to be killed if corporate leadership doesn’t
push them. Ginni Rometty, former head of IBM’s consulting busi-
ness and now the CEQO, echoed this sentiment, observing that “if
you don’t innovate you get commoditized” and acknowledging that
new businesses that are a threat to the existing business model “are

either dumbed down or starved” by the larger business.

An lllustration: The Life Sciences EBO

In 1999, Carol Kovac was running a 700-person business within
IBM’s research organization. In 2000 she was asked to start a new
life sciences business with one person reporting to her. Market stud-
ies suggested there were significant scientific and market opportu-
nities in applying high-performance computing and information
technology to the emerging areas of biotechnology and personal-
ized medicine, but an earlier IBM effort in this area had recently
failed. Carol, who had been agitating for the company to move into

this domain, was asked to head the new Life Sciences EBO.
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For Carol, the opportunity was to help customers in academia,
government, pharmaceuticals, and hospitals integrate the massive
amounts of information that the new techniques in chemistry and
biology were generating. Harreld noted that the opportunities were
enormous, so it was hard to figure out where to start. Although
the initial instinct was to target a half-dozen potential opportuni-
ties, the decision was made to focus on only a couple. “Otherwise,”
Harreld said, “you end up chasing everything and you end up with
nothing.” To succeed would require IBM not to sell existing prod-
ucts but to help customers develop integrated solutions. This re-
quired both thought leadership and integration across three major
IBM silos. More difficult from the perspective of the head of each
of these silos, any life sciences business would be seen as a small
increment in sales—probably not worth the effort. However, from
IBM’s perspective, this new market represented a potential $1 bil-
lion market within three or four years.

Between April 2000 when Kovac began and November 2006
when she left, the life sciences business grew to a $5 billion busi-
ness with hundreds of Ph.D.s in life sciences. In managing this
process, Carol graduated some of her early businesses and gener-
ated a new EBO in information-based medicine. To accomplish
this required her to establish an organization with different people,
systems, structures, rewards, and culture from the larger line of
business through which she reported. This happened only because
the EBO process provided her with the support necessary to le-
verage across the three silos. For example, when she needed the
server group to provide support for the high-performance comput-
ing, John Thompson ensured that it happened. When she formed
new partnerships that caused friction with the part of IBM in
charge of developer relationships, senior intervention was needed.
When she needed consulting and sales support from the consult-
ing arm of the company, Thompson and Harreld brokered that.
Kovac pointed out that the short-term goals of mature businesses
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(horizon 1) seldom align with those of horizon 3 businesses. They
typically have little incentive to participate with what are seen as
“dinky little businesses.” Worse, the horizon 3 business may actu-
ally threaten the mature business, especially if it is exploring dis-
ruptive technologies and business models.

In reflecting on what the leadership challenges were, Kovac
noted, “One of the key jobs of the ambidextrous leader is to pro-
tect the EBO and take away some of the constraints. You need to
protect the group so they can be mostly external in what they do.”
Over time, she observed, discipline and a more internal focus be-
come more necessary. But if you graduate too early, you risk getting
evaluated as a mature business. “It’s like becoming a teenager—old
enough to function but facing a mess of rules you may not want to
deal with.” It’s fundamentally a balancing act.

Although the market opportunity in life sciences was recognized
in 1998, several early attempts to enter this market failed. Funding
from the lines of business wasn’t forthcoming, there was a lack of
entrepreneurial leadership, and the IBM processes and metrics that
helped mature businesses actively worked against the establishment
of the new venture. It was only with the development of the EBO
process that these barriers were removed. The combination of a
clear strategic intent, guaranteed funding, senior-level sponsorship,
entrepreneurial leaders, and an aligned organization were required
for the venture to succeed.

Without the senior-level support and faced with the opposition
Kovac encountered, many entrepreneurial leaders might have quit
and taken their ideas elsewhere. The same issues have led some
firms to isolate their new ventures. But on reflection, this approach
fails to leverage the capabilities and resources of the larger com-
pany. It ignores the critical issues of integration and sharing of re-
sources, and it fails to infuse entreprencurial leadership into the
larger company. Harreld said, “We want to integrate, not insulate

our new ventures. They belong to the business units and need to
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be close to the market. Cross-IBM execution has to be a part of
the basic fabric of the corporation if we are to succeed with our
growth initiatives.” Mike Giersch, a member of the strategy group
and one of the original architects of the EBO process, observed
that the EBOs “enabled the organization to do what it wouldn’t

otherwise be capable of doing.”

Postscript

The EBO process began in 2000 when Gerstner became frustrated
at how the company routinely missed growth opportunities. Al-
though it was successful, by 2008, Sam Palmisano, the then CEO,
became concerned that the individual EBOs weren’t growing fast
enough and that the real opportunities for future growth lay less
with individual businesses than with platforms like cloud comput-
ing. To focus the company’s efforts in these areas, he pushed the
responsibility for the individual EBOs out to the business units and
made them responsible for funding new initiatives. Predictably,
without the attention and funding support from corporate, these
new business initiatives have met with mixed success, and the disci-
pline of the formal corporate EBOs has declined. Once again, the
pressure of the mature businesses simply makes the new initiatives
less important in the short term and more likely to be cut during
tough times.

To address the platform opportunities, Palmisano directed that
several of the existing EBOs be combined into what were renamed
“enterprise initiatives,” and used these to drive future growth. The
company has placed three big platform bets: cloud computing, big
data analytics (popularly known as “Watson”), and mobility. Two
of these, cloud and big data, can trace their origins to EBO initia-
tives. Whether these will be successful in the long term is still un-
clear. Although Wall Street analysts have mixed opinions about this
strategy, the company is continuing to explore and exploit. If, ten

years from today, IBM has succeeded in these efforts, it will have
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once again transformed itself, and the EBO process, by then long-
forgotten, will have been an important ingredient in this next wave

of transformation.

Getting It Almost Right:
Councils and Boards at Cisco

Like IBM, Cisco Systems has also long been concerned with driv-
ing innovation. For many years it has relied on a clever process
of early-stage investments in start-up companies and acquisitions
(more than 130 companies over its lifetime). By being careful to
map customer needs against emerging technologies and using a so-
phisticated integration process, Cisco was able to outsource much
of its research and development and rely on acquisitions for the
development of disruptive innovations.'

In the early 2000s, however, the CEO, John Chambers, be-
came concerned that the company’s hierarchical structure pre-
cluded it from moving quickly into new markets. At the time,
Cisco Systems had roughly $25 billion in revenues, but more than
80 percent of this came from two markets, routers and switches,
in which it held a dominant market share, and sales in these areas
were not growing rapidly. Chambers had promised Wall Street
that the company would grow at 12 to 17 percent annually, and
he understood that this future growth could come only if the firm
broadened into new markets.

In 2007, after attending the World Economic Forum in Davos
and being impressed with a collaboration exercise there, Cham-
bers implemented a new organizational structure, called Councils
and Boards, a multilayered organizational model that emphasized
teams and collaboration across geographies and functional areas.
He thought that by breaking down the traditional silos and encour-
aging bottom-up innovation, he could get new products to mar-

ket faster and encourage growth in areas as diverse as consumer
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products (like the Flip personal video recorder), safety and security,
health care, sports and entertainment, and cloud computing, as

well as newly emerging markets like China and Russia.

Councils and Boards

During the 2001 economic downturn, which cut Cisco’s market capi-
talization from $547 billion to $60 billion in eighteen months, Cham-
bers recognized that the future of Cisco would depend on its ability to
move beyond its core markets of routing and switching, the plumbing
of the Internet.”® To meet market expectations meant that the busi-
ness would need to generate $3 billion to $10 billion in new revenues
every year. To accomplish this feat, Cisco needed to push aggressively
into new businesses, and this required that it change from a rigid and
hierarchical functional structure to one that was more collaborative
and cross-functional. Chambers wanted to do this without breaking
the company into business units because he felt that “breaking into
divisions would create artificial barriers, add redundant overhead,
and increase complexity for the customer.” In Chambers’s view, pro-
ductivity required both operational excellence (economies of scale,
global reach, brand) and innovation (decentralized decision making,
speed, creativity, close to the customer, motivated workforce). But
Chambers also claimed that “without changing the structure of your
organization, I would argue that [innovation] will not work.”"*

His solution was to implement an elaborate system of cross-
functional committees, Councils and Boards. The job of these
groups was to tackle new markets. Councils, of which there were
as many as twelve, were in charge of markets that could reach $10
billion over the coming decade. Boards, of which there were close
to fifty, were responsible for $1 billion markets, typically with a five-
year horizon for growth. Both were supported by working groups
composed of subject matter experts and created as needed and dis-
banded after the problem had been addressed. This effort drew in

more than 750 Cisco executives.
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The nine standing councils reported to the operating commit-
tee that provided funding for new ventures and held the council
members accountable for their growth targets. Each council was
headed by an executive vice president and a senior vice president
(two-in-box) and staffed with functional managers who could speak
for their respective functions. If a member was unable to commit
to a decision, the person was considered inappropriate and was re-
placed by a person who could. The two co-heads were considered
to have 51 percent of the voting power. To ensure collaboration
within the team, 70 percent of the compensation for executives
who staffed the councils and boards was intended to be based on
peer assessments of cooperation and only 30 percent on functional
performance, although in practice this was seldom the case.

Each board was responsible for addressing a $1 billion market
opportunity that almost always represented a new customer seg-
ment for the company. Like councils, boards were cross-functional
teams with rewards to be based on collaboration. David Hsieh, a
vice president of emerging technology, noted that when staffing
these teams, “We think about the management team, not just the
leader. We want a balance of people who know Cisco and out-
siders with domain expertise and a propensity to take risks. We
want people who can make high-risk, low-data decisions and are
comfortable with change. Part of the key is to use influence and
relationships throughout Cisco.” Randy Pond, then executive vice
president of operations, emphasized that for this process to work, it
was imperative that the new teams be incubated outside the main-
line business and that their funding and metrics be different. The
expectation was that a thousand new ideas should translate into
twenty new ventures with fifteen successes.

Like IBM’s EBO, Cisco began the process of identifying new-
business opportunities with an idea generation phase. These new
ideas were generated both from within the firm and through an

open-innovation process that involved outsiders. This included an
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internal website (I-Zone) that solicited ideas from within the com-
pany and a contest (the I-Prize) to involve others outside Cisco. In
2007, this process resulted in 1,200 distinct ideas from 2,500 partic-
ipants from 104 countries. The I-Zone website has produced more
than 300 suggestions. Ideas were evaluated on five criteria: (1) Does
it address a real pain point? (2) Will it appeal to a big enough mar-
ket? (3) Is the timing right? (4) If we pursue the idea, will we be
good at it? and (5) Can we exploit the opportunity for the long run
or will it commoditize quickly? To evaluate these ideas, Cisco often
involved teams of their high-potential managers in their evalua-
tion. Guido Jouret, the executive responsible for this process, noted
that a successful disruption requires both a new technology and a
new business model: “People too often see a technology revolution
when what’s really going on is a business-model innovation.” To be
viable, these new start-ups should be businesses that Cisco was not
already in—1in his terms, an “arm’s length adjacency.”

Armed with an idea, a board then used a common venture
framework (an internal process) to assess the new opportunity
(ideas, filter, incubate, initiate, accelerate, graduate, or eliminate).
It began with a careful evaluation of the financials and market size,
and then followed a careful VSE (vision, strategy, and execution)
process to ensure execution. The vision was about getting agree-
ment on what a success would look like after five years (e.g., Is this
really a $1 billion opportunity? What do we really want to accom-
plish?). The strategy question focused on what it would take in the
next two or three years for Cisco to have a differentiated offering
(e.g., What do we need to do to sustain our differentiation over
multiple generations of products and services?). To increase the
likelihood of success, each new business was highly targeted on a
single market segment or country. The ten-point execution piece
consisted of explicit project plans for accounting, hiring, resource
allocation, time lines, and metrics that needed to be undertaken in

the next twelve to eighteen months. This was about alignment, and
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progress was carefully assessed using a common dashboard. The
execution part used working groups to address specific problems
and followed a careful incubation process with strict guidelines for
recruiting, prototyping, pricing, customer acquisition, validation,
and, if the milestones were met, graduation and integration into
the main business.

In commenting on the importance of the Councils and Boards
process, Hsieh, himself’ a four-time entrepreneur, noted that this
effort allowed the company to keep much of the entrepreneurial
talent that Cisco had acquired from its acquisitions. Marthin De-
Beer, the executive responsible for many of these initiatives, hoped
to have twelve nascent businesses in incubation at any one time.
He expected them to double the growth rate of the main company
with gross margins at or above company levels: “I believe one of
the keys to success will be in eliminating project ideas quickly if
they are not hitting the benchmarks.” Of the ten new businesses
initially funded, including TelePresence (a high-end videoconfer-
encing product), three graduated and one was killed.

Chambers sees this process as a way to drive transformational
change in the way Cisco does business: “What’s clear to me is that
the most important advantage we’ve gained is a structure that al-
lows us to quickly pull together cross-company functional experts
that are empowered to make decisions and drive execution that’s
good for both our customers and our shareholders. . . . Many de-
cisions that used to be left to me are now made by teams of peo-
ple one, two, and three levels down. We move with much greater
speed and efficiency and make even better decisions.” He claimed,
“We’re growing ideas, but we’re growing people as well.” In con-
trast to the Cisco approach, HP also launched a similar videocon-
ferencing product but without much success. Rather than being
nurtured as an internal start-up, this effort has languished within
the printer division and not received the focused attention needed

to incubate a new business.
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TelePresence

To illustrate this process, it is instructive to consider how Cisco has
incubated TelePresence, its high-end videoconferencing product.
In 2005 the estimates were that the amount of Internet traffic ac-
counted for by video would increase tenfold by 2013, twice as fast as
Internet traffic overall, a big market opportunity. The TelePresence
offering combines 65-inch high-definition screens with spatially
sensitive microphones, custom video processing technology, and
networking equipment. Once installed, it is easy to use and requires
little effort to set up a meeting. From its beginning in 2005, Tele-
Presence has gone from two engineers and a one-page plan to gen-
erate revenues of more than $200 million.

The project began with a clear vision of what the market dis-
ruption would look like—reinventing video communication. By De-
cember 2003, they had a crude prototype made with off-the-shelf
parts bought at Fry’s Electronics and Home Depot. To maintain
start-up zeal, DeBeer, the executive then in charge of the Emerging
Technologies Group (ETG), sequestered them from Cisco’s sales
and engineering bureaucracy.

Formerly launched in October 2006, the TelePresence group
graduated from ETG and operates as a separate business within
the Advanced Technology Business, a different engineering group.
The group recently spent $3.2 billion to acquire Tandberg, a Nor-
wegian video conference leader with $900 million in revenue.
Their plan is to make videoconferencing as available as e-mail.
The larger Cisco organization now has 700 TelePresence rooms
and conducts an average 5,500 TelePresence meetings a week. The
estimate 1s that this has saved $290 million in travel costs annually.

As with all other internal venture efforts, the Cisco process was
not perfect. Several observers noted that the large number of coun-
cils and boards “seems like a recipe for endless meetings, manage-
ment confusion, and reduced accountability.” Others worried about

the potential for burnout among participating executives. One man-
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ager reported that he was on three councils, six boards, and five
working groups. Since the process began in 2007, estimates were
that as many as 20 percent of senior executives left the company
during this period, unhappy with the loss of control. But Chambers
rejected these concerns, claiming, “My gut feel is actually that 'm
not spreading us thin enough.”"” He wanted to expand participation
on the councils and boards from 750 executives to more than 3,000.

