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WHERE CAPABILITIES RESIDE

Our research suggests that three factors affect what an or-
ganization can and cannot dos: its resources, its processes,
and its values. When thinking about what sorts of inno-
vations their organization will be able to embrace, man-
agers need to assess how each of these factors might af-
fect their organization's capacity to change.

Resources

When they ask the question “What can this ‘company
do?” the place most managers look for the answer is in
its resources—both the tangible ones like people, equip-
ment, technologies, and cash, and the less tangible ones
like product designs, information, brands, and relation-
ships with suppliers, distributors, and customers. With-
out doubt, access to abundant, high-quality resources in-
creases an organization’s chances of coping with change.
But resource analysis doesn't come close to telling the
whole story.

Processes
The second factor that affects what a company can and

- cannot do is its processes. By processes, we mean the

patterns of interaction, coordination, communication,
and decision making employees use to transform re-
sources into products and services of greater worth. Such
examples as the processes that govern product develop-
ment, manufacturing, and budgeting come immediately
to mind. Some processes are formal, in the sense that
they are explicitly defined and documented. Others are
informal: they are routines or ways of working that
evolve over time. The former tend to be more visible, the
latter less visible.

One of the dilemmas of management is that processes,
by their very nature, are set up so that employees perform
tasks in a consistent way, time after time, They are meant
not to change or, if they must change, to change through
tightly controlled procedures. When people use a process
to do the task it was designed for, it is likely to performn
efficiently. But when the same process is used to tackle
a very different task, it is likely to perform sluggishly.
Companies focused on developing and winning FDA
approval for new drug compounds, for example, often
prove inept at developing and winning approval for med-
ical devices because the second task entails very differ-
ent ways of working. In fact, a process that creates the

o e

]
capability to execute one task concurrently defineg dls}
abilities in executing other tasks.’ i

The most important capabilities and concurrep digh
abilities aren't necessarily embodied in the most Visib
processes, like logistics, development, manufacturing,- i
customer service. In fact, they are more likely to be i g
less visible, background processes that support decigjgne
about where to invest resources—those that define hoyt
market research is habitually done, how such analysig jg's
translated into financial projections, how plans and bud.
gets are negotiated internally, and so on. It is in those 4
processes that many organizations’ most serious djs;lh;jj}_
ities in coping with change reside. -

&
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Values

The third factor that affects what an organization can a'nﬂ\ 3
cannot do is its values. Sometimes the phrase “corporate
values™ carries an ethical connotation: one thinks of the’
principles that ensure patient well-being for Johnson
Johnson or that guide decisions about employee safety m'_"
Alcoa. But within our framework, “values” has a broader §
meaning. We define an organization's values as the stan-. 3§
dards by which employees set priorities that enable them 3
to judge whether an order is attractive or unattractive, 3
whether a customer is more important or less impar-
tant, whether an idea for a new product is attractive or E:
marginal, and so on. Prioritization decisions are made '}
by employees at every level. Among salespeople, they 4
consist of on-the-spot, day-to-day decisions about which
products to push with customers and which to de- t
emphasize. At the executive tiers, they often take the
form of decisions to invest, or not, in new products, ser-
vices, and processes.

The larger and more complex a company becomes, the
more important it is for senior managers to train employ- 1
ees throughout the organization to make independent de
cisions about priorities that are consistent with the strate:
gic direction and the business model of the company. 3
key metric of good management, in fact, is whether sucl_l'_’*
clear, consistent values have permeated the organization.";

But consistent, broadly understood values also deﬁnéj‘
what an organization cannot do. A company’s values’
reflect its cost structure or its business model because ¢
those define the rules its employees must follow for thc,_'..‘_
company to prosper. If, for example, a company’s over'-:f_‘
head costs require it to achieve gross profit margins of

