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Preface

Description of Text

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

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

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

e Foundation (Chapter 1)

e External Environment (Chapters 2—4)

e Internal Environment (Chapter 5)

e Fundamentals of Strategy (Chapters 6-8)

e Strategy Formulation (Chapter 9)

e Strategy Execution (Chapter 10-11)

e Strategic Control and Crisis Management (Chapter 12)

e Case Studies

Global issues are addressed in the various chapters, not as a separate concern. These
include the nature of global competition and strategic issues like outsourcing and offshor-
ing. The influence of emerging markets such as the BRIC (Brazil, Russia, India, and China)
nations is addressed throughout the book. Global icons in the margins alert the reader to these
discussions.

XV
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Numerous examples—many from the Wall Street Journal—are integrated in the chapters as
well. This process orientation is augmented with a strong chapter on ethics and social responsi-
bility before strategy content is addressed.

Key Features

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

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

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

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

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

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

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

What'’s New in This Edition

The fourth edition uses the same strategic management model presented in the previous edi-

tion though minor enhancements have been made. The integration of new concepts and the

enhancement of existing ones can be seen throughout the chapters, including a large number of

global strategy references and a chapter devoted entirely to ethics and social responsibility.
Specifically, key changes to the fourth edition include the following:

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

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



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

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

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

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

Ancillaries

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

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

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

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

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

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

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

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

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

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

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

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

o Web quizzes: Flexible self-quizzes allow students to independently assess their progress
in learning course material.

Preface

XVii



Xviii

STRATEGIC MANAGEMENT

Acknowledgments

SAGE and the author gratefully acknowledge the contributions of the following reviewers:
Kristin Backhaus, State University of New York at New Paltz; Thomas M. Box, Pittsburg State
University; Jacalyn M. Flom, The University of Toledo; John M. Guarino, Averett University;
Keith Harman, Oklahoma Baptist University; Maureen S. Heaphy, Ferris State University;
Mazhar Islam, Drexel University; Sonya B. Merrill, Towson University; David Olson, California
State University Bakersfield; Vasu Ramanujam, Case Western Reserve University; E. Kevin
Renshler, Florida Southern College; Peter Schneider, College of Saint Elizabeth; Jeffrey Slattery,
Regent University; David L. Sturges, The University of Texas-Pan American; James L. Whitney,
Champlain College; and Gregory F. Zerovnik, Touro University Worldwide.



About the Author

Dr. John A. Parnell currently serves as the William Henry Belk Distinguished
Professor of Management at the University of North Carolina at Pembroke. He com-
pleted the BSBA, MBA, and MA Ed degree from East Carolina University, the EdD
degree from Campbell University, and the PhD degree from the University of Memphis.
His academic career includes a number of institutions, including service as professor
and head of the Department of Marketing & Management at Texas A&M University-
Commerce. He received the H. M. Lafferty Distinguished Faculty Award at Texas A&M-
Commerce in 2002, the Adolph Dial Award for Scholarly & Creative Activity at
UNC-Pembroke in 2005, and the Pope Center Spirit of Inquiry Award in 2011.

Dr. Parnell is a recognized authority in the field, having published more than 200 articles,
cases, proceedings, books, and book chapters in strategic management and related fields.
Recent work appears in leading journals such as Academy of Management Learning and
Education, Management Decision, and the British Journal of Management. He serves on a
number of academic journal editorial boards and consults with select firms in the area of stra-
tegic planning. He has also appeared frequently as a guest discussing issues related to business
and competitiveness on Sirius XM’s The Wilkow Majority.

Dr. Parnell has lectured at a number of institutions abroad, including Instituto Tecnologico
Y De Estudios Superiores De Monterrey-Campus Estado de Mexico (ITESM-CEM), Chung Yuan
Christian University in Taiwan, and China University of Geosciences in Beijing. He also served
as a Fulbright Scholar in Cairo, Egypt, in 1995.

XiX






chapter 1

-tinaamentais ot
trategicivianagement.

W hat do Circuit City, Washington Mutual, Saab, Blockbuster, and Borders have in
common? All of these recognized companies filed for bankruptcy during the past
several years. While the situation surrounding each firm is different, all of them failed to
meet various strategic challenges. Put another way, organizations typically do not succeed
or fail randomly. Some plan, prepare, and execute more effectively than others.

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

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

What Is Strategic Management?