When Chris Beveridge, a senior manager with the title of ex-
ecutive thought leadership and corporate positioning, was asked
what the big lessons were with this process, he cited several, in-
cluding the importance of having a bold vision for the future, the
willingness of the company to try something new, the benefits of
starting small and focusing on a single pain point, the capability
of Cisco to evolve new ventures quickly, the importance of com-
municating simply and often, and the power of passion. Marthin
DeBeer was more forceful and argued, “This is probably our most
important transition because so many companies get stuck at $20B
or $30B. With this model we expect Cisco to move from $40B to
$80B or $100B. If we didn’t go through this transition, we prob-
ably wouldn’t keep going.”

Postscript

In April 2011, after several quarters of disappointing financial re-
sults Chambers conceded that the new structure had resulted in a
loss in the ability of the company to execute and announced a reor-
ganization that largely eliminated the Councils and Board structure
and focused on five primary areas for future growth. “We have dis-
appointed our investors and confused our employees,” said Cham-
bers.!® The attempt to drive internal growth through innovation
had slowed decision making, stripped away clear accountability,
added bureaucracy, and resulted in a loss of focus on critical priori-
ties. Although a number of the initiatives had been clear successes,

like Telepresence, the overall result was not good for the company.
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Why did the Councils and Boards process fail? Although differ-
ent in the particulars, Cisco, like IBM, was also able to apply the
variation-selection-retention logic of evolutionary biology to drive
internal exploration. In broad terms, the two processes had many
similarities, including a process for generating new business ideas, a
structure to separate explore from exploit businesses, a mechanism
to leverage existing firm assets to explore new markets and technolo-
gies, and a clear process to move from general idea to rigorous exe-
cution (the VSE process). What differentiates the two 1s in the subtle
details of execution, and this accounts for the success of the one and
the failure of the other.

Like IBM, the Cisco process began with commitment from the
top. The CEOs, respectively Palmisano and Chambers, supported
these efforts. However, while the IBM EBO process emphasized
a disciplined approach to identifying, funding, developing and,
when necessary, killing new ventures, Cisco lacked this rigor in
governance. Although it had a systematic process for generating
and screening new business ideas, it lacked a rigorous focus and
oversight of these initiatives. At IBM, new ventures were carefully
staffed, and there was an annual limit to the number of company-
wide new ventures (three or four a year with ten to twelve at a
maximum). At Cisco, there were thirty or forty ideas competing
for management attention and resources. Even worse, as it became
clear to those at Cisco that Chambers was supportive of new-ven-
ture creation, many rushed to participate by joining new ventures
or serving on boards and councils. As these proliferated, the admin-
istrative burden increased and decision making slowed. Geoffrey
Moore, a long-time consultant to Cisco, noted, “It’s chaos because
there’s so much on everyone’s plate.”!” Unlike at IBM, where peo-
ple were assigned to an EBO, participation at Cisco was most often
a part-time job. While at IBM there was a disciplined funding pro-
cess and careful monitoring of milestones, at Cisco new ventures

had to seek out funding from line units. This quickly led to a lack
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of focus, with many of the new initiatives being underfunded. One
response by leaders of the new ventures was to compete for Cham-
bers’s attention since they knew that if he was excited by the idea,
funding would follow. In the end, the lack of a clear governance

structure and dedicated funding killed the process.

Conclusion
Each of the cases we described in the Chapters 3 and 4 represented

an attempt to stimulate new businesses outside the core. In several
cases, this was done at the corporate level (IBM, Cisco, Flextronics,
Cypress), while others were attempts to stimulate growth at the di-
visional or business unit level (DaVita, HP, USA Today, CibaVision).
Although each was different in the particulars, taken as a group we
can see important similarities across these efforts. When combined
with the examples we’ve seen from previous chapters (e.g., Ama-
zon, Sears, SAP), these commonalities provide some guidelines for
what it takes to implement ambidexterity successfully. In Part 111,
we draw on these lessons to show how leaders can design and im-

plement ambidexterity in their own organizations.
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Chapter 6

WHAT IT TAKES
TO BECOME AMBIDEXTROUS

Creative destruction as a managerial concept can be
most effective when applied within an organization.
IAN DAVIS, FORMER MANAGING DIRECTOR, MCKINSEY

CHAPTERS 4 AND 5 provided examples of how leaders have been able
to drive organic growth by building exploratory units within their
organizations and avoid having the new unit killed by the pressures
of the exploitative organization. While interesting, each of these
examples reflects the idiosyncrasies of a specific firm at a specific
time in a specific industry with a particular leader. What worked
for IBM in 2005 might not work for DaVita in 2015 or your com-
pany now. The deeper question 1s, “What are the commonalities
across these efforts that can help us build ambidexterity into other
organizations?”

In this chapter, we identify those elements associated with more
and less successful efforts at ambidexterity and use these to de-
velop some practical guidelines to help managers think about how
to apply these lessons in their own contexts. To do this, we focus
first on the question of what needs to be done to design an ambi-
dextrous organization. What are the elements that leaders need to
consider when implementing ambidexterity? What are the cardi-
nal sins to be avoided? In Chapter 7 we consider how leaders can
implement these and transform their organizations. How can lead-

ers be most effective in managing ambidexterity and implementing
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the changes needed? What should they avoid doing? In Chapter 8,
we combine the what and the how and consider how ambidexterity

can be used to transform organizations.

The Ingredients for Successful Ambidexterity

Think back on the examples of successful ambidexterity described
in the previous two chapters and ask yourself, “What is common
across these?” What is it that Bruce Harreld did at IBM or Tom
Curley at USA Today or Glenn Bradley at Ciba Vision? How does
what they did differ from the failed efforts at SAP or Cisco? Upon
reflection, there are some clear similarities across what they did in
terms of designing the ambidextrous structure and how they did it
in terms of leadership and change. In this chapter, we describe the
structural elements needed for ambidexterity. In the following two
chapters, we discuss how they did it.

Our own view of these efforts suggests that four common struc-
tural elements are associated with successful ambidexterity. These
appear to be the ingredients needed for success regardless of the
context and therefore the things that any manager should be consid-
ering when using ambidexterity to increase innovation. We see these
as the necessary but not suflicient ingredients without which ambi-

dexterity is likely to fail. These four are, in order of importance:

1. A clear strategic intent that justifies the need for exploitation
and exploration, including the explicit identification of those
organizational assets and capabilities that can be used for

competitive advantage by the exploratory unit

2. Senior management commitment and oversight to nurture
and fund the new venture and protect it from those who would
kill it

3. Suflicient separation from the exploitative business so the new

venture can develop its own architectural alignment and the
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careful design of the organizational interfaces needed to lever-
age the critical assets and capabilities from the mature side
of the enterprise, including clear criteria to decide when to
either drop the exploratory unit or integrate it back into the

organization

4. A vision, values, and a culture that provide for a common
identity across the explore-and-exploit units that helps all in-

volved see that they are on the same team.

In the following sections we elaborate on why we believe that
each of these elements 1s essential. Taken together we believe that
these are the ingredients needed for the successful design of an am-
bidextrous organization. Less successful efforts appear to be missing
one or more of these elements. We now summarize these common-

alities and suggest why they are critical.

Strategic Intent:
Organizational Assets and Capabilities

Given the difficulty of simultaneously hosting exploration and ex-
ploitation, why would an organization bother? Are there condi-
tions under which ambidexterity might be especially important?
Ambidexterity 1s, by its very nature, ineflicient. It means pursuing
ideas, many of which may not pay off. It also diverts resources and
people away from other uses that, at least in the short term, are
likely to provide higher financial returns. However, unless senior
managers provide an intellectually compelling rationale for this ef-
fort, short-term pressures will undermine the exploratory efforts.
One way to consider this choice is to think about these op-
tions in terms of their strategic importance for the company and
whether they can leverage existing firm assets in ways that provide
competitive advantage in the new business (e.g., sales channels,

manufacturing, common technology platform, or brand).! To
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help make this choice more explicit, consider the four quadrants
in Figure 6.1.

On occasion, firms either develop or are presented with the op-
portunity or need to move into areas beyond their core. These can
be strategically important or not and operationally related or not.
Sometimes this happens because the growth opportunities in their
core markets slow down, as we saw with SAP and the maturing of
its enterprise resource planning business or with Walmart as it saw
the opportunities for growth through the decline of superstores.
A similar challenge is facing Intel as the demand for its chips in
personal computers flattens out or with print newspapers in the
face of digital distribution. At other times, the firm generates new
technologies that have broader application beyond their existing
markets, such as we’ve seen with Amazon and its move into cloud

computing or with Fujifilm and its ability to apply its capabilities
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in fine chemistry to other markets like cosmetics and pharmaceuti-
cals. And on occasion, the leaders of a firm may realize that there
are simply bigger opportunities available to them beyond their ex-
isting markets, as we have seen with Netflix and video streaming or
with Walmart and smaller-format stores. But not all opportunities
are necessarily good ones—and even the good ideas may not play
to the strengths of a particular company. How can leaders decide
when ambidexterity might be a worthwhile direction to go? The
logic portrayed in the four quadrants of Figure 6.1 suggests one

way to approach this question.

Quadrant I: Not Strategically Important;
Not Operationally Related

When new opportunities are unimportant strategically (not aligned
with the firm’s existing strategy) and cannot benefit from a firm’s
existing resources or capabilities, there is no compelling reason to
pursue them, even if the opportunity exists. Under these circum-
stances, the recommendation is to spin them out within the larger
company or to the public. For example, Ciba Vision, the maker
of contact lenses, developed a drug that combatted a debilitating
eye disease. However, since this product was sold through different
channels (to ophthalmologists rather than optometrists), had differ-
ent regulatory approvals, involved different technologies (chemistry
rather than applied materials), and required a different manufac-
turing process, the company spun the product out to its parent cor-
poration, where it became a successful pharmaceutical product.
Some of the business ideas generated in the Emerging Business
Opportunity process at IBM and the entrepreneurial process at
Cypress Semiconductor represent viable business ideas but aren’t
strategically important and don’t adequately leverage existing firm
capabilities, so these ideas are sold off to venture capital firms or

other buyers.
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Quadrant II: Operationally Related
But Not Strategically Important

This condition represents occasions when the new opportunity can
leverage the firm’s current capabilities but is not strategically im-
portant. Under these circumstances, it can be internalized or con-
tracted out depending on its value to the company. For example,
a personal computer manufacturer or smartphone maker has the
capability to repair defective products. This may be important to
some customers but is not strategically important for the long-term
success of the business, so the repair of these, a low-margin item, is
usually contracted out. Many internal staff functions, such as HR
or I'l; may be operationally relevant but not deemed strategically
important. Under these circumstances, the choice is to continue to
do them internally or outsource them and rely on a partner. The

question is whether there are more productive uses of firm assets.

Quadrant IlI; Strategically Important
But No Leverage from Current Assets and Capabilities

In these cases, it may be that the best option is to operate the new
business as an independent business unit. This is often the case with
product substitutions, when one technology or process is replaced
by another. For instance, in the 1970s, Mettler-Toledo, a Swiss
company, was the leader in mechanical balances used for scientific
measurement. With the advent of electronic scales, it became clear
that the mechanical technology would be replaced. To manage this
transition, the company chose to operate two independent manu-
facturing processes until customer demand grew for electronic in-
struments and it was able to eliminate mechanical scales. The two
businesses were based on different competencies and manufactur-
ing processes and were managed as independent units. Integration
occurred only though the sales force that sold both products.
Similar examples can be found when tire companies moved

from the production of bias-ply tires to radials. As Netflix evolved



What It Takes to Become Ambidextrous 179

from renting DVDs by mail to video streaming, Reed Hastings
decided that the two businesses were sufficiently distinct that they
should be operated independently. In late 2014, he announced that
the company would separate out the rental business as Qwikster.
While this made sense from an operational standpoint, Netflix’s
customers rebelled and the company was forced to retreat. Inter-
nally, however, Netflix separated the two businesses. The question
here focuses on the degree to which the new opportunity can draw
on existing capabilities or requires a completely separate organiza-

tion unencumbered by existing ways of thinking.

Quadrant IV: Strategically Important
and Able to Leverage Core Capabilities

What happens if the new opportunity is strategically important and
can benefit from the firm’s existing assets and operational capa-
bilities? This is the set of strategic conditions where ambidextrous
designs are most needed, illustrated in the examples described in
Chapters 4 and 5. In these circumstances, to spin the exploratory
unit out is to sacrifice the future or, at minimum, endure the in-
efficiencies of not using available resources. This was the lesson
Walmart learned in 2000 when it initially spun out its dot-com
business, Walmart.com. This is precisely when organizations have
the luxury of internalizing the variation-selection-retention pro-
cess of markets to foster experimentation and exploration. Unlike
the harsh discipline of the market in which small firms must place
a life-or-death bet on a single experiment, larger companies can
run multiple experiments in which failure does not jeopardize the
enterprise and may increase learning. As we saw with Amazon,
some of these experiments may develop into important business,
like cloud computing, while others may never achieve scale and be
closed or folded back into existing businesses.

It is worth noting that a decision based on the logic in Fig-

ure 6.1 1s, as Bruce Harreld of IBM says, not about technical
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upgrades but about building new businesses. In this sense, it is a
strategic decision based on the alignment and use of existing assets
and capabilities to develop competitive advantage in new markets.
It is not simply the extension of existing products or services or
unrelated diversification. Nor is it simply the development of new
technology. The Ball Corporation entered the aerospace market
as a way of driving growth, but did so only because its expertise in
the interface of metal and glass gave it an advantage over competi-
tors. Fujifilm’s entrance into health care was based on its ability to
leverage its expertise in surface chemistry that gave it an advantage
over competitors.

To identify potential horizon 3 businesses requires a replicable
process to identify new opportunities, screen them for feasibility
and fit, and run the experiment by either scaling or killing them.
IBM, Cisco, Cypress, and other companies like Analog Devices
and Corning have developed processes to do this. IBM, for exam-
ple, requires the leaders of prospective new businesses to define

their proposed business by answering six key questions:

* How will we compete? What is the basis of our competitive

advantage?

* What customer segments do we choose to serve—and what

will we not serve?

* What is our value proposition? Why should customers choose

our product or service?
* How will we make money? Where does our profit come from?

* What will we do internally? And what activities can we

outsource?
* How will we defend our profitability over time—is our advan-

tage sustainable?

Cisco developed an equivalent process to screen new ideas for en-

tering new business that emphasizes vision, strategy, and execution
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(VSE). Leaders of new internal ventures must be able to answer a

series of questions—for example:

* Vision
* What is the addressable market size (more than $1 billion)?
* What is the customer value proposition?

* Strategy
* What is Cisco’s sustainable differentiated offering?
* Who are the potential lighthouse customers?
*  What is the solution road map?
* What is the business model?
* Who are the executive leads for the business?
* How will the business be funded

* Execution
* Has the sales team been identified and committed?
* Is there a process to support the lighthouse customers?
* What does a high-level five-year profit-and-loss plan look

like?

Other companies have developed similar processes. For exam-
ple, Analog Devices has a five-step process that moves from a pro-
posed idea to feasibility (prototype), to initial funding (six to twelve
months), to Series A and Series B funding rounds (multiple versions
of a minimal viable product, validated growth plan). The goal is
to build $100 million businesses. As we saw in Chapter 4, Cypress
Semiconductor uses a similar venture funding model, complete
with a one-page business plan, for initial funding with a goal of
growing $40 million businesses. Corning established a separate
organization to identify new business opportunities and stimu-
late growth initiatives that could generate $500 million in revenue

over five years. Its leaders developed what they call an “innovation
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recipe” that uses a staged process and screens new projects based
on seven questions (e.g., What is the size of the opportunity? Do we
have the basis for substantial differentiation? Does it have a clearly
articulated value proposition?).?