! See Dorothy Leonard-Buarton, *“Core Capabilities and Core Rigidities: ;
A Paradox in Managing New Product Development,” Strutegic Man- .
agement Journal (summer, 1992), s
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5‘40%: then a value or decision rule will have evolved that to grow 25%, for instance, it needs to ﬁnc! $ 10 million in i &
e ncourages middle managers to kill ideas that promise new business the next year. But a $40 billion company Leg
¥ ross margins below 40%. Such an organization would  needs to find $10 billion in new business the next year to jia
'be incapable of commercializing projects targeting low- grow at that same rate. It follows that an opportur\ity that I X
margin markets—such as those in e-commerce—even excites a small company isn’t big en9ugh to be interest- o
. though another organization’s values, driven by a very  ing to a large company. One of the bittersweet results of l El :
 different cost structure, might facilitate the success of the  success, in fact, is that as companies become large, they T
- same project. lose the ability to enter small, emerging markets. This \
Different companies, of course, embody different val- disability is not caused by a change in the resources fE
' ues. But we want to focus on two sets of values in partic-  within the companies—their resources typically are
ular that tend to evolve in most companies in very pre- vast. Rather, it’s caused by an evolution in values.
: dictable ways. The inexorable evolution of these two The problem is magnified when companies sud-
values is what makes companies progressively less ca- denly become much bigger through mergers or acquisi-
pable of addressing disruptive change successfully. tions. Executives and Wall Street financiers who engi-
_ Asin the previous example, the first value dictates the  neer megamergers between already-huge pharmaceutical
- way the company judges acceptable gross margins. As  companies, for example, need to take this effect into ac-
‘companies add features and functions to their products  count. Although their merged research organizations
“and services, trying to capture more attractive customers might have more resources to throw at new product de-
“in premium tiers of their markets, they often add over- velopment, their commercial organizations will probably
- head cost. As a result, gross margins that were once at- have lost their appetites for all but the biggest block-
* ractive become unattractive. For instance, Toyota en- buster drugs. This constitutes a very real disability in
tered the North American market with the Corona model, managing innovation. The same problem crops up in
which targeted the Jower end of the market. As that seg-  high-tech industries as well. In many ways, Hewlett-
ment became crowded with look-ulike models from  Packard’s recent decision to split itself into two compa-
Honda, Mazda, and Nissan, competition drove down  nies is rooted in its recognition of this problem.
profit margins. To improve its margins, Toyota then de- - v
veloped more sophisticated cars targeted at higher tiers.
The process of developing cars like the Camry and the MR R PLITIES
Lexus added costs to Toyota’s operation. It subsequently ~ In the start-up stages of an organization, much of what
decided to exit the lower end of the market; the margins  gets done is attributable to resources—people, in partic-
had become unacceptable because the company’s cost ular. The addition or departure of a few key people can
structure, and consequently its values, had changed. profoundly influence its success. Over time, however, the
In a departure from that pattern, Toyota recently in-  locus of the organization's capabilities shifts toward its
troduced the Echo model, hoping to rejoin the entry-level  processes and values. As people address recurrent tasks,
tier with a $10,000 car. It is one thing for Toyota’s senior processes become defined. And as the business model
management to decide to launch this new model. It's an-  takes shape and it becomes clear which types of business
other for the many people in the Toyota system—in- need to be accorded highest priority, values coalesce. In
cluding its dealers—to agree that selling more cars at  fact, one reason that many soaring young companies
lower margins is a better Way to bopst profits and equity flame out after an IPO based on a single hot product is
values than selling more Camrys, Avalons, and Lexuses. that their initial success is grounded in resources— ofien
Only time will tell whether Toyota can manage this  the founding engineers—and they fail to develop pro-
down-market move. To be successful with the Echo,  cesses that can create a sequence of hot products.
Toyota’s management will have to swim against a very Avid Technology, a producer of digital-editing sys-
strong current—the current of its own corporate values.  tems for television, is an apt case in point. Avid's well-
'_l"he second value relates to how big a business oppor-  received technology removed tedium from the video-
tunity has to be before it can be interesting. Because a  editing process. On the back of its star product, Avid’s
company’s stock price represents the discounted present  stock rose from $16 a share at its 1993 IPO to $49 in mid-
Value of its projected earnings stream, most managers 1995, However, the strains of being a one-trick pony
ﬁ'-fﬂ compelled not just to maintain growth but to main- soon emerged as Avid faced a saturated market, rising