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

Strategy refers to top management’s plans to develop and sustain competitive
advantage—a state whereby a firm’s successful strategies cannot be easily duplicated by its
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competitors'—so that the organization’s mission is fulfilled.* Following this definition, it
is assumed that an organization has a plan, its competitive advantage is understood, and its
members understand the reason for its existence. These assumptions may appear self-evident,
but many strategic problems can be traced to fundamental misunderstandings associated with
defining the strategy. Debates over the nature of the organization’s competitive advantage, its
mission, and whether or not a strategic plan is really needed can be widespread.? As such, com-
ments such as “We’re too busy to focus on developing a strategy” or “I'm not exactly sure what
my company is really trying to accomplish” can be overheard in many organizations.

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

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

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

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

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

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

N

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

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

Inside organizations, strategies are being formulated, implemented, and controlled simulta-
neously while external and internal factors are continually reassessed. In addition, changes in
one stage of the strategic management process will inevitably affect other stages as well. After
a planned strategy is implemented, it often requires modification as conditions change. Hence,
because these steps are so tightly intertwined, insiders tend to treat all of the steps as a single
integrated, ongoing process.?
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Consider the strategic management process at a fast-food restaurant chain. At any given
time, top managers are likely assessing changes in consumer taste preferences and food prep-
aration, analyzing the activities of competitors, working to overcome firm weaknesses, con-
trolling remnants of a strategy implemented several years ago, implementing a strategy crafted
months earlier, and formulating strategic plans for the future. Although each of these activities
can be linked to a distinct stage in the strategic management process, they occur simultaneously.

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

3
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Consider the razor and blades business model invented by Gillette. A company gives away
or deeply discounts a product—the razor—while planning to profit from future sales of required
replacement or complementary products—the blades. Cell phones are often given to customers
willing to sign a 2-year service contract. Computer printers are typically sold below production
cost, but customers must periodically replace the ink cartridges, which are high-margin items.
This model is not foolproof, however. In a competitive marketplace, customers may be able to
purchase the required complementary products at lower prices from rivals not under pressure
to recoup initial losses.

Successful business models can change over time. Since the early 2000s, a number of
authors have strayed from the traditional business model whereby book publishers offer con-
tracts and pay royalties of 10% to 15%. Leveraging advances in publishing software, social
media, and a strong online retail book market, they have opted for a self-publishing model.
Enterprising authors who publish their own work also shoulder the initial risk but can net as
much as a 70% return on e-book sales from companies such as Amazon.com. The total print
book and e-book output of self-publishers in the United States rose from about 50,000 titles in
2006 to over 125,000 in 2010.°

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

1. The organization’s competitive environment is well understood, in detail.
2. Strengths and weaknesses are assessed in a thorough and realistic manner.
3. The strategy is consistent with the mission and goals of the organization.

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

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

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

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

Intended and Realized Strategies

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

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

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

Scientific and Artistic Perspectives on
Strategic Management

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

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

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

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

Influence on Strategic Management

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

Theoretical Perspective

How Perspective is Applied to the Case

Primary Influence on Firm Performance

Analysis

Industrial organization
(10) theory

Structure of the industry

Industry analysis portion of the external
environment

Resource-based theory

Firm’s unique combination of strategic
resources

Analysis of internal strengths and
weaknesses

Contingency theory

Fit between the firm and its external
environment

SWOT (strengths, weaknesses,
opportunities, and threats) analysis and

SW/OT matrix

IELI RN Theoretical Perspectives on Firm Performance

Industrial organization (I0), a branch of microeconomics, emphasizes the influence of
the industry environment upon the firm. The central tenet of IO theory is the notion that a firm
must adapt to influences in its industry to survive and prosper; thus, its financial performance
is primarily determined by the success of the industry in which it competes. Industries
with favorable structures offer the greatest opportunity for firm profitability.'* Following
this perspective, it is more important for a firm to choose the correct industry within which
to compete than to determine how to compete within a given industry. Recent research has
supported the notion that industry factors tend to play a dominant role in the performance of
most firms, except for those that are the notable industry leaders or losers.”

10 assumes that an organization’s performance and ultimate survival depend on its ability to
adapt to industry forces over which it has little or no control. According to IO, strategic manag-
ers should seek to understand the nature of the industry and formulate strategies that feed off

16

the industry’s characteristics.'® Because 10O focuses on industry, forces, strategies, resources, and

competencies are assumed to be fairly similar among competitors within a given industry. If one
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firm deviates from the industry norm and implements a new, successful strategy, other firms
will rapidly mimic the higher-performing firm by purchasing the resources, competencies, or
management talent that have made the leading firm so profitable. Hence, although the 1O per-
spective emphasizes the industry’s influence on individual firms, it is also possible for firms to
influence the strategy of rivals and in some cases even modify the structure of the industry."”

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

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

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

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

Corporate Governance and Boards of Directors

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

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

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

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

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

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

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

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

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

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

Strategy at Work 1.1. The Growing Responsiveness

of Corporate Boards>

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

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

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