Other companies have developed more focused processes to cul-
tivate specific new products. For instance, even before the ill-fated
Boards and Councils effort, Cisco had a spin-out/spin-in process
for taking existing Cisco technologies and developing new products
and businesses. In this process, leaders would identify a large market
(810 billion) for which they had relevant technologies. They would
identify a set of internal engineers and spin them out as a separate
company to develop the new product and agree to buy them back
(spin-in) if they achieved their technology and market milestones.
They would use this approach when they anticipated serious inter-
nal resistance if they were to attempt to develop the new products
within the existing organization. Intel has a similar process, New
Business Initiatives, in which new products that are outside the
mainstream Intel product line can be funded and managed outside
the core business. These ventures are largely designed to provide
new products that will help keep Intel’s manufacturing plants full.
Successful ventures can then be integrated back into existing prod-
uct lines or spun out.? Sony has recently embarked on a similar pro-
cess in which engineers with a new product idea are separated into
a new venture incorporated in the United States. They are located
in Silicon Valley but draw on resources from the larger firm (e.g.,
manufacturing) to develop a prototype and market the product.

Although different in the particulars, each of these efforts is de-
signed to identify new business opportunities, validate them, and
scale them—all in a systematic and repeatable way. Each explicitly
acknowledges the need for organizations to develop a portfolio of
products including exploratory or horizon 3 efforts. None is nec-
essarily perfect, but all focus on leveraging a company’s existing

assets and capabilities to drive new business growth. Each begins
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with a clear strategic intent and a deep understanding for what
assets and capabilities can be used for competitive advantage. In-
terestingly, however, an empirical study of thirteen business units
and twenty-two innovations suggests that the ambidextrous form
described here is comparatively more effective than alternative de-
signs like spin-outs and cross-functional teams in promoting suc-

cessful innovation streams.*

Senior Management Commitment and Support

The second key to implementing ambidexterity that emerges from
our examples is the critical importance of senior management as a
source of funding and support. Without active engagement on the
part of a very senior leader, exploratory offerings are often seen
as distractions, threats, or a waste of resources and can fall prey
to the short-term demands of the mature business. Without stable
funding, such efforts will inevitably be starved of investments. The
leader of one such effort reported that her peers saw her not as a
serious potential growth business but a “think tank™ that was wast-
ing valuable resources. At Flextronics, Mike McNamara, the CEO,
acknowledged that without his active support, the exploit leaders
would kill the new venture. At HP, until division general manager
Phil Faraci took personal responsibility for the new portables initia-
tive, it languished—with earmarked funds being routinely siphoned
off by the mature business. At IBM, Bruce Harreld was explicit in
arguing that not only must a very senior leader be involved but he
or she must also offer the right type of oversight and take owner-
ship for the new ventures, not simply evaluate them. In this role,
leaders need to act like entrepreneurs and not managers of mature
businesses.” In contrast, the failure of Business ByDesign at SAP
was attributable in large part to the lack of senior management
oversight, which left lower-level leaders of this effort unprotected

from the demands of the larger business. At Cisco, the lack of a
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clear senior sponsor and stable funding resulted in a competition
for Chambers’s attention, with the result that many new ventures
never received the support and attention they needed to survive.

Beyond the need for a senior sponsor for the growth initiatives
1s the importance of a senior team that is in agreement about the
importance of both exploitation and exploration—with neither
being seen as more important. Without a clear consensus in the se-
nior team about the strategy and vision, there will be less informa-
tion exchange, more unproductive conflict, and a diminished ability
to respond to external change. Mixed signals from the senior team
make the already delicate balancing act between exploration and
exploitation more difficult. To promote this may require a change in
the senior management reward system. For example, at IBM, CEO
Lou Gerstner described how in order to develop a unified outlook,
the senior team was rewarded on companywide metrics, not line-of-
business results or financial metrics. When members of the senior
team are rewarded for line-of-business performance rather than the
business as a whole, there is often an increased focus on the short
term and independent results rather than long-term collaboration.
Ray Stata, CEO of Analog Devices from its founding in 1965 until
2003, led the firm through several technological transformations and
emphasized that while the incentives within the exploratory and ex-
ploitative subunits need to be aligned (typically milestones and sales
growth for the former and margins and profit for the latter), the se-
nior team needs to be rewarded on companywide performance.

In the presence of continued dissent, the senior leader needs
to be prepared to eliminate those who oppose the ambidextrous
form. For example, to ensure consensus for his network strategy at
USA Today, Tom Curley replaced five of his seven senior managers.
At Ciba Vision, Glenn Bradley replaced 60 percent of the senior
team to ensure commitment to his initiatives. Lou Gerstner, who
replaced almost the entire senior team on his arrival at IBM, is

on record noting the potential importance of “public hangings” to
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ensure focus. The relentless communication of the strategic intent

and vision is essential for the success of ambidexterity.

Ambidextrous Architecture

As we saw in Chapters 2 and 3, the organizational alignment
needed to succeed in an exploitative business is very different from
that needed in an exploratory one. The raison d’étre for the ambi-
dextrous form as opposed to a spin-out is to allow an organization
to experiment and leverage organizational capabilities that would
not be available if the business were operating independently. And
unlike a cross-functional team design, which diffuses responsibility
across functions, the ambidextrous design permits both a tighter
focus and the opportunity to use resources from the larger orga-
nization. For this to work, however, exploratory units need to be
able to create their own alignments. At IBM, Carol Kovac was
explicitly encouraged to develop her life sciences business with an
alignment unlike other IBM units. At Flextronics, Nader Mikhail
was adamant that unless Elementum was allowed to operate inde-
pendently, they would never be able to attract the talent or create
the culture needed to succeed. Although both IBM and Cisco had
senior management support, Cisco was also less willing to sepa-
rate out new ventures, often trying to run them as part-time efforts
without separate staffing and organizational alignments.

A study of organizational design confirms that structural sep-
aration of the innovative unit is a key to successful innovation
streams.® Based on the evidence, however, it appears that although
structural separation is necessary, it is not a sufficient condition for
ambidexterity. Not only do exploratory units need the indepen-
dence to develop their own alignments; they also need access to
the assets and capabilities of the larger organization. Thus, they
need to be separated and integrated. Figure 6.2 illustrates what this

structure looks like.
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FIGURE6.2 Ambidextrous Organization Design

While structural separation of units is simple conceptually, it is
frequently the case that in the pursuit of exploration, senior man-
agers fail to provide the requisite integration or, worse, burden the
new business with systems and thinking from the old business. This
can leave exploratory units without sufficient resources or at risk
of being overwhelmed by the mature business. For instance, units
may be asked to comply with the demands of the legacy business
(e.g, financial reporting, I'T systems, or HR processes) that burden
them. Corporate stafl typically attempt to minimize transaction
costs, a reasonable endeavor for mature businesses. However, this
emphasis is counter to the needs of an exploratory business.

Strategic leverage is crucial to justify an ambidextrous organiza-
tion. To effectively leverage the strengths of the mature business,
the interface between the new and the old needs to be designed
and managed in a way that permits the new unit to access the as-
sets and capabilities of the larger organization without being over-
whelmed or stonewalled. For example, at IBM, Bruce Harreld, the
leader of the EBO efforts, met monthly with the new venture units
to monitor progress, make resource allocation decisions based on

the achievement of milestones, and, when needed, to run inter-
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ference when the mature businesses weren’t providing the support
needed. At USA Today, daily editorial meetings were used to appor-
tion the news to print, online, and television. At Cypress, monthly
meetings of the start-up’s board helped ensure that resources from
the larger business were made available in a timely manner. The
key is that as the new business is validated and begins to scale, ad-
equate resources from the main organization are made available
when needed. When no such effective mechanism exists, as was
the case at Cisco and SAP, the exploratory unit struggles and loses
momentum.

Finally, when the exploratory unit is big enough to have gained
customer and organizational legitimacy and has demonstrated stra-
tegic viability, it can be integrated back into the incumbent unit.
Thus, at USA Today, once Jeff Webber’s dot-com unit demonstrated
strategic success and the journalists increasingly saw dot-com as an
opportunity (versus a threat), Curley could integrate the dot-com
business model and associated architecture into an integrated news
organization. Similarly at IBM, once Carol Kovac’s Life Sciences
EBO demonstrated strategic viability, Carol’s unit was integrated

back into the main business.’

Common Identity: Vision, Values, and Culture
A fourth ingredient needed for ambidexterity is a shared identity

across the explore and exploit businesses. If resources are to be
shared, it helps if the various units see themselves as pursuing a
common goal and sharing common values. Unless there is a com-
mon vision justifying the need for cooperation, the explore and
exploit businesses are likely to see each other as a distraction or
a threat. A vision helps employees adopt the long-term mind-set
that is important for exploration. Absent this common identity, the
question 1s why units should collaborate with each other rather

than compete.
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At USA Today, the print reporters initially saw the online staff as
a threat and not serious journalists. The online employees believed
the print staff were dinosaurs. Both of these saw the TV news-
people as a joke. Why should they cooperate with each other? To
ameliorate these tensions, Curley talked about the future of US4
Today as “a network, not a newspaper.” The values of fairness, ac-
curacy, and trust that were core to the newspaper became the val-
ues for the new organization. Although the specific cultural norms
were different in the various units, the values themselves were com-
mon. The business model at DaVita Rx was very different from
the larger dialysis business, yet the mission and values of the larger
organization (e.g., service excellence, integrity, teamwork, account-
ability, continuous improvement, fulfillment, and fun) were adopted
by the exploratory venture. This created a bond across the organi-
zation that permitted the sharing of resources. The challenge here
1s to provide sufficient distance so that the exploratory unit can de-
velop its own alignment but provide for a sufficient common iden-
tity so that there is a shared sense of fate. This is a delicate balance
of a common vision and values and differentiated cultures.

This balance is nicely captured by Jeff Bezos when, in a recent
interview, he was asked about the keys to running a large business
in an entrepreneurial way. His immediate response was to flag the
importance of corporate culture: “For a company at Amazon’s
scale to continue to invent and change, to build new things, it needs
to have a culture that . . . is excited by experimentation, a culture
that rewards experimentation even as it embraces the fact that it
1s going to lead to failure. . . . A long-term orientation is a part of
that. If everything has to work this quarter, then you’re by defini-
tion not going to be doing very much experimentation.”® In his
view, the common cultural norms at Amazon include a relentless
focus on customers, a willingness to experiment, frugality, a lack
of political behavior, and a long-term perspective. These help

bind the people of the organization together across the disparate
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units. However, what these mean in a specific unit can vary widely.
Experimentation in an Amazon fulfillment center is about incre-
mental improvements and increased efficiency. Experimentation in
Lab126 is about coming up with new hardware to improve cus-
tomers’ buying experiences.

As we have seen, in an ambidextrous organization, some aspects
of the cultures in the mature and new businesses need to be differ-
ent, but there also need to be common values and norms that cut
across the businesses and provide for a common identity. Although
seemingly paradoxical, recent research has helped clarify how this
occurs. In a study of high-technology firms, the researchers showed
that companies that placed more emphasis on adaptiveness had
higher growth rates, higher Tobin’s ) (the market-to-book value of
the company), higher employee morale, and more stock analysts’
buy ratings, and they were rated by Fortune Magazine as more inno-
vative.’ The study showed that when employees believed that being
flexible, quick to take advantage of opportunities, taking the initia-
tive, and being less focused on predictability, the companies per-
formed better. The subtlety here is that what adaptiveness means in a
mature business is importantly different from an explore business.
In the former, the emphasis is on doing things to drive incremen-
tal improvement, while in the latter, it’s more about bigger leaps.
Holding the same value provides for a common identity, while the
expression of that value in terms of specific behaviors may vary
across units.

Thus, the common values across the organization provide for a
common identity; that is, we all share the same fundamental beliefs
about what is important. Some values and the associated behaviors
may be shared throughout the entire organization (e.g, integrity,
respect for people, teamwork, accountability), while the specific
norms and behaviors required for other values (e.g., initiative, cus-
tomer orientation, innovation, risk taking) may vary depending on

the alignment required by the business. Ambidexterity requires that
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leaders be capable of fostering these differences. It is only when
there 1s a rigid adherence to very specific norms that culture can

become a liability.

Summary

These four propositions summarize the conditions under which or-
ganizational ambidexterity 1s likely to be successful. Absent a clear
strategic intent, the protection and support of senior management,
an appropriate organizational architecture with targeted integra-
tion, and a common organizational identity, it is difficult to make
ambidexterity successful. It is the complementary set of these factors
that permit exploration to take root in the context of exploitative
inertial forces.

To see why we believe these four elements are essential, con-
sider what the outcomes of ambidexterity might be if any of these
components were missing. For example, absent clarity about what
the critical capabilities are that can provide competitive advantage
in the new venture, firms are likely to enter businesses and mar-
kets in which they have little or no comparative advantage (e.g.,
Hewlett-Packard’s attempt to sell digital watches or Cisco’s attempt
to sell set-top TV boxes). Previous research has shown that such
efforts, sometimes referred to as unrelated diversification, usually
fail to add value to the shareholders or the firm. Under these cir-
cumstances, the large organization has no particular advantage
over smaller competitors and may, because of its size, actually be
at a disadvantage due to its slowness. Furthermore, if the leaders
of a firm pursuing ambidexterity are unable to articulate a compel-
ling intellectual rationale for their exploratory efforts, it may be that
others within the firm will be less willing to cooperate and provide
the needed support to the exploratory venture.

Without the clear commitment and oversight of a senior man-

ager, perhaps the CEQ, it is also likely that efforts at ambidexterity
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will fail. The structure, metrics, and rewards of the mature business
are powerful determinants of managerial behavior and act to focus
most managers on short-term goals, especially when the firm is suc-
cessful. Without a senior leader to intervene, exhortations to “think
about the long term” are unlikely to lead to a sustained long-term
effort. As noted organizational theorist Jim March has observed,
the returns to exploration are always less certain and more distant
than the rewards of the short term.'” For the ambidextrous unit to
succeed, there needs to be a powerful countervailing force against
these pressures.

Consider how difficult it can be to try and drive an exploratory
business without an ambidextrous architecture. At HP, the initial
reason for the failure of the portables business was the lack of dif-
ferentiation of the venture. Trying to run ambidexterity with proj-
ect teams embedded in a functional organization, as was the case
at SAP, increases the likelihood that the team will run into politi-
cal and cultural resistance. In an empirical study of ambidextrous
organizational designs, we found that using cross-functional teams
for ambidexterity was unsuccessful.'' It seems to be that it is only
when the exploratory unit is separated out it can develop the align-
ment needed. Cross-functional or project teams don’t allow this to
develop.

Finally, consider what happens when there is no common iden-
tity shared across the exploratory and exploitative units. Under
these conditions, the exploratory venture is seen as irrelevant (e.g.,
a distraction and not serious or a waste of valuable resources) or
a threat (e.g., they aren’t like us or are competitors). These views
impede cooperation and can undermine the ability of the explor-
atory business to access the needed assets and capabilities needed
for success.