tain a constant rate of growth. For a $40 million company inventories and receivables, increased competition, and
€ * 08 ® ® oW ¥ o
€ B oW () st = ar
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shareholder lawsuits. Customers loved the product, but  ganization continues to face the same sorts of problemg 4 1 4 |
Avid’s lack of effective processes for consistently devel- that its processes and values were designed to address, 3 | L
oping new products and for controlling quality, delivery, managing the organization can be straightforward, But 2| s
and service ultimately tripped the company and sent its  because those factors also define what an organizatiog A | S
stock back down. cannot do, they constitute disabilities when the problems § | ] |
By contrast, at highly successful firms such as  facing the company change fundamentally. When the or &=
McKinsey & Company, the processes and values have ganization’s capabilities reside primarily in its people 4 5%
become so powerful that it almost doesn’t matter which changing capabilities to address the new problems jg*
people get assigned to which project teams. Hundreds  relatively simple. But when the capabilities have come'3
of MBAs join the firm every year, and almost as many to reside in processes and values, and especially whep
leave. But the company is able to crank out high-quality ~ they have become embedded in culture, change can'f;_-'
work year after year because its core capabilities are  be extraordinarily difficult. (See the sidebar “Dlgltal’
rooted in its processes and values rather than in its Dilemma.”)
resources. . o
When a company’s processes and values are being gy, gya1NING VERSUS DISRUPTIVE INNOVATION |
formed in its early and middle years, the founder typi- o
cally has a profound impact. The foundér usually has Successful companies, no matter what the source of theu Iﬂ
strong opinions about how employees should do their capabilities, are pretty good at responding to evolution-
work and what the organization's priorities need to be. If  ary changes in their markets—what in The Innovator’s, :
the founder’s judgments are flawed, of course, the com- Dilemma (Harvard Business School, 1997), Clayton™
pany will likely fail. But if they’re sound, employees will ~ Christensen referred to as sustaining innovation. Where':
experience for themselves the validity of the founder’s  they run into trouble is in handling or initiating revolu-".aq
problem-solving and decision-making methods. Thus  tionary changes in their markets, or dealing with d:srup-
processes become defined. Likewise, if the company be-  tive innovation. }
comes financially successful by allocating resources ac- Sustaining technologies are innovations that make a
cording to criteria that reflect the founder’s priorities, the product or service perform better in ways that customers’ '.i
company’s values coalesce around those criteria. in the mainstream market already value. Compaq’s early’
As successful companies mature, employees gradu-  adoption of Intel’s 32-bit 386 microprocessor instead g
ally come to assume that the processes and priorities of the 16-bit 286 chip was a sustaining innovation. So,
they’ ve used so successfully so often are the right wayto ~ was Merrill Lynch’s introduction of its Cash Manage-l'
do their work. Once that happens and employees beginto  ment Account, which allowed customers to write checks’
follow processes and decide priorities by assumption  against their equity accounts. Those were breakthrough’
rather than by conscious choice, those processes and val-  innovations that sustained the best customers of these’
ues come to constitute the organization's culture.> As companies by providing something better than had pre g
companies grow from a few employees to hundreds and ~ viously been available. :
thousands of them, the challenge of getting all employ- Disruptive innovations create an entirely new market
ees to agree on what needs to be done and how can be  through the introduction of a new kind of product or ser:;
daunting for even the best managers. Culture is a power- vice, one that’s actually worse, initially, as judged by the
ful management tool in those situations. It enables performance metrics that mainstream customers value.”
employees to act autonomously but causes them to act Charles Schwab’s initial entry as a bare-bones d:scount
consistently. broker was a disruptive innovation relative to the offeri
Hence, the factors that define an organization’s capa-  ings of full-service brokers like Merrill Lynch. Merrill
bilities and disabilities evolve over time—they start in  Lynch’s best customers wanted more than Schwab-like
resources; then move to visible, articulated processesand  services. Early personal computers were a disruptive in-,
values; and migrate finally to culture. As long as the or-  novation relative to mainframes and minicomputers. PCs
were not powerful enough to run the computing appllca-
tions that existed at the time they were introduced. Thes¢|
2Ourdeserintion of the devel f, P innovations were disruptive in that they didn’t address the
heawily T Bdgar Sehoins reseanch, o s nid o in is book Oy, Texi-generation needs of leading customers in existing
ganizational Culture and Leadership (Jossey-Bass Publishers, 1985). markets. They had other attributes, of course, that e“j
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pigital’s Dilemma ]
A lot of business thinkers have analyzed Digital Equipment .F-!'