Overall, our experience is that these four ingredients are critical
for ambidexterity. Without them, the inertial forces of the larger

organization are likely to kill any exploratory effort, no matter how
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well intentioned its sponsors are. Nevertheless, the presence of these
structural elements does not guarantee success. Research has also
shown that ambidexterity is more useful under conditions of uncer-
tainty (e.g., when markets and technologies are changing), for firms
with more resources, and when competition is intense. There 1s also
evidence that ambidexterity may be more important for firms in
technology than in manufacturing. Finally, there is evidence that
most businesses underinvest in exploration.'” As we will see in the
next two chapters, successful ambidexterity is first and foremost a

leadership challenge.



Chapter 7

LEADERS (AND THEIR TEAMS)
AS LINCHPINS

The test of a first-rate intelligence is the ability to
hold two opposed ideas in the mind at the same
time, and still retain the ability to function.

F. SCOTT FITZGERALD

WE HAVE FOCUSED ON A DAUNTING LEADERSHIP CHALLENGE: many success-
ful organizations are unable to sustain their success in the face of
change. The tyranny of success seems to hold most firms hostage
to their past. While most leaders understand the importance of in-
novation, they often seem to be unable to deal with the challenges
of both exploiting existing capabilities and exploring into new do-
mains. I Scott Fitzgerald’s observation seems to be telling; knowing
1s clearly not doing. As we have seen in prior chapters, while many
organizations struggle with these transitions (e.g., Blockbuster or
Kodak), some do not (e.g., Netflix or Fujifilm). This pathology is,
at heart, a fundamental leadership and senior team challenge. Its
solution 1s a profound leadership opportunity.

This chapter picks up several observations from prior chapters
on alignment, innovation streams, and ambidexterity. In particu-
lar, the previous chapter focused on what is required for successful
ambidexterity and identified four major structural tasks that seem
to be essential, but it did not address how these might get done.
That is the business of this chapter: explaining how leaders have
dealt with the contradictions associated with simultaneously explor-

ing and exploiting. We suggest five leadership principles that divide



194 Making the Leap

those more versus less successful leaders and senior teams as they
promote ambidexterity in their organizations. And because leading
ambidextrously is challenging, we will also highlight how some lead-
ers learned to lead ambidextrously over time. A failure of leaders
to renew themselves and their senior teams leads to organizational
stagnation and the success syndrome described in Chapter 2—or,
in many cases, the wholesale replacement of the leadership team.
This chapter begins with examples of leaders attempting to im-
plement ambidextrous organizations. As you will see, some of these
efforts are more successful than others. Based on these examples,
as well as others from prior chapters, we identify a set of leadership

principles associated with more versus less successful ambidexterity:

1. Engage the senior team around an emotionally compelling

strategic aspiration.

2. Choose explicitly where to locate the tension between explor-

ing and exploiting in their organizational design.

3. Confront tensions among senior team members instead of

avoiding them.
4. Practice “consistently inconsistent” leadership behaviors.

5. Allocate time to discuss and adapt decision-making practices

for explore and exploit businesses.

We begin our leadership examples by focusing on two lead-
ers who did not effectively implement ambidextrous designs in
their organizations. David Jones, the CEO of Havas, a $2 billion
French advertising company facing disruption from crowd-sourced
media, and Jeff Davis, a senior manager at NASA’s Life Sciences
Directorate, illustrate how leaders, even when they understand
the importance of exploring and exploiting, often collude in their
own difficulties in building organizations that can host innovation
streams. We follow these examples with three other leaders who ei-

ther successfully implemented ambidexterity (Mike Lawrie at Misys
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and Ganesh Natarajan at Zensar) or learned to lead ambidextrous
organizations over time (Ben Verwaayen at British Telecom).
These examples illustrate again what it takes to implement am-
bidexterity as illustrated in the previous chapters. But importantly,
these examples also show that how these leaders approached am-
bidexterity can spell the difference between success and failure. By
examining how the leaders behaved and drawing from the earlier
examples in Chapters 4 and 5, we illustrate five principles that
seem to be associated with leaders and senior teams that are able to

make ambidexterity work.

Leaders Colluding in Their Own Difficulties

In January 2013, Havas Worldwide was the world’s sixth largest
advertising agency, with 15,000 professionals around the globe.
David Jones, the global CEO of Havas since 2011, had aspirations
to transform Havas and the rest of the industry through a combi-
nation of great creative and media work (their existing strengths)
coupled with crowd-sourced technologies (the looming disruptive
threat). Jones felt that being both profitable and relatively small
compared to competitors such as WPP, Interpublic, and Publicis
positioned Havas to proactively initiate this revolution.

Havas’s existing advertising business was based on hiring and
empowering creative talent who took a client’s problem and cre-
ated a range of solutions from which the client would choose.
Havas then produced and launched the campaign. Core to this
process was the relationship between the creative talent and the
client. This conventional advertising process was fundamentally
challenged in 2009 by a small company, Victors and Spoils (V&S),
which was among the first crowd-sourced-based advertising agen-
cies. V&S acquired creative ideas from the crowd, typically solic-
ited on its website, and charged the client only for work executed

(as opposed to fixed percentages of an overall advertising spend).
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John Winsor, V&S’s CEO, felt that on-demand sourcing of creative
ideas would radically decrease the cost of advertising (by between
a third to a tenth) without sacrificing quality. Furthermore, he be-
lieved that crowd-sourced campaigns would forge tighter relations
between brands and their customers.

In 2012, as part of David Jones’s strategy to transform the com-
pany, Havas acquired Victors and Spoils (as well as three other dig-
ital firms). Winsor remained V&S’s CEO and was made Havas’s
chief innovation officer. He was to be the “tip of the spear” in
Havas’s transformation. At a company-wide “Change Faster”
meeting in Paris in January 2013, Jones met with his senior leaders
to build momentum for Havas’ digital transformation. However,
in spite of the meeting’s rhetoric about the digital revolution and
Winsor’s new role, the actual attention to digital paled in compari-
son with the energy devoted to celebrating the work of Havas’s
creative community. And despite Jones’s exhortations, the leaders
of offices around the globe remained focused on traditional adver-
tising, media, and their own countries’ agendas. Over the course of
2013, the global leadership, along with their creative communities,
smothered Jones’s digital initiative with both active and passive re-
sistance. By Christmas 2013, David Jones had left Havas to pursue
other opportunities.'

Jones had had a brilliant strategy to transform Havas and the
advertising industry. He initially had a supportive board. But he
neither engaged his senior team in this transformational effort nor
was able to engage middle-level mangers. Rather, Jones delegated
the execution of crowd-sourced content to his country managers
and to Winsor. The country managers were uninterested in this new
business model and largely ignored Winsor. Jones never renewed
his senior team or held them accountable for this transformation.
Simply delegating to others the leadership of ambidextrous orga-
nizations is clearly not sufficient. There are too many entrenched

forces aligned with the status quo. Active, engaged, personal lead-
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ership is required in creating organizations that can build on their
past and create new futures.

Consider a similar leadership challenge faced by Jeff Davis at
NASA’s Life Sciences Directorate. Between 2007 and 2011, Davis,
NASAs director of the Space Life Sciences Directorate, had been
working with colleagues at NASA and partner contractors to find
ways to continue their research on space life sciences even as they
sharply reduced costs. Davis was convinced that his 1,000 profes-
sional scientists and engineers could complement their technical
skills with crowd-sourced ideas and solutions. He saw open innova-
tion as a much more efficient way to do research.? He decided to
introduce this “tool” to his whole lab at once, as opposed to cre-
ating a distinct lab to explore this new methodology. The project
required scientists and engineers to share their technical challenges
using the web with a community of problem solvers who would
choose to work NASA’s challenges for the chance to win a modest
cash prize (e.g., $10,000). The vast majority of solutions were of
low quality, but some were extraordinarily good. And these solu-
tions were generated in a matter of months.

The impact of open-sourced problem solving was unequivo-
cal. The open source challenges were associated with order-of-
magnitude increases in performance and decreases in cost.® Yet
after four years of workshops, visiting faculty lectures, data gath-
ering, pilot projects, and change management efforts, Davis had
made little headway with his scientific and engineering communi-
ties. Indeed, at a workshop devoted to summarizing the successes
associated with open innovation, Davis and his senior team were
stunned to see the intense negative reaction of their most distin-
guished scientists and external contractors.

Davis and his team were taken aback by the rejection of a pow-
erful research methodology that could at once reduce costs as well
as increase research impact. Like Jones at Havas, the data were

so clear and the need so compelling that Davis was certain that
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this new approach for doing research would be embraced by his
scientific and engineering communities. What Davis was slow to
understand was that open innovation presented a fundamental
challenge to his scientists’ and engineers’ existing capabilities and
identity. His rational approach to leading change collided with the
emotional aspects of leading change associated with acquiring fun-
damentally new capabilities and altered professional identity.
Furthermore, like Jones at Havas, Davis attempted to execute
these changes within his existing organization with no structural sep-
aration of the new approach and an ambivalent senior team. Once
he understood the identity, emotional, and cultural threats associ-
ated with open innovation, Davis shifted the way he discussed this
opportunity. Open innovation now was a “complement” to exist-
ing research methods and simply another research “tool” that was
consistent with his unit’s aspiration of “finding solutions [to keeping
astronauts safe in space] in the best way possible.” In 2014 Davis cre-
ated a separate office for collaborative innovation. This new framing,
structure, and attention to identity and culture were central to the
eventual employment of open innovation in Davis’s organization.
The leadership difficulties Jones at Havas and Davis at NASA’ Life
Sciences Directorate faced echo the challenges seen earlier in this
book with leaders at Polaroid, Blockbuster, and Barnes and Noble.
We now move to a set of managers who had more success in
leading ambidextrously. We describe the leadership behaviors,
practices, and strategies employed by Mike Lawrie at Misys, Ben
Verwaayen at British Telecom (BT), and Ganesh Natarajan at

Zensar as they executed ambidextrous organizations in their firms.

Leading Exploration and Exploitation
As the markets crashed in late 2008, CEOs everywhere were under
cost pressure. For Mike Lawrie, an I'T industry veteran and CEO

of Misys PLC, the pressure was acute. At the global software
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and services firm, he had led successful turnarounds in his finan-
cial services and health care divisions within the previous eighteen
months. But now the financial sector was in turmoil, and his plans
for a key acquisition in health care were in disarray.

Lawrie charged his senior executives with the mission of pre-
paring an action plan that would manage the business’s costs amid
this uncertainty. Ultimately he was asking them to cut $8 million to
ensure stable profits through the downturn. When they returned
with the plan, top of the list was cutting the company’s $3 mil-
lion per annum investment in Misys Open Source Systems, a small,
exploratory business unit that Lawrie had created within months
of becoming CEO. He knew open source was emerging as a seri-
ous disruptive threat in the software industry. It was threatening
software industry profits, giving customers more choice and flex-
ibility. Lawrie wanted to get out in front of this trend and create
the opportunity to be the disrupter. Lawrie’s senior team, however,
was singularly focused on cutting costs and getting through the im-
mediate crisis. This didn’t surprise Lawrie: “They had tried to kill
it before; one of them had been in my office four times telling me
why I couldn’t afford this distraction.”

Lawrie had recruited Bob Barthelmes, an ex-IBMer and open
source advocate, to launch the exploratory group. Barthelmes had
an annual budget of $3 million and only one restriction: a goal of
reaching breakeven within three years. To do this, he chose to focus
on two areas adjacent to Misys core offerings: carbon credits trading
and health care information exchanges. Rather than making money
on the licensing and servicing of software, the unit’s commercial
open source product would employ alternative business models.
Therefore, whatever Barthelmes came up with would have new in-
novation capabilities as well as new business models for Misys.

In contrast, Misys’s core software and services businesses in
banking, capital markets, and health care were in a very different

mode. These units had begun the painstaking work of identifying
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and resolving quality defects across a wide portfolio of offerings.
Using a strict performance improvement methodology, the com-
pany dedicated itself to a rigorous discipline for tracking and fol-
lowing through on product quality issues. The backlog of customer
issues was prodigious, and the entire team focused on the task of
redeeming the brand in the eyes of its customers. Against this back-
ground, the open source team became an increasing irritation. Its
freedom to explore was in stark contrast to the hard-driven perfor-
mance culture that Lawrie had installed in the core business.

Even with these fissures, Lawrie resisted cutting Misys Open
Source Systems. He had held the core business sharks at bay over
the previous two years and had refused to cut Open Source’s fund-
ing even as his team was circling to kill off the unit. Lawrie welcomed
the tensions that Open Source created. He reasoned that he needed
long-term options as well as short-term performance. He believed
open source services would be a winner in health care systems and
wanted options for taking more share in this high-growth market.

Lawrie wanted to play two games at once: mainstream elec-
tronic medical records, through the Allscripts division, and with
open source through its health information exchange. Lawrie knew
there was financial and customer leverage between these contrast-
ing business units. He also knew that without a structural separa-
tion and strong, visible integration at the top, this ambidextrous
design would not succeed. This design preserved the independence
of the open source product that he hoped could play a major role
in improving medical systems across the country so that health care
facilities could exchange data seamlessly. By keeping some distance
between these two product organizations, Open Source could com-
pete with Allscripts and its competitors on equal terms. As open
source started to win in head-to-head competition, tension height-
ened in the boardroom. Allscripts CEO Glen Tullman wanted his
proprietary software to dominate. He saw open source as a direct

threat—and it was.
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Nevertheless, Lawrie persisted and saw his strategy pay a rich
dividend. Allscripts surged ahead with revenues growing at more
than 30 percent annually. Meanwhile, Misys Open Source gained
more and more influential contracts that opened up the prospect
of hospitals, physicians, and insurers all being able to view and ex-
change critical health care data. At the same time, open source
has influenced other Misys units; a new banking product has large
open source components, and the Misys website is completely open
source. Eventually Allscripts saw the strategic value in this new ca-
pability and integrated it into its business unit. Misys executive vice
presidents agreed: open source was not the irritating drain on re-
sources they had supposed, but a vital experiment aimed at secur-
ing Misys’s long-term future.

In the face of substantial resistance from his executive team,
Lawrie was able to articulate a seemingly contradictory strategy of
cost cutting and efficiency in his traditional software business even as
he pushed Open Source Systems to experiment with new business
models and new capabilities. Until the open source business got trac-
tion, Lawrie held this tension between exploration and exploitation.
He was able to be consistently inconsistent as he dedicated distinct
time and distinct decision-making approaches to his structurally
separate units. Only after Open Source Systems had demonstrated
success did the more traditional units understand the opportunity of
open source capabilities for their businesses. Lawrie was then able to
delegate the ownership of explore and exploit to his team.

We now shift to an example of leading ambidexterity and
change in a much larger and older organization and illustrate a
contrasting leadership style in managing ambidexterity. We will
also illustrate the importance of infusing the firm with an emo-
tionally engaging aspiration. When Ben Verwaayen became chief
executive at British Telecom (BT) in 2002, he entered an organi-
zation gripped by tribal politics. Verwaayen, a fifty-one-year-old
Dutch national, was recruited from Lucent Technologies to trans-
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form BT into a broadband company. His new colleagues described
him as *“ a force of nature.”

BT had historically ignored the implications of the Internet for
its residential customers and had refused to make serious invest-
ments in the availability of broadband or DSL to the home. As a
result, Britain was an international laggard in DSL, ranking next to
Estonia for penetration of the consumer market. British Telecom
had dedicated itself to a single agenda, telephony, at the expense of
an emerging trend that threatened the status quo. BT’s twenty-five-
person management committee was a siloed, fragmented senior
team that had no history in working across their respective business
units. The fragmentation was such that BT launched two under-
funded, competing product units in this broadband space. Without
an overarching goal or corporate mandate, these units openly com-
peted for customers and took contradictory approaches to the mar-
ket. The management committee did not openly discuss the conflict
that these upstart units created; they relegated the innovation and
its oversight to the lower levels of management.*

Having surveyed this troubling landscape, in 2003 Verwaayen
set broadband as a top corporate priority. He appointed Alison
Ritchie, a well-respected business unit leader, as chief broadband of-
ficer to drive a cross-unit strategy to leapfrog BT’s peers. Verwaayen
renamed his senior team the operating committee to reflect its job
and downsized the group to six leaders of key operational units as
well Alison Ritchie. Verwaayen and his revised senior team set B1’s
broadband strategy, articulated an emotionally engaging aspiration
(“Connect Your World Completely”), and developed a new culture
for BT that focused on customer service and emotion (e.g., helpful,
trustworthy, inspiring, and heart).

Because Verwaayen knew that broadband could not be ex-
ecuted without cross line of business collaboration, he shifted his
top team’s incentives to reflect their collaborative behaviors and

provided incentives for cross line of business integration. To fur-
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ther facilitate collaboration in his new senior team, he used exter-
nal facilitators to help his team discuss each other’s difficult issues
and solve problems collectively. Finally, Verwaayen also asked for,
received, and acted on personal feedback and coaching to help shift
his leadership style toward greater inclusion and collaboration.

To help execute B'T’s ability to exploit its existing lines of busi-
ness as well as to explore broadband, Verwaayen and Ritchie cre-
ated a series of cross-BT strategic steering and working groups. To
build capabilities in cross-unit collaboration and execution skills,
they initiated strategic action workshops where working teams
learned about organizational problem solving, culture, leadership,
and executing change. Ritchie used Verwaayen’s passion and energy
to keep broadband’s momentum going. By 2005, the senior team
and the cross-unit working groups had learned to dance together.
This top-down and bottom-up change strategy created a social rev-
olution at BT that has since borne fruit. By 2005, BT had 5 million
broadband customers and availability exceeded 90 percent of the
U.K. population.

This remarkable transformation at BT was driven by Verwaayen’s
personal attention to an emotionally inspiring aspiration for BT cou-
pled with a clear broadband strategy and a cultural shift that empha-
sized cross line of business collaboration and customer satisfaction.
In leading this transformation, Verwaayen renewed his own leader-
ship style even as he reshaped his senior team’s capabilities and de-
cision-making processes. His senior team and the various cross line
of business broadband working groups developed the capabilities to
measure and attend to the contrasting business requirements of both
their traditional business and their explorations into broadband.

Our final example of leading ambidextrously focuses on Ganesh
Natarajan, CEO of Zensar Technologies, one of India’s top twenty-
five business process outsourcing companies, providing services to
300 of the Fortune 500.> In 2005, its business was growing, but

Natarajan saw the opportunity to implement a potentially radical
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software process innovation, Solution Blue Prints (SBP). The stra-
tegic promise of SBP was that it both reduced the cost of software
development by greater than 25 percent even as it increased the
software’s quality and timeliness. Natarajan saw SBP as a revolu-
tionary way to do software development that would permit a more
collaborative relationship with clients, a more efficient product de-
velopment framework, and a different sales process that could open
the door to new clients. Such an innovation could propel Zensar to
move from a respected tier 3 firm to “the preferred tier 2 supplier.”

Zensar’s existing customers, its top team, its sales force, and its
product development staff were not enthusiastic about SBP. Like
Mike Lawrie’s team at Misys and Verwaayen’s team at BT, Natara-
jan’s senior team and business unit leaders were preoccupied with
their current business and saw little need to explore an approach
that would require them to alter their business model. When
Natarajan pressed them to explore the new approach to software
development, several senior managers suggested that SBP simply
be integrated into their existing units. Others wanted SBP to be
spun out as a new venture.

In contrast, the leader of the SBP project wanted to have his
own business unit reporting directly to the CEO. This entrepre-
neurial leader was well known for his technical brilliance but not
respected for his managerial skills. The idea that he would be on
Natarajan’s senior team was contentious to the other managers.
As Natarajan reflected on the challenge, he was sure that the com-
pany should pursue SBP and was sure that his senior team was
split on the strategic importance of this exploratory endeavor.

Natarajan decided to keep SBP as a distinct unit reporting di-
rectly to him. This explore unit had its own integrated organization
with its entrepreneurial leader. Because of the strategic and per-
sonality differences in the senior team, Natarajan personally man-
aged the conflicts and potential points of interdependence between

the existing lines of business and the SBP unit. He was able to lead
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in a disciplined way for his existing units and in a more entrepre-
neurial fashion in SBP. This unit quickly acquired new customers
for Zensar and grew SBP to scale. During this period, Ganesh pro-
tected the SBP unit from skeptical members of his senior team.
After eighteen months of technical and customer progress, when
SBP was too successful to ignore and had gained strategic and cus-
tomer legitimacy, it was integrated back into Zensar’s product and
industry organization. At this transition, the SBP entrepreneur left
Zensar to start another firm.
[ ]

The prior two sections have described a set of leaders grappling
with the challenges of implementing ambidextrous organizations.
Some of these leaders, like Lawrie, Verwaayen, and Natarajan,
were more successful than others. We will draw on these examples
and those of other leaders we have discussed in prior chapters (e.g.,
Glenn Bradley at Ciba Vision, Tom Curley at USA Today, HP’s Phil
Faraci, and Sam Palmisano at IBM) to develop a set of leadership
practices and strategies that are associated with the effective leader-
ship of ambidextrous organizations. As we saw with Tom Curley at
USA Today in Chapter 4, we will also observe that leaders can learn
to renew their leadership styles to better fit the challenges of lead-

ing ambidextrously.

Leading the Ambidextrous Organization:
Balancing Core and Explore
David Jones and Jeft Davis aspired to transform their organizations
by exploiting past capabilities while they explored new spaces. Yet
neither was able to build a committed senior team and in turn un-
able to build an extended leadership team and change effort that
could deal with the tensions associated with their respective inno-
vation streams. In contrast, Mike Lawrie, Ganesh Natarajan, and

Ben Verwaayen successfully pursued strategies that had built in
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tensions associated with their firms’ past and future without allow-
ing that balancing act to affect performance in the core business.
The leaders who excelled did so using the five interrelated prin-

ciples we mentioned earlier. We describe each in more detail.

1. Engage the senior team around an emotionally
compelling, overarching strategic aspiration that
justifies the future organization

Strategic aspirations provide people with an identity more general

than individual products or functions. They also help to infuse a

firm with energy and emotion and provide an overarching frame

to host contradictory local strategies. For example at Zensar, Nata-
rajan’s aspiration to be “the preferred tier 2 supplier” was an over-
arching frame within which SBP and business process outsourcing
could coexist. But just having such an aspiration is not enough.

Natarajan articulated an emotionally engaging aspiration, but he

was slow to engage his entire organization in this identity shift.

Similarly, Jeff Davis did not engage his scientists in the emotional

aspects of building an open source tool to transform problem solv-

ing in the service of keeping astronauts safe in space. Similarly,

David Jones’s emotionally engaging aspiration to transform both

Havas and the advertising industry was not accepted by his senior

team and, in turn, was not diffused throughout Havas.

In contrast, Ben Verwaayen and Alison Ritchie were able to en-
gage B'T’s new senior team and, over time, the larger BT commu-
nity in their broadband-one B'T" aspiration. Similarly, in Chapter 4
we saw the power of overarching aspirations with Glenn Bradley’s
aspiration “Healthy Eyes for Life” at Ciba Vision and Tom Curley’s
vision for USA Today as “A Network, Not a Newspaper.” Such over-
arching strategic aspirations provide a context for exploration and
the core business to mutually thrive. Without such an emotionally
engaging aspiration, powerful core business units actively or pas-

sively resist exploratory units. Strategic aspirations help members of
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the firm interpret exploratory innovation as an opportunity (e.g., at
Zensar and Misys), as opposed to a threat (e.g., at Havas and NASA).

Thus, while strategic aspirations may be necessary to execute
ambidextrous designs, they are clearly not sufficient.® An emotion-
ally engaging aspiration that provides for a common identity needs
to be owned by the entire senior team if it is to be diffused through-

out the firm. This leads to our second principle.

2. Choose explicitly where to locate the tension

between exploring and exploiting
CEOs or business unit leaders are often reluctant to challenge the es-
tablished business. But failing to confront this directly legitimates re-
sistance within the organization and allows warring tribes to emerge
within the ranks. Business units defend their turf at the expense of
broader organizational goals. The senior team must both under-
stand and own the tension between its historically anchored business
and its more future-oriented explorations. If; as we saw at Havas,
the tension between tribes is not managed, it will be only “resolved”
when the innovation is killed or sidelined. Our research has identi-
fied two approaches that work. One is to have the CEO or business
unit leader make the key choices (like at Misys and Zensar or Mike
McNamara at Flextronics or Glenn Bradley at CibaVision). Another
is for these choices to be made collectively by the senior team as in
the case of Ben Verwaayen or with Tom Curley at USA Today.

In the first option, a hub-and-spoke approach, the CEO or
business unit leader manages explore and exploit leaders sepa-
rately. This way, the tension between the firms’ present and fu-
ture rests with the senior leader. Both Mike Lawrie at Misys and
Ganesh Natarajan at Zensar had clear strategies to build on past
successes and simultaneously create exploratory businesses. These
leaders also knew that their senior teams did not have the capacity
to deal with the strategic contradictions associated with innovation

streams. Furthermore, neither Lawrie nor Natarajan thought they
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had the time to build these senior team collaborative capabilities,
so they took personal responsibility to manage the trade-offs be-
tween their firms’ past and their futures.

In contrast, in the team-centered model, senior teams learn
how to make decisions and allocate resources collectively and make
the trade-offs between the present and the future. This option
fosters higher degrees of collaboration and a more participative
leadership style. Team members share an obligation to dissent over
critical issues, with leaders identifying problems and calling them
out in a brutally honest manner. This team-centered approach re-
lies on business unit leaders who are compensated based on total
company performance, not individual P&Ls, with a clear focus on
the long-term drivers of growth. The impact of this is that any
issue is open for discussion.” For example at BT, Ben Verwaayen
completely remade and renamed his senior team so that it could
collectively deal with the tensions associated with business unit and
broadband requirements. He also shifted the top team’s compensa-
tion to include broadband performance and their ability to work
together as a team.

Those more effective ambidextrous leaders either own the ten-
sion between exploring and exploiting or they own these tensions
with their team. Our third principle focuses on building the leader-

ship and team capabilities to actually attend to these tensions.

3. Move toward conflict, and learn from the tensions
that balancing core and explore creates

Senior team conflict typically revolves around dealing with inter-
dependencies between explore and exploit units and, in turn, how
resources and capabilities are allocated and leveraged. Successful
ambidextrous leaders like Lawrie at Misys and Verwayyen at BT,
or as we saw with Tom Curley at US4 Today and Phil Faraci at HP
Greeley, explicitly deal with these tensions by themselves or within

their senior teams. In contrast, as at NASA and Havas (or SAP
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from Chapter 3), less successful senior teams pushed the tension
into the firm. Because of power differences, when these tensions
are pushed into the firm, the firm’s legacy business almost always
trumps exploratory activities.

The hub-and-spoke approach to dealing with tensions associ-
ated with innovation streams relies on the ability and energy of the
senior leader. A more robust approach to attend to these tensions is
for the leader and the team to deal with these conflicts collectively.
As we saw with Verwayyen at BT and Curley at USA Today, these
leaders create contexts where the team learns about the contrasting
agendas, moves toward the conflict, and is capable of making quick
and frequent resource shifts between the explore and exploit units.
These team-centric teams have distinct roles for the contrasting
innovation types and allocate distinct times, places, or workshops
for the team to deal with tensions associated with ambidexterity.
Assisted by an overarching aspiration (principle 1), those more ef-
fective ambidextrous leaders help their teams frame, own, and deal
with the strategic benefits of attending to explore and exploit si-
multaneously. These teams bring conflicts into their agenda and
resolve them collectively. This is not a search for compromise, but
rather looking for ways to advance the collective agendas.?

In building his new operating committee, Verwaayen worked
on his own leadership style as well as developed the capacity in his
team to attend to and deal with the conflicts and contradictions
associated with building a broadband business in the context of
existing lines of business. In contrast, at Misys and Zensar, Lawrie
and Natarajan shifted from the hub-and-spoke approach to a team-
centric approach after the explore business had gained strategic
and customer legitimacy and were socialized as a strategic oppor-
tunity (as opposed to a strategic threat). As we saw in our discussion
of the IBM EBO process in Chapter 5, this is what happens after
successful explore businesses graduate and are integrated back into

the mature organization.



210 Making the Leap

In order to move toward and learn from conflict associated with
ambidextrous organizations, the leader and the team must behave

in ways that appear inconsistent. This leads to our fourth principle.

4. Practice consistent inconsistency by deliberately
holding units to different standards

Ambidextrous leaders demand profit and discipline with one unit
while encouraging experimentation in another; support a strategy
in one part of the business while also seeking to cannibalize it with
another. By definition, these leaders execute exploration and ex-
ploitation strategies with contradictory time horizons and priori-
ties—one optimizing profit, the other scaling or building share. At
Misys, Lawrie held his traditional software development organiza-
tion to tight cost constraints even as he held his open source devel-
opment group to looser, more experimental goals.

Similarly as we saw with Palmisano and Harreld’s distinctive
leadership styles for IBM’s EBOs versus their existing business
units, at BT, Ben Verwaayen employed contrasting leadership styles
and behaviors in his existing business units compared to those he
employed with Alison Ritchie in broadband. In the former, Ver-
waayen had tight budget and profit targets and expected that his
business leaders know how to compete in their respective domains.
In sharp contrast, with Ritchie in broadband, Verwaayen had
looser, more experimental expectations and was more interested
in Ritchie’s ability to learn how to compete in broadband. These
consistently inconsistent leader behaviors demonstrated to Ver-
waayen’s senior team the contrasting organizational requirements
between the explore and the exploit businesses—and that he took
both seriously. Compare Verwaayen’s ability to hold and respect
inconsistencies with David Jones’s inability to hold his senior team
accountable to explore as well as exploit.

The leaders and teams we studied understood that their ex-

ploratory units required a distinctly different treatment from the
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general manager than the incumbent units did. These consistently
inconsistent behaviors are held together and make sense thanks to
the firm’s overarching aspiration (thus the importance of the first
principle). The only way that Natarajan could execute his aspira-
tion to produce traditional as well as nontraditional software was to
articulate his vision that Zensar could become “the preferred tier
2 supplier.” Thus, after SBP gained traction and had several new
customer wins, Natarajan was able to more clearly show his his-
torically skeptical senior team how SBP could actually complement
their business models. Furthermore, he was able to link progress in
SBP’s business to Zensar’s overall vision.

Even as leaders practice consistently inconsistent behaviors,
they must also make the time and adopt decision-making practices
for explore and exploit businesses to thrive. This leads to our final

principle.

5. Allocate time to discuss and adapt decision-making
practices for explore and exploit businesses

Allocate distinct times to discuss both business models so that the
senior team gives each appropriate focus. When the performance
of explore and exploit units is considered simultaneously, innova-
tion businesses often find themselves subject to the same margin
disciplines of the core business. More successful businesses sepa-
rate out reviews of each activity so that the discussion can focus on
what’s important for a business at a particular point in its growth
cycle. Natarajan, Lawrie, and Verwaayen had separate reviews for
their explore and exploit software units, whereas Jones delegated
these reviews to his ambivalent country managers.