Corporation's abrupt fail from grace. Most have concluded that
Digital simply read the market very badly. But if we look at the
company's fate through the lens of our framework, a different
picture emerges.

Digital was a speclacularly successful maker of mini-
computers from the 1960s through the 1980s. One might
have been tempted to assert, when personal computers first

ared In the market around 1980, that Digital's core capa-
bllity was In building computers. Bul if that were the case, why
did the company stumble?

Clearly, Digital had the resources to succeed in personal
computers. lts engineers routinely designed computers that
were far more sophisticated than PCs. The company had
plenty of cash, a great brand, good technalogy, and so.on: But
it did not have the processes to succeed in the personal com-
puter business. Minicomputer companies designed most of the
key components of their compulers internally and then inte-
grated those components into proprietary canfigurations. De-
signing a new product platform took iwo to three years. Digital
manufactured most of its own components and assembled
them in a batch mode. It sold directly to corporale engineering
organizations. Those processes worked extremely well in the
minicomputer business.

PC makers, by contrast, outsourced most componenis from
the best suppliers around the globe. New computer designs,

made up of modular camponets, had to be completed In six to
12 months. The computers were manufactured in high-volume
assembly lines and sold through retailers to consumers and
businesses. None of these processes existed within Digital. In
other words, although the people working at the company had
the ability to design, build, and sell personal computers profit-
ably, they were working in an organization that was incapable
of doing so because its processes had been designed and had
evolved to do other tasks well.

Similarly, because of its overhead costs, Digital had to
adopt a set of values that dictated, “If it generates 50% gross
margins or mare, it's good business. If it generates less than
40% margins, it's not worth dolng.” Management had to ensure
that all employees gave priority to projecis according to these
criteria or the company couldn't make money. Because PCs
generated lower margins, they did not fit with Digital's values.
The company's criteria for selting priorities always placed
higher-performance minicomputers ahead of personal comput-
ers in the resource-atiocation process.

Digital could have created a different organization that
would have haned the difierent processes and vaiues required
to succesd in PCs—as {BM did. But Digital's mainstream or-
ganization simply was incapable of succeeding at the job.

abled new market applications to emerge—and the dis-
ruptive innovations improved so rapidly that they ul-
timately could address the needs of customers in the
mainstream of the market as well.

Sustaining innovations are nearly always developed
and introduced by established industry leaders. But those
same companies never introduce—or cope well with—
disruptive innovations. Why? Our resources-processes-
values framework holds the answer. Industry leaders are

- organized to develop and introduce sustaining technolo-

gies. Month after month, year after year, they launch new
and improved products to gain an edge over the compe-

= tition. They do so by developing processes for evaluating
the technological potential of sustaining innovations
and for assessing their customers’ needs for alternatives.

Investment in sustaining technology also fits in with
tl}e values of leading companies in that they promise
higher margins from better products sold to leading-edge

_ customers.

Disruptive innovations occur so intermittently that no

*company has a routine process for handling them. Fur-

thermore, because disruptive products nearly always

promise lower profit margins per unit sold and are not
attractive to the company’s best customers, they’re in-
consistent with the established company’s values. Mer-
rill Lynch had the resources—the people, money, and
technology —required to succeed at the sustaining in-
novations (Cash Management Account) and the disrup-
tive innovations (bare-bones discount brokering) that it
has confronted in recent history. But its processes and
values supported only the sustaining innovation: they
became disabilities when the company needed to under-
stand and confront the discount and on-line brokerage
businesses.

The reason, therefore, that large companies often sur-
render emerging growth markets is that smaller, disrup-
tive companies are actually more capable of pursuing
them. Start-ups lack resources, but that doesn’t matter.
Their values can embrace small markets, and their cost
structures can accommodate low margins. Their market
research and resource allocation processes allow man-
agers to proceed intuitively; every decision need not be
backed by careful research and analysis. All these ad-
vantages add up to the ability to embrace and even initi-
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ate disruptive change. But how can a large company de-
velop those capabilities?

CREATING CAPABILITIES
TO COPE WITH CHANGE

Despite beliefs spawned by popular change-management
and reengineering programs, processes are not nearly
as flexible or adaptable as resources are-—and values
are even less so. So whether addressing sustaining or
disruptive innovations, when an organization needs new
processes and values—because it needs new capabili-
ties—managers must create a new organizational space
where those capabilities can be developed. There are
three possible ways to do that. Managers can

* create new organizational structures within corporate
boundaries in which new processes can be developed,

* spin out an independent organization from the existing
organization and develop within it the new processes
and values required to solve the new problem,

* acquire a different organization whose processes and
values closely match the requirements of the new task.

Creating New Capabilitles Internally

When a company’s capabilities reside in its processes,
and when new challenges require new processes— that
is, when they require different people or groups in a
company to interact differently and at a different pace
than they habitually have done—managers need to pull
the relevant people out of the existing organization and
draw a new boundary around a new group. Often, orga-
nizational boundaries were first drawn to facilitate the
operation of existing processes, and they impede the cre-
ation of new processes. New team boundaries facilitate
new patterns of working together that ultimately can co-
alesce as new processes. In Revolutionizing Product De-
velopment (The Free Press, 1992), Steven Wheelwright
and Kim Clark referred to these structures as “heavy-

truck, for example—so it created heavyweight teams. |

al
n;

Although these organizational units aren’t as good at fo- e
cusing on component design, they facilitated the defini- |

tion of new processes that were much faster and more | s

efficient in integrating various subsystems into new car

designs. Companies as diverse as Medtronic for its car- !
diac pacemakers, IBM for its disk drives, and Eli Lilly |

for its new blockbuster drug Zyprexa have used heavy-
weight teams as vehicles for creating new processes so
they could develop better products faster.

Creating Capabiliities Through
a Spinout Organization

When the mainstream organization's values would ren-
der it incapable of allocating resources to an innovation
project, the company should spin it out as a new venture,

Large organizations cannot be expected to allocate the

critical financial and human resources needed to build
a strong position in small, emerging markets. And it is
very difficult for a company whose cost structure is tai-
lored to compete in high-end markets to be profitable
in low-end markets as well. Spinouts are very much in
vogue among managers in old-line companies struggling

with the question of how to address the Internet. But -
that’s not always appropriate. When a disruptive innova- .

tion requires a different cost structure in order to be
profitable and competitive, or when the current size of

the opportunity is insignificant relative to the growth .
needs of the mainstream organization, then—and only 3

then—is a spinout organization required.

Hewlett-Packard’s laser-printer division in Bonse

1

Idaho, was hugely successful, enjoying high margins and =

a reputation for superior product quality. Unfortunately, i

its ink-jet project, which represented a disruptive innova-
tion, languished inside the mainstream HP printer busi-
ness. Although the processes for developing the two
types of printers were basically the same, there was a dif-

ference in values. To thrive in the ink-jet market, HP

needed to be comfortable with lower gross margins and

weight teams.”

These teams are entirely dedicated to the new chal-
lenge, team members are physically located together, and
each member is charged with assuming personal respon-
sibility for the success of the entire project. At Chrys-
ler, for example, the boundaries of the groups within
its product development organization historically had
been defined by components—power train, electrical
systems, and so on. But to accelerate auto development,
Chrysler needed to focus not on components but on au-
tomobile platforms—the minivan, small car, Jeep, and

a smaller market than its laser printers commanded, and,,:
it needed to be willing to embrace relatively lower per i
formance standards. It was not until HP’s managers de—JE
cided to transfer the unit to a separate division in Van-"
couver, British Columbia, with the goal of competlﬂg
head-to-head with its own laser business, that the ink- Jet_
business finally became successful. i
How separate does such an effort need to be? A neW
physical location isn’t always necessary. The primary Te--
quirement is that the project not be forced to compete fol' £
resources with pro_,ects in the mainstream orgamzatlon
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As we have seen, projects that are inconsistent with a
company’s mainstream values will naturally be accorded
Jowest priority. Whether the independent organization is
physically separate is less important than its indepen-
dence from the normal decision-making criteria in the re-
source allocation process. The sidebar “Fitting the Tool
to the Task” goes into more detail about what kind of in-
novation challenge is best met by which organizational
structure.