One of the greatest difficulties for senior teams managing both
core and explore businesses is how to measure success. Most suc-
cessful businesses become masterful at managing operational per-
formance using feedback mechanisms and tight control systems to

guide decision making. The more successful and profitable a firm
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becomes, the more sophisticated the feedback systems become; they
help to detect variance from a plan, enabling managers to control
and eliminate error. For example, Natarajan had clear measures,
metrics, and controls for his existing enterprise application services
and business process outsourcing businesses. These tight systems and
measures were the primary reason that Zensar was so successful.

When such a business sets up an explore unit, a common flaw is to
apply the same goals and metrics from the existing business to the in-
novation unit. These existing metrics hold the innovation unit captive
to the organization’s past. The exploratory unit struggles to match
up to the incumbent’s proven business model and associated metrics.

Exploration is about learning by making mistakes; as a result,
you don’t want to control errors. A senior team needs to learn
how to balance feedback with feedforward measurements that an-
ticipate opportunity.’ Feedforward is aspiration driven; it seeks to
anticipate what is possible, what opportunities a company might
create. That means a senior team holds the explore business ac-
countable to hitting milestones and uses lead indicators of success
(customer adoption, design wins, evidence of market traction) to
decide whether a new venture is on track. For example, in Zensar’s
exploration of SBP, Natarajan used developmental milestones
as well as the response of lead users and new customers as a key
metrics of SBP’s performance. In contrast, David Jones could
not engage his country managers to attend to any other perfor-
mance measure other than their traditional advertising and media
revenue.

°

These five principles put substantial pressure on the ambidextrous
leader and his or her senior team. These teams must be able to hold
contradictory strategies and contradictory leadership styles. Where
midlevel managers have focused strategies and associated organiza-
tional architectures, ambidextrous leaders must be able to attend to

and deal with contradictory strategic requirements. But as it turns
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out, senior teams often behave in ways that undermine their effec-

tiveness. It is to these senior team ironies that we now move.

Senior Team Ironies and Renewal

While ambidextrous structures are easy to put into place, operating
them successfully requires that the senior team make hard deci-
sions to potentially let go of the past even though the future is not
fully known. The more successful the organization and the longer
the senior team has been together, the harder this can be. The lon-
ger a team has done well, the more likely it is to codity a recipe for
success; the more the senior team loses its external orientation, the
more team members talk and think alike, and the less the senior
team generates conflicting points of view. Over time, senior team
processes often become rigid and backward looking:

Organizational scholars Ruth Wageman and Richard Hackman
note that the more senior the team is, the more it exhibits what they
describe as senior team ironies.'’ Their research found that senior
teams are often underresourced and underled; waste enormous
time in meetings, rife with authority dynamics that complicate
team processes; and are unable to openly discuss the real challenges
they face. They also found that senior teams accepted practices and
processes in their teams that they would not tolerate in teams that
report to them. In this light, the more senior the team is, the less
competent it may be in functioning as a team. The consequences
of these senior team inertial dynamics are devastating. As we saw
at Havas, senior teams mixed messages and inability to deal with
the paradoxical requirements of innovation streams pushes conflict
lower in the firm where inertial forces stifle ambidexterity.

Given the short-term pressures of exploiting today’s strategy
and inherent organizational and senior team inertia, leaders and
their teams often fail to effectively deal with the requirements of

leading exploration and exploitation simultaneously. It appears that
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Lawrie and Natarajan are relatively rare in their ability to do this.
More typical is what we saw with Havas and NASA: leaders and
their team get caught up in their firm’s past. This suggests that
organizations may need significant turnover in senior team mem-
bership to keep innovation in motion. But that is not necessarily so.
Leaders and teams can renew themselves and deal with the ten-
sions associated with ambidexterity. In other words, it is possible
to couple personal and senior team renewal with organizational
renewal. Ben Verwaayen at BT and Tom Curley at USA Today are
examples of successful leaders renewing their leadership styles in
the context of building ambidextrous organizations.

Verwaayen made conscious adaptations to his leadership style
to attend to different moments in BT’s transformation journey. In
the first phase of change, he adopted an aggressive, confrontational
top-down approach. For example, at a meeting with over 400 BT
executives, he roamed the room with a microphone in hand, chal-
lenging individuals to explain their behavior and take personal re-
sponsibility for ignoring Broadband. This challenge signaled his
commitment to broadband and gave legitimacy to the chief broad-
band officer and her efforts to build this new capability for BT.

But this intimidating and demanding leadership style had a
cost. Supported by his HR director, Verwaayen got feedback that
this leadership style threatened his ability to execute B'1’s more col-
laborative broadband strategy. He then invested in gathering exten-
sive feedback on his leadership style and its impact from a group of
over forty leaders. Through this exercise, he learned that his con-
frontational approach was inhibiting his team’s ability to work with
him or with each other. With these data and supported by a coach,
Verwaayen adopted a more inclusive leadership style. He also en-
couraged his team to reflect on their personal styles and welcomed
team dynamics professionals to work with him and his senior team.

This facilitated work on leadership practices, behaviors, and

top team dynamics in Verwaayen’s team was complemented with a
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series of strategic action workshops. In these cross-line of business
workshops, Verwaayen and his colleagues modeled the behaviors
they themselves were working on. In this learning-by-doing pro-
cess, BT s operating committee members learned how to renew
themselves and, in turn, model BT’s broadband aspiration and as-
sociated culture.

Similarly at USA Today, after several attempts to get his team
to own online as well as print distribution of content, Tom Curley
finally recognized that this pathology was partly due to his leader-
ship style and partly due to the capabilities and processes in his
senior team. Key to USA Today’s transformation into a digital plat-
form that leveraged its traditional paper was Curley’s more asser-
tive leadership style, his more clearly articulated vision for US4

Today, and his smaller, more collaborative senior team.

Leaders and Their Teams as Linchpins
in Leading and Disrupting

This book 1s fundamentally about leadership and leading the
changes associated with innovation streams. We have focused in
this chapter on the leadership challenges in executing ambidex-
trous organizations. The fundamental challenge leaders face in
managing innovation streams is one of embracing and dealing
with inconsistency. It is only when the senior leader and his or her
team embrace the contradictions between explore and exploit, be-
tween today and tomorrow, that they can live into the potential of
ambidextrous organizations.

The success syndrome illustrated in Chapter 2 is fundamentally
a leadership failure. Our experience in organizations and the re-
search in our field suggest that building ambidextrous organizations
in the context of a successful organization requires both personal
and organizational renewal. The five leadership principles we have

1dentified are a set of actions and behaviors leaders can use to lead
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ambidextrously. They are all consequential; indeed, consider the
implications if any one of these leadership behaviors is missing.
Because executing innovation streams always involves significant
organizational change, our final chapter focuses on the pragmatics

of leading renewal and change.



Chapter 8

LEADING CHANGE AND
STRATEGIC RENEWAL

There is nothing more difficult to take in hand,
more perilous to conduct, or more uncertain
in its success, than to take the lead in the
introduction of a new order of things.
NICCOLO MACHIAVELLI

CHAPTER 7 HINTED AT A FINAL TRUTH about building ambidextrous or-
ganizations, one that we want to leave you with: developing am-
bidextrous organizations is always associated with significant
organizational change. While much has been written about how
difficult organizational change can be, leading proactive change—
change that is associated with effective exploitation and exploration
before a company is in danger—is much more mysterious. That is
what we focus on here. We draw inspiration from organizational
renewal efforts at IBM between 1999 and 2008 and the renewal ef-
forts led by Zhang Ruimin at Haier, a Chinese leader in consumer
electronics and home appliances, between 2004 and 2014. We also
build on our discussion in Chapter 7 of Mike Lawrie at Misys and
Ganesh Natarajan at Zensar. We contrast these relatively successful
examples of proactive change with other less successful examples at
Havas and NASA Life Sciences.

Drawing on our firsthand experience at IBM and our analysis
of other similar efforts, we derive a set of practices for strategic
renewal that enable organizations not only to overcome the threat
of disruption but to lead it. We suggest that renewal is not an

event, a set of steps, or a program, but an approach to learning
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that 1s anchored on an overarching aspiration. But beyond an
emotionally engaging aspiration, there is a set of practices that
we recommend to leaders that will put them on the path toward
an organization learning mind-set. We couple our ideas on orga-
nizational renewal to the personal renewal of the leader and his
or her team. The role of the senior team is to bake renewal prac-
tices into the day-to-day work of the next level of leaders. These
practices cannot be a separate set of long-term priorities that are
vulnerable to being killed off by the urgency of the core business;
instead, they must constitute a deliberate effort to change the
choices, actions, and behaviors of a wider community of leaders
and create a social movement within the company in support of

strategic renewal.

Is Strategic Renewal Appropriate?

Before we get on with the business of describing strategies and
proposing steps associated with strategic (and associated personal)
renewal, it’s important to ask this question: Is strategic renewal ap-
propriate for your organization? Strategic renewal isn’t for every-
one. You've first got to decide what kind of change is facing you in
your market; incremental (enhancing today’s core capabilities) or
punctuated (when your core capabilities, structures, processes, and
culture are challenged). Every business has to be good at problem
solving to address operational issues, such as product defects or
sales execution failures, and most have a tool kit for responding;
Similarly, many firms have a proactive focus on continuously im-
proving current operations to drive efficiencies and achieve peak
performance.

As vital as incremental change might be, it isn’t the same as
responding to a punctuated shift in the environment or a poten-
tially forthcoming sea change. In 2001, FBI director Robert S.
Mueller IIT started his new role with the FBI’s traditional focus on
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solving criminal cases. While counterterrorism had been a prior
FBI mandate, it was less central than the agency’s core business of
tracking down and arresting criminals. At that point, Mueller had
the opportunity for strategic renewal: he could make a proactive
change based on his sense that counterterrorism would be impor-
tant to the FBI. A few weeks after taking office, however, 9/11 oc-
curred, and Mueller’s strategic context suddenly shifted. What had
been a strategic opportunity dramatically and suddenly become a
strategic crisis. Even with a clear crisis, the FBI’s culture, structure,
power distribution, capabilities, and historical identity conspired to
make a reinvention effort difficult to execute.'

In crisis situations, you need to reinvent rapidly through a
turnaround in which everything about an organization is open
for reexamination. Strategic renewal, however, requires a new
way of working—a deliberate effort to enable the organization
to lead change in its market. Since the goal of strategic renewal
1s to move ahead of a crisis, these change efforts are more dif-
ficult to motivate, fund, and lead. Just why should the organiza-
tion renew itself when there is no crisis? These proactive change
efforts are about learning more rapidly and shaping the future
more competently than your competitors. There are countless
examples of underfunded, underled proactive transformations.
Xerox, Kodak, and Firestone all tried and failed to move ahead
of a crisis. Like the FBI, the dynamic conservatism of the status
quo in these organizations is a powerful adversary. Before taking
strategic renewal on, leaders need to be sure this proactive move
is the right call. Here are four tests for deciding whether strategic

renewal is appropriate.

1. Is performance dominated by mature strategies
where growth opportunities are limited?
Nothing breeds complacency like success. The point for maximum

strategic paranoia is when you are at the top of your game. As we
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saw in Chapter 7, traditional advertising firms’ growth had slowed
in 2012, and customers were pushing for more cost-effective adver-
tising campaigns. Although Havas was doing well in this context,
David Jones’s acquisition of Victors and Spoils was a bet by Jones
and Havas’s board that crowd-sourced content would be an im-
portant part of growth that could complement existing advertising
and media strategies. Jones reasoned that shifts in the advertising
industry would happen soon and that Havas had the capabilities to
lead this disruption. But in 2013, Havas was doing extraordinarily
well with its existing strategy. Very few of its country managers
and creative directors saw crowd-sourced content as a strategic op-
portunity. In contrast, important members of Jones’s senior team
saw Victors and Spoils as a threat to their capabilities and their
historically successful success business model.

These same dynamics operate in the public sector. In a classic
example of resistance to innovation and strategic renewal, histo-
rian Elting Morison documented the response of the US Navy
to continuous-aim gunfire, a method of shooting that increased
hit rate and accuracy more that 3,000 percent. In 1898, the rate
of improvement on existing gunfire at sea was limited. As such,
navies competed on a combination of navigation and combat
capabilities. The US Navy faced these same gunfire accuracy
constraints as other countries’ fleets. Even so, it was among the
most successful in the late nineteenth century. The success of the
Navy’s existing strategy blinded its senior leaders to the threat
(or opportunity) of continuous-aim gunfire. Only after President
Roosevelt mandated its use was this new method of shooting im-
plemented in US forces. Roosevelt initiated this proactive renewal
because he reasoned that if the United States did not adjust its
approach to naval warfare, another navy would.” The time to ex-
plore and to renew the firm is when your existing strategy is ma-
ture and there are technological possibilities that could reshape

your industry.



Leading Change and Strategic Renewal 221

2. Is there a product, service, or process opportunity

that could shift your organization’s strategy?
Both national and regional newspapers in the United States have
seen profits drain away as “for sale” and recruitment advertising
has left print media and moved online. Incremental innovation has
limited value in this situation. It doesn’t make any difference to
their ultimate fate if’ print publications introduce color advertising
or better printing presses when local listings are now available for
free on Craigslist. As we saw in Chapter 4, Tom Curley at US4
Today saw the opportunity for shifting his newspaper to a multiplat-
form news organization (print, online, and TV) in 2000, well ahead
of his competitors.

The web 1s having an impact well beyond news and advertis-
ing organizations. As John Winsor, CEO of Victors and Spoils, ob-
served in a personal manifesto in 2014:

Airbnb is not only challenging the biggest hotel chains but also
challenging the bureaucracy, going after the New York City hous-
ing and tax laws that stand it its way. Now, with a valuation of $10
billion, Airbnb has the capital to take on the hotel industry and its
supporters globally. The app-enabled car-sharing service Uber has
also become a global phenomenon with a valuation of over §18
billion. In an ironic turn, cab drivers in London, Paris, Berlin, and
Madrid decided to strike in June, 2014 to protest Uber. The result:
Uber gained several hundred thousand new members. Quirky is
disrupting incumbents in consumer product design and innovation,
Local Motors in the automobile business, Relay Rides in car rentals
and Kickstarter and AngelList in the financial sector. Name an in-
dustry and there is a new open-system player leveraging the power

of the networked world to build a paradigm-shifting competitor.”

It is not unusual for profits to leave an industry segment rapidly.
Across domains from academia to academic publishing to adver-

tising to capital markets, new digital business models are putting
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incumbent profits at risk. While some discontinuities cannot be
predicted (e.g., Mueller’s situation at the FBI), a range of techno-
logical, market, competitive, and regulatory shifts can be. A crucial
leadership job is to challenge their firms on what might be the most
strategically attractive opportunities, for as we have seen through-
out our book, today’s opportunities become tomorrow’s threats.
As we saw with Lawrie at Misys, Davis at NASA, and Natarajan
at Zensar in Chapter 7, the time to experiment and initiate explor-
atory options is during periods of technical ferment. Such experi-
mentation helps firms learn and shape technological futures more
effectively than firms that are comfortable with the status quo. This
logic of proactively shaping technological change also applies in
the nonprofit domain. Thus, Jeff Davis’s insight was that early ex-
perimentation with open innovation could radically shape how sci-
ence might get conducted in his directorate and more broadly in
NASA. But this exploration of new technological options is more
difficult when the technological opportunities are outside the in-

cumbent’s industry.

3. Is the opportunity (or threat) outside your core
markets?

One thing that made the iPhone and Android difficult for Nokia to
predict is that both came from outside the mobile phone industry.
As Nokia executives huddled over benchmarking data and man-
agement consultant analysis, their focus was on Erickson, Samsung,
and Motorola, not Apple and Google. They were locked into the
assumptions of the industry that they led and were not anticipating
the extent to which Apple would break the rules.

Technological transitions and the associated organizational
punctuated change are often driven from outside the industry.
New entrants challenge the very basis of an industry, stimulating
an immune response from incumbents. Incumbents are frequently

locked into a set of organizing assumptions and cognitive models
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that stunt the senior team’s ability to effectively explore into new
technical domains. As the Havas, USA Today, and US Navy ex-
amples suggest, it is often difficult for leadership teams and their
extended leadership communities to accurately assess opportunities
that originate outside the firm’s traditional markets or competitors.
The importance of strategic renewal is accentuated (and made
more difficult) when the renewal opportunity threatens the firm’s

capabilities and identity.

4. Is the opportunity a threat to the firm’s core
capabilities and associated identity?

Quite apart from where the opportunity or threat originates is its
impact on the firm’s core capabilities and associated identity. As we
saw at USA Today and Havas, their web-based opportunities also
required new capabilities and ways of doing the work of news and
advertising, respectively. These capability shifts were, in turn, as-
sociated with tensions associated with identity transitions. Similarly
at NASA, crowd-sourced research was a fundamentally different
way of doing R&D. While scientists doing traditional R&D both
framed and solved technical problems, with open innovation tools,
scientists framed problems for others to solve. Jeff Davis’s director-
ate had to shift its identity from being a research organization to
one that “kept astronauts safe in space.”

When technological transitions are associated with capability
and identity shifts, organizational renewals are crucial. But as we
have seen, when exploratory innovation is associated with shifts
in capabilities and professional identity threats, the risk is that the
firm actively resists such innovation and reverts to overlearned be-
haviors. If such risks exist, all the current organization will deliver
1s better products and services for a stable or shrinking market; it
will miss the next wave.

In an increasingly common set of conditions, simply exploit-

ing successful business models drives short-term success but longer-
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term crisis. As we saw at Misys, Havas, and Zensar, if performance
1s dominated by mature strategies for the firm and its industry, the
time may be ripe to explore innovations that either complement, or
possibly substitute, for a product or service. Yet these experiments
and associated transitions frequently involve new players, new ca-
pabilities, and shifts to the firm’s identity. What makes these renew-
als so difficult is that they fly in the face of the firm’s history, and
success 13 known only in retrospect. As we have seen throughout
this book, today’s renewal opportunities often become tomorrow’s
turnarounds.

Strategic renewal, though more difficult to motivate, can be
more successful than a turnaround because the firm has the luxury
of time, resources, and strategic clarity. Our experience is that stra-
tegic renewal is one of the senior leadership team’s most important
strategic but most difficult tasks. So how do you do it? To consider
this, let’s revisit the gold standard that IBM set between 1999 and
2008. We will also describe how Haier initiated a series of renewal
efforts between 2004 and 2014. We will use IBM, Haier, and other
examples to develop a set of actions to effectively lead strategic

renewal.

Strategic Renewal at IBM, 1999-2008

In 1999, IBM had emerged from a near-death experience. Its leg-
endary CEO, Lou Gerstner, had turned a company that had been
reeling from financial and competitive failure, with the stock price
at a ten-year low, 150,000 jobs lost, and the financial press calling
for the firm to be broken up into its components. Despite this suc-
cess story, by 1999 its growth had slowed. Sam Palmisano, Gerst-
ner’s successor, inherited an organization that had all the features
of a firm in need of strategic renewal.

While IBM’s intense efforts to turn itself around had created a

disciplined machine for short-term performance, it had also stunted
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the company’s ability to innovate and grow. The threat of disrup-
tion was coming from a range of new technologies, many of which
IBM invented—such as routers, web infrastructure, voice recogni-
tion, and RFID—but had been unable to commercialize. Competi-
tors like Cisco, Akamai, and Nuance were emerging from a start-up
culture, alien to IBM at that time. Profits were moving to companies
that could take responsibility for the complexity of technology and
integrate solutions. Yet legacy IBM employees were deeply wedded
to the company’s past in technology hardware. It was not easy to
embrace or know how to contribute to a new vision for IBM.

Still, between 1999 and 2008, IBM executed a strategic re-
newal. From a position of financial strength in 2000, it essentially
became a new firm by 2008. It moved its business away from hard-
ware and software and toward business value—consulting, analyt-
ics, and industry-specific solutions. IBM was able to learn from its
near-death experience and move ahead of the next curve—one
that has claimed HP, Dell, Sun, and other one-time competitors.
Many factors explain this strategic renewal; however, through both
extensive research and the firsthand experience of a key player in
this process, we have isolated several key practices that we believe

are relevant to any program of strategic renewal.*

Recommitting and Updating IBM's Legacy Ildentity

First, to overcome inertia, Palmisano articulated a growth agenda
for IBM and his intention to have IBMers reinvigorate their heritage
of “restless self-renewal.” Palmisano called on IBM to “re-invent
itself again . . . even as it retained its distinct identity.” He called
on IBMers to help remake IBM “among the greatest firms in the
world.” This aspiration was anchored on the firm’s renewed shared
values of client success, innovation that matters, and trust and per-
sonal responsibility.

It was great rhetoric, but Palmisano had to do more than artic-

ulate an aspiration and culture for the corporation; he had to lead
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the firm in creating a new sense of purpose and identity. The ap-
proach he adopted tapped into employee aspirations for their fami-
lies and communities. At a series of workshops with the company’s
leadership in every principal market, he asked executives to talk
about their aspirations for solving problems that mattered to the
people they cared for most. He asked: “What problems in the world
frustrate you or people you know?” as he challenged executives to
collaborate with colleagues from across the business to address
those very concerns. IBM’s Smarter Planet advertising campaign
was born shortly afterward, fueled by the passion to demonstrate
how IBM is at its best when it does something important in the
world. Employees brought their own stories into the campaign as a
visible manifestation of how the company had shifted from selling
computer hardware to becoming a problem solver.’

IBM’s new identity had deep echoes of its illustrious past,
providing the technology to fuel everything from national air traf-
fic control to lunar landings. But it was also distinctive to the age
of climate change, population density, and global security. Palmi-
sano’s aspiration to help IBM recreate itself as “among the greatest
firm in the world” spoke to its past and the future. Beyond defining
this growth aspiration, Palmisano also worked with his senior col-
leagues to build a top-down and bottom-up learning process such
that the firm was able to live into his aspirations. This learning

process was anchored in a reinvented strategic planning process.

Reinventing Strategic Planning
Palmisano earned his elevation to CEO based on his operational
mastery. As CEO, he would famously be in touch with individual
deals across the globe as the end of a quarter approached. Or he
would appear, without warning, on weekly sales calls to personally
drive performance expectations. However, he also recognized that
leading a strategic renewal required a set of practices that engaged

an extended group of leaders in owning and enacting the transfor-
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mation he had initiated. These practices emphasized inclusion and
learning as a balance to the financial and operational discipline
that were so important to short-term performance. Palmisano ad-
opted an innovative senior team structure that engaged over thirty
leaders, most of whom led multibillion-dollar businesses, in shap-
ing the future of the corporation. Three separate teams, with over-
lapping membership, took on the role of making decisions about
business operations, strategy, and technology.

Bruce Harreld, as senior vice president of strategy, set out to re-
tool the strategic planning process. Rather than the typical formal-
istic yearly review, with impressive quantities of paper but modest
insight, the new strategic planning process shifted to engage general
managers in disciplined conversations about existing performance
gaps and longer-term opportunities. The agenda for the conver-
sations derived from a simple framework that outlined decisions
general managers needed to make about strategy and then, vitally,
asked how they were aligned to execute (see Chapters 2 and 5).

Working from the knowledge that most of IBM’s failure to ex-
ploit growth opportunities came not from a lack of strategic insight
but from a breakdown in execution, Harreld and his colleagues
shifted the strategy process from the abstract to the concrete.
Whereas previous strategy plans tended to be generalized and sepa-
rated from day-to-day business, attention now focused on a new
question: Do you have a performance or opportunity gap? If a gen-
eral manager had a performance gap (i.e., undershooting targets)
the question was, “Why?” This generated a disciplined examination
of the root causes for the performance gap. If there was an oppor-
tunity gap (i.e., untapped growth potential), then the focus was on
how to win (or what would get in the way of winning) in the new
space. This language broke down the usual defensiveness associated
with the relationship between headquarters and business units, en-
couraging general managers to own strategy rather than viewing it

as a ritual of compliance with corporate mandates.
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IBM was also able to broaden the basis of who was involved in
the strategy process. The kabuki drama of the annual strategy plan,
where everyone said what was expected, was replaced by a strategy
process based on dialogue and data—a living process, rich with chal-
lenge and debate. Palmisano, Harreld, and several other senior vice
presidents developed a range of tools to assist in this aspect of the re-
newal. Chapter 5 discussed the EBO system in detail. Strategic lead-

ership forums (SLFs) were another important tool in this renewal.

Strategic Leadership Forum
While the EBOs were a vanguard for the new, exploratory IBM

initiatives (like pervasive computing and life sciences), Palmisano
needed more broad-based managerial engagement. IBM needed
to test and learn its way to renewal and his growth aspiration.

Harreld chose to borrow from Jack Welch’s use of Work-Out at
GE and create a repeatable workshop that coupled senior leader-
ship pressure for transformation with bottom-up momentum for the
transformation.® However, while GE had used Work-Out for solving
specific operational problems, Harreld aimed to reshape strategic
choices and behaviors within IBM’s extended leadership team. His
format was unique: a workshop extending over three and a half days
led by business school faculty and specialist facilitators, in which
business teams would work on how to solve specific performance or
opportunity gaps facing their units. Education was used to provide
a general problem-solving language, provoke, and challenge execu-
tive thinking by providing external cases on innovation and leading
change from which IBM participants would reason by analogy. Fi-
nally, evoking IBM’s recent history, the forum content highlighted
the “tyranny of success” and the risk leadership teams faced when
they became complacent about the threat of disruption.”

Each SLF had three or four integrated senior teams. Each team
arrived at the forum with a clearly articulated gap statement (e.g.,

“We have lost market share in each of the past three years” or “We
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aim to build a §1 billion business in five years”) and a set of facts, as-
sembled in partnership with Harreld’s corporate strategy team. The
teams had both corporate sponsors, drawn from Palmisano’s direct
reports, and guest participants from other parts of IBM whose help
they needed to diagnose and close their gap. They then applied a
disciplined problem-solving approach, modeled by the faculty in
the educational sessions, to get at the root causes of the perfor-
mance gaps or plan critical success factors for executing a strategic
opportunity.

These were intense experiences, with teams digging deeper and
deeper into issues, opening up questions participants were unable
to address during day-to-day work. Each integrated team reported
out their diagnostic work as well as their proposed interventions to
the full community. Each team received critical feedback from their
peers as well as from their corporate sponsors. These sessions led
to a set of action items based on the analysis developed during the
session. Recognizing the half-life of workshop outputs, Harreld’s
team adopted a rigorous follow-up methodology to ensure that
these commitments were fully met.

Important though these tangible outputs were for the business
unit teams, the lasting value of these sessions came from intan-
gibles. Each forum had multiple integrated teams following the
method side-by-side. The teams came together three times during
the workshop to share their diagnoses and action plans with each
other. Participants were struck at the complex interdependencies
across and outside IBM; they learned about the broader strategic
context of which their unit was a part; and they learned the power
of disciplined diagnoses and engaged dialogue within and between
groups, as well as with corporate executives.

Through these SLF workshops, Palmisano and his team con-
sistently heard that the culture of risk aversion and incremental
change, the power of finance, a process mentality, a low tolerance

for mistakes, and little cross lines of business trust all got in the way
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of IBM renewing itself. Palmisano and his senior team used this
cross-SLF learning to initiate IBM-wide interventions on culture,
incentives, and capability development. For example, the culture
of collaboration, teamwork, and high expectations within the SLFs
was the one that senior leaders felt could strengthen innovation
across IBM. They fostered a strategy-as-dialogue approach and
broke down structural barriers that were at the root of the inability
to collaborate across boundaries. In working on these issues, some
that had been historically taboo, the mind-set of IBM’s extended
leadership team evolved.

By 2008, 80 percent of the top 50 IBM executives either at-
tended or hosted an SLF (including Palmisano). During this pe-
riod, more than 60 percent of the top 300 executives attended at
least one SLF. These renewal efforts inspired by SLI’s and EBO’s
paid off. By 2010, revenues increased to roughly $100 billion and
margins significantly increased. Perhaps more important, IBM had
learned how to explore and exploit throughout its various business
units, and it embraced both disciplined incremental change and
proactive exploratory change.

This process may seem specific to IBM, and it is, but the over-
arching themes can be seen across market leaders more broadly.

Consider, for instance, the more recent transformations at Haier.

Strategic Renewal at Haier, 2004-2014
In 2012, the Haier Group was one of China’s flagship global firms,

valued at $25 billion. Haier, in fact, was one of the largest house-
hold appliance makers worldwide, ranked eighth in Boston Con-
sulting Group’s annual report on most innovative firms. Zhang
Ruimin, Haier’s chairman since 1984, was well known for his pro-
vocative organizational experiments to keep his firm efficient, in-
novative, and close to Haier’s global customers.? Between 2004 and

2014, Ruimin and his colleagues led several renewal efforts.
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In 2004, pressed by his local and global competitors, Ruimin
initiated a proactive, punctuated change throughout the company.
He wanted to empower his frontline employees to take personal re-
sponsibility for innovation that was close to their customers’ require-
ments. To encourage innovation, each employee was to become a
strategic business unit engaged in transactions with suppliers and
customers. This radical decentralization spurred significant innova-
tion throughout the firm; by 2010 Haier had become the world’s
largest home appliance company. But Ruimin observed that Haier’s
extreme decentralization came with substantial costs. Though
highly customer oriented and incrementally innovative, these inno-
vations decreased internal coordination, increased individual and
cross-functional conflicts, and led to product proliferation.

In response, Ruimin reinforced his commitment that his firm
should have “zero distance to the customer.” To attend to these
costs of extreme decentralization and autonomy, Haier went to a
team-based organizational structure in 2010. The new structure was
composed of thousands of small, autonomous, self-managed, client-
facing teams. These teams were called ZZ]JY'T' (for zizhupingyingts,
which roughly translates into self-owned operating units). The first
tier of cross-functional, customer-facing ZZJY'Is performed the core
product and service activities of the firm. These teams were self-
organized and had control over decision making, resource allocation,
expenses, and rewards. Second-tier ZZJY'Is were functional support
groups for tier 1, and third-tier ZZJY'Is had oversight and developed
the firm’s business unit strategies. Ruimin wanted his employees in
each ZZJYT to think and act like CEOs. Tier 1 ZZJY'Is were en-
couraged to take their own responsibility to be close to their custom-
ers, even as they pushed back against constraints from tiers 2 and 3.

By 2012, Haier’s 70,000 employees were organized into 2,000
first-tier ZZJY'Is. These teams were measured on a performance
matrix of both market outcomes (traditional financial indicators)

and strategic outcomes (more qualitative factors like customer sat-
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isfaction and new products resulting from customer interactions).
Low-performing teams were vulnerable to takeover or dissolution.
Ruimin claimed that while this structural shift retained Haier’s
local customer-facing innovativeness, there remained substantial
conflicts, coordination issues, and escalating outsourcing costs as
each tier 1 ZZJYT operated to maximize its performance against
Haier’s performance matrix.