Manager think that developing a new operation nec-
essarily means abandoning the old one, and they’re
Joathe to do that since it works perfectly well for what it
was designed to do. But when disruptive change appears
on the horizon, managers need to assemble the capabili-
ties to confront that change before it affects the main-
stream business. They actually need to run two busi-
nesses in tandem— one whose processes are tuned to the
existing business model and another that is geared to-
ward the new model. Merrill Lynch, for example, has
accomplished an impressive global expansion of its in-
stitutional financial services through careful execution of
its existing planning, acquisition, and partnership pro-
cesses. Now, however, faced with the on-line world, the
company is required to plan, acquire, and form partner-
ships more rapidly. Does that mean Merrill Lynch should
change the processes that have worked so well in its tra-
ditional investment-banking business? Doing so would
be disastrous, if we consider the question through the
iens of our framework. Instead, Merrill should retain the
old processes when working with the existing business
(there are probably a few billion dollars still to be made
under the old business model!) and create additional pro-
cesses to deal with the new class of problems.

One word of warning: in our studies of this challenge,
we have never seen a company succeed in addressing a
change that disrupts its mainstream values without the
personal, attentive oversight of the CEO— precisely be-

* cause of the power of values in shaping the normal re-

source allocation process. Only the CEO can ensure that
the new organization gets the required resources and is
free to create processes and values that are appropriate
to the new challenge. CEOs who view.spinouts asa tool

* to get disruptive threats off their personal agendas are al-

most certain to meet with failure. We have seen no ex-
ceptions to this rule.

Creating Capabilities Through Acquisitions

Just as innovating managers need to make separate as-
sessments of the capabilities and disabilities that reside
in their company’s resources, processes, and values, so

must they do the same with acquisitions when seeking to
buy capabilities. Companies that successfully gain new
capabilities through acquisitions are those that know
where those capabilities reside in the acquisition and as-
similate them accordingly. Acquiring managers begin by
asking, “What created the value that I just paid so dearly
for? Did 1 justify the price because of the acquisition’s re-
sources? Or was a substantial portion of its worth created
by processes and values?”

If the capabilities being purchased are embedded in an
acquired company’s processes and values, then the last
thing the acquiring manager should do s integraf® the ac-
quisition into the parent organization. Integration will
vaporize the processes and values of the acquired firm.
Once the acquisition’s managers are forced to adopt the
buyer’s way of doing business, its capabilities will disap-
pear. A better strategy is to let the business stand alone
and to infuse the parent’s resources into the acquired

company’s processes and values. This approach truly .

constitutes the acquisition of new capabilities. .
If, however, the acquired company’s resources were '

the reason for its success and the primary rationale for
)

the acquisition, then integrating it into the parent can

make a lot of sense. Essentially, that means plugging the'
acquired people, products, technology, and customers

into the parent’s processes as a way of leveraging the par-

ent’s existing capabilities.

The perils of the ongoing DaimlerChrysler merger
can be better understood in this light. Chrysler had few
resources that could be considered unique. Its recent suc-
cess in the market was rooted in its processes—particu-
larly in its processes for designing products and integrat-
ing the efforts of its subsystem suppliers. What js the best
way for Daimler to leverage Chrysler's capabilities? Wall
Street is pressuring management (o consolidate the two
organizations to cut costs. But if the two companies are
integrated, the very processes that made Chrysler such an
attractive acquisition will likely be compromised.

The situation is reminiscent of IBM’s 1984 acquisi-
tion of the telecommunications company Rolm. There
wasn’t anything in Rolm’s pool of resources that IBM
didn’t already have. Rather, it was Rolm’s processes for
developing and finding new markets for PBX products
that mattered. Initially, IBM recognized the value in pre-
serving the informal and unconventional culture of the
Rolm organization, which stood in stark contrast to
IBM'’s methodical style. However, in 1987 IBM termi-
nated Rolm’s subsidiary status and decided to fully in-
tegrate the company into its own corporate structure.
IBM’s managers soon learned the folly of that decision.
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