In another attempt to retain local innovativeness but gain greater
coordination and control, Ruimin created communities of interest
(COI) in 2013. These communities each had formal leaders and
were composed of several ZZJY'Is. For example, the air-conditioning
COI was composed of cross-functional ZZJY'Is (design, manufac-
turing, marketing, and sales) and had a dedicated leader. Other tier 2
and 3 ZZJY'Is supported these product- and service-oriented COls.
This more centralized organizational design improved internal and
external coordination costs. Yet as these focused COIs excelled at in-
cremental innovation, they were less effective at more radical change.

In yet another proactive adjustment, Ruimin created a number
of microenterprises alongside his COI structure in 2014. These
xiaowet were designed to stimulate major product or service innova-
tions that retained the firm’s zero distance to the customer. Each
xiaowel was like a traditional customer-facing, cross-functional,
ZZJY'T, but it was organized as a stand-alone enterprise reporting
to the leader of a particular community of interest. These xiaowel
were legally distinct units partially owned by Haier. Their team
leaders had a formal equity stake in the enterprise of anywhere
from 5 to 15 percent for the typical xiaowei.

The air-conditioning COI, for example, used the xiaowei struc-
ture to initiate a reimagined air conditioner. This radical product in-
novation silently maintained a steady flow of cool air (as opposed to
intermittent bursts of cold air) and was the first appliance worldwide
to be Apple certified to connect users through its 1OS operating sys-
tem. Other xiaowei included logistic services, purified water services,
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and digital products. If there was no strategic interdependence be-
tween a xiaowel and its host COI, Ruimin’s intent was to publicly
list xiaowel within three years. If there was strategic leverage, Haier
could buy each one back at a price determined by independent ex-
perts. Finally; if the experiment underperformed in the marketplace,
it would be closed down. By January 2015, this combination of ex-
ploitative ZZJYTs and exploratory xiaowei achieved Haier’s aspira-
tion to be both efficient and innovative. The market noticed: Haier
outperformed the Shanghai stock market composite by 39 percent.

At IBM, Palmisano initiated over a nine-year period a series
of experiments to help his company learn how to explore and ex-
ploit and, in turn, execute a strategic renewal. Although the Haier
process was different, it also illustrates how a senior leader and his
organization learned how to build an ambidextrous organization
and renew itself over a ten-year period.

Guided by Ruimin’s aspirations of zero distance to the customer,
low cost, and substantial innovation, Haier experimented with a
range of organizational designs to learn about technology, markets,
and evolving customer requirements. Its radically decentralized de-
sign unleashed substantial innovation. But this innovation was cou-
pled with substantial costs, conflicts, and lack of strategic control.
In a series of subsequent renewal efforts, Ruimin eventually dis-
covered that an ambidextrous design—high differentiation coupled
with strategic linkages and strong senior team integration—was a
more effective architecture to be efficient, innovative, and close to
his global customers.

Ruimin’s several proactive change efforts were used to build the
firm’s ability to simultaneously excel at exploitation and explora-
tion. Thus, each COI leader employed ZZ]JY'Ts to exploit an ex-
isting strategy even as then had xiaowei to help the COI explore
into new domains. Like EBOs at IBM, the locus of integration at
Haier was with general managers where exploratory efforts could

be reintegrated into the COI, spun out, or killed. And as we saw at
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IBM, the learning at Haier took place in the context of an engaged

senior leader who was able learn how to renew his firm over time.

Leading Strategic Renewal

While IBM and Haier employed different methods in their renew-
als, they also illustrate patterns that help us develop a set of charac-
teristics associated with the effective leadership of strategic renewal
efforts—leading transformation in the absence of a crisis. In induc-
ing these patterns, we contrast Palmisano’s and Ruimin’s methods
(and those we saw in Chapter 7) to less successful renewal efforts
employed by Jones at Havas and Davis at NASA (see Chapter 7).
Through these examples and bolstered by our research and prac-
tice, we identify five leadership practices associated with effective

strategic renewal.’

1. Define a growth aspiration that connects
emotionally

Building on our leadership material in Chapter 7, reactive trans-
formations are motivated by crisis and associated fear. But without
a crisis, the emotional energy needs to come from somewhere else.
Strategic renewals are motivated by an emotionally engaging aspi-
ration that is connected to the firm’s overarching identity. Those
more successful renewals are tied to an aspiration, coupled to the
firm’s strategy, that defines both “who we are and what we do.”
Growth aspirations help people anticipate the future and set goals
to transform performance to a higher level. Palmisano linked his
growth strategy to his call for IBMers to reconnect to their histori-
cal identity to be “among the greatest firms in the world.” At Haier,
Ruimin’s charge to achieve “zero distance to the customer” was
an emotionally engaging aspiration that anchored his multiple re-
newal efforts. These aspirations speak to a wider impact as opposed

to narrow financial goals.
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Contrast the aspiration for Ciba Vision’s strategic renewal in
eye care solutions of “healthy eyes for life” with a UK manufac-
turer that defined a vision of 5/10/2010—that is, 5 percent rev-
enue growth and 10 percent profit growth by 2010. The latter
mantra had a catchy ring, but the only person it inspired was the
CEO. Not only did this company miss these numbers, but its stock
crashed within three years, in part because of the relentless focus
on short-term results. Similarly, without an emotionally engaging
aspiration in NASA’s Life Sciences Directorate, there was no mo-
tivation for Davis’s scientists to renew how they did their research.
Only when Davis articulated an aspiration to “keep astronauts safe
in space” was he able to engage his team in shifting their profes-
sional and organizational identities to incorporate open innovation
as a legitimate tool.

Hope is a far more compelling motivator than loss, and one
that lacks the debilitating effects of fear. Keep in mind, though,
that the aspiration has to resonate with something that matters to
employees. These aspirations may be done top down as at Haier or
top down and bottom up as illustrated in Palmisano’s aspirational
clarity coupled with his use of extensive employee involvement
through technologically mediated idea jams. These aspirations
should be short, emotionally engaging, directly connected to com-
pany strategy, and owned by the senior team. Finally, aspirations
by themselves are only words. They must be actively, relentlessly,
and passionately driven from the top. Thus, Jones’s aspiration that
Havas be “the leading firm in technology, media, and creativ-
ity” fell on deaf ears because most middle-level manages saw that

Jones’s senior team did not own this aspiration.

2. Treat strategy as dialogue, not a ritualistic,
document-based planning process
Making the aspiration a reality requires seeing strategy as a dia-

logue, leaving behind ritualistic planning processes and having
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direct, fact-based conversations. We have described how IBM
made it legitimate for leaders to talk about tough, unpalatable is-
sues. Difficult issues need to get attention so that strategy addresses
real-world threats and opportunities. Being polite in meetings and
skirting the undiscussable leads only to weaker strategy. At its core,
strategy as dialogue replaces stultifying PowerPoint presentations
with more open, engaging ways of discussing the same data. One
company we worked with presented the usual strategy fare of mar-
ket data, competitor analysis, and benchmarking information on
posters around the room and invited the senior team to engage with
the data through a “gallery walk.” At Nedbank in South Africa,
CEO Ingrid Johnson got traction for her transformation after she
made dramatic changes to her top team and involved senior lead-
ers in a series of “pause-and-reflect” sessions. These sessions cre-
ated a safe space for the leaders to explore her expectations for
them and start to make connections to their daily priorities.
Finally, BT s broadband transformation got traction only after
Ben Verwaayen made clear the strategic priority of broadband,
created a chief broadband oflicer, and created space and expec-
tations that his top management team engaged each other in the
issues associated with executing broadband across BT. We have
learned that without fact-based dialogue, without real data-based

conversations, strategic renewals stall.

3. Grow through experiments that teach you about
the future as it emerges

Strategic dialogues support new businesses within existing organiza-
tions by raising the possibility of growth through experimentation.
The practices of experimentation—adapted in many cases from
the venture capital world of start-ups—create the opportunity to
test and learn about the future vision. As we have seen, these ex-
periments are important when the existing business is mature and

there are possibilities of technological change. Experiments help
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the firm learn more effectively than its competitors about its evolv-
ing industry. But unlike incremental innovation, leaders only know
successful experiments after the fact. As we saw at IBM, it is this
trial-and-error aspect of ambidexterity that is so crucial to effective
exploration.

Many other companies have adopted IBM-style practices, typi-
cally on a smaller scale. In 2010, Cisneros, a seventy-seven-year-
old media company specializing in telenovelas (soap operas) for US
Hispanic audiences, decided to build a presence in digital media.
Although its broadcast media content was still popular (it had a top
ten show in the United States), Cisneros wanted to participate in
the disruption being led by online streaming and mobile entertain-
ment. Unfortunately, as there was no clear business model, it was
not clear who could make money in this domain. In order to learn
about this emerging opportunity, Adriana Cisneros (then Cisneros’s
strategy director) launched Project Genesis, a series of pilot busi-
nesses in digital media. None of these initiatives promised a secure
revenue stream. The Cisneros organization had to test and learn
its way to a viable value proposition and then to scale those that
showed promise. One of these new businesses was Adsmovil, a mo-
bile advertising service for targeting Hispanics. It proved to be so
successful that the Obama campaign used it to target Hispanics in
the 2012 presidential election.

Finally at Haier, Ruimin created thousands of autonomous
cross-functional teams across his business units. As soon as he found
that most ZZJY'Is were innovating only incrementally, he bolstered
his firm’s ability to experiment with xiaowei, structurally separate
units given the charge to explore. Those experiments that fit the
COTI’s strategy were then integrated, those with no strategic lever-
age were spun out of Haier, and those that failed in the market-
place were disbanded. These highly decentralized experiments
permitted Haier to out-innovate its competitors in the traditionally

low-innovation white goods markets.
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4. Engage the leadership community in the work of
renewal; engineer the process so that you create
bottom-up pressure that is at least equal to the
pressure coming from the senior team

All punctuated changes, proactive or reactive, are rooted in the

senior team’s collective commitment to a transformation agenda.

What’s distinctive in successful strategic renewals is that the next

several levels of the organization become actively engaged as well.

This extended leadership team is particularly important in ex-

ecuting strategic renewals. Experiments from Adriana Cisneros’s

Project Genesis taught her and her wider leadership teams about

exploratory innovation in the context of their healthy existing busi-

ness. Cisneros had launched failed mobile and Internet businesses
in the past, so the antibodies within the organization against tech-
nology were strong. In this context, the process employed to exe-
cute the changes was crucial. Adriana Cisneros, actively supported
by her father, Gustavo Cisneros, empowered cross-functional and
cross-level teams from each business to focus on a specific initiative.

Each team had a process to follow, support from an external fa-

cilitator, and a clear set of expectations from the senior team. “We

needed these teams to go beyond managing the day-to-day and
reconceive of the future of the firm by showing us what we needed
to do to be a digital business,” said Adriana.

As we saw at IBM and with Alison Ritchie at BT, building lead-
ership communities around renewal projects enables leaders to
convert potential resisters into active players in the work of real-
izing the new strategy. These community-generated experiments
help create social movements in these firms where the energy is
both top down and bottom up. In contrast, neither David Jones
nor Jeft Davis was able to engage their extended leadership com-
munities in efforts to transform Havas and NASA Life Sciences,

respectively.



Leading Change and Strategic Renewal 239

5. Apply execution disciplines to the effort; don’t be
seduced by the idea that renewal can be a night job

This is not a practice distinctive to strategic renewal, but one that
1s borrowed from the focus on day-to-day business operations. Re-
newals need the same degree of focused execution brought to any
other project that is vital to business performance. Here we are at
odds with others who have argued for a volunteer approach, where
the long-term performance of the business is relegated to being
a night job for the enthusiastic few. This volunteer approach has
the value of being easy to approve because there are few conse-
quences; 1t 1s easy to say yes to proactive transformation if it has no
implications for the present.

Our research and experience suggest that the reverse is required.
The fate of the Cisco Boards and Councils process (see Chapter
5) speaks directly to how the tyranny of the now outweighs the re-
newal agenda unless it is properly resourced with clear performance
expectations. Strategic renewal is not something to do on the side.
At IBM, the SLFs were not voluntary. These workshops were part
of Palmisano’s top-down and bottom-up approach to strategic re-
newal. Similarly, the broadband transformations at BT and the im-
plementation of the SBP software solution at Zensar were executed
only when Verwaayen and Natarajan made exploratory innovation
personally important and built distinct units reporting to them. Each
innovation unit had a dedicated entrepreneurial leader, a dedicated
organization, and dedicated resources. Only with these full-time or-
ganizations and talent could BT and Zensar execute their renewals
in the face of broad organizational and customer reluctance.

°
This chapter has articulated a set of leadership practices associated
with effective strategic renewal. Our experience is that leading inno-
vation and strategic renewal is less about steps and phases and more
about dialogue, participation, contexts, conversations, and com-

mitments that leaders and their teams make to each other. These
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themes for leading strategic renewals apply to large (e.g., Haier and
IBM) and small firms (e.g., Misys, Cisneros, or Zensar) as well as
nonprofit organizations (e.g. FBI or NASA). These strategic renewal
efforts are energized by an emotionally engaging aspiration and a
paradoxical strategic challenge: to exploit and explore. Learning
by doing, sharing what is learned within a larger community, and
doing so with senior team oversight, all contribute to the creation of
a social movement so central to proactive punctuated change.
While strategic renewals are initiated from the top, they are not
executed in corner offices. Instead, a top-down, bottom-up change
process, anchored in a paradoxical strategic challenge and executed
across the firm, is what makes proactive punctuated change effec-
tive. But knowing is not doing. The practices we suggest enable se-
nior leaders to build a bridge to the future without burning bridges
from the past. Finally, as we have seen with several leaders, strategic
renewal can be learned over time, and organizational renewal is

often coupled with personal and senior team renewal.

Coming Full Circle

Having outfitted you with the tools to solve your own innovator’s
dilemma, let us return to the question that started our journey
through this book: Why do so many leading organizations stum-
ble in the face of change? As we have seen, these failures are not
for lack of resources or lack of strategic insight. Rather, they are
often due to the incumbent’s inability to play two distinctly dif-
ferent games at once. While most incumbents are good at playing
their existing game, they are not as competent at shaping the rules
of tomorrow’s game. The success syndrome is cruel. But, it is our
hope that you now deeply understand the roots of this pathology.
By now, it should be clear that the most successful firms build
innovation streams and behave ambidextrously. While exploit units

focus on incremental innovation and continuous improvement, ex-
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plore units experiment and learn by doing. By not spinning out the
explore units, incumbent firms leverage assets and capabilities into
the explore units that are core to the exploit units. These internally
inconsistent explore and exploit units are held together by an over-
arching, emotionally engaging aspiration, a few core values, and
strong senior team integration. When all of these ingredients com-
bine, the explore units are empowered to discover the future, and
the senior team has the option of taking promising experiments to
scale—paving the way for tomorrow’s mainstay business or adding
another to the fold.

In the innovation game, it is easy to feel as though you are on a
treadmill, especially when your organization faces the threat of ex-
tinction. But remember that exploration is the path to changing the
game in your industry; it is what allows you to discover the future
before your competitors do. For leaders—and, really, everyone in-
volved in winning organizations—this is an electric possibility. But
this possibility of leading ambidextrously requires emotional and
strategic clarity and the ability to embrace contradiction.

We urge you to consider that dinosaurs can beat unicorns—and
unicorns can become dinosaurs in a flash.'” We hope our book has
provided insights that you need to build your own ambidextrous
organization, lead the next strategic renewal, and, most important,

both lead and disrupt your industry.
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