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FOREWORD

Management does not occur in neat silos and
Manager Update has recognised this historically,
in that the contributions under the four tradi-
tional key themes of ‘Accounting and finance’,
‘Marketing’, ‘Human resources management’,
and ‘Strategy and organisation’ have often tran-
scended strict subject boundaries. 

However, more recently, it has become evident
that there is a need for articles that provide a
succinct and appropriate synthesis of contem-
porary issues and challenges to general man-
agers that do not fall neatly within these four
themes. 

In recognition of this, one new theme has been
added under the heading of ‘Contemporary’. In
this issue we have included three such contem-
porary pieces to launch the innovation, in addi-
tion to two of the conventional articles. 

We hope that you will enjoy them. Do be aware
that ‘Contemporary’ articles will not necessari-
ly be a regular occurrence, but will be published
as and when they are considered appropriate.

by Roger Mills, professor of 
accounting and finance at 
Henley Management College

mailto:fmfac@icaew.co.uk
mailto:emma.riddell@icaew.co.uk
www.icaew.co.uk/managerupdate
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CONTENTS and EXECUTIVE SUMMARY 

Challenging conventional
wisdom in R&D

CONTEMPORARY page 16

New technologies are questioning whether conventional research
and development (R&D) models are capable of driving top line
growth. Taking the specific example of the pharmaceutical industry,
where both R&D costs and potential rewards are high, this article
looks at the changing patterns of innovation, and uses Roche and
Procter & Gamble as case studies. 

It assesses which company was the most successful in recognising the
impact of technology discontinuity on existing innovation models.

Giampiero Favato, a director
of the Henley Centre for Value
Improvement (left), and 
Roger Mills, professor of
accounting and finance at
Henley Management College.

The high-risk scenario in
the global economy

The US current account deficit and the interde-
pendencies among national economies have led
economists to consider various alarming scenarios
of global financial breakdown. The relevant factors include:

● the history of US trade with the Asia-Pacific economies;
● ways in which the trade imbalance could be changed; and
● the need for proactive risk management by all those whose 

businesses are affected by these macroeconomic issues.

Bill Weinstein, professor of
international business and
director, the Henley Centre
for Value Improvement.

Aligning internal and 
external stakeholders 

The application of different reputation models
and the relationship between internal and exter-
nal stakeholders are key issues, involving:

● definitions of concepts such as organisational identity;
● the rise of corporate brand management; and
● measuring reputation, its causes and consequences.

A cause-effect methodological approach is recommended.

Nuno da Camara, research
fellow, The John Madejski
Centre for Reputation,
Henley Management
College.

M&A – the roles of private
equity and hedge funds

ACCOUNTING AND FINANCE page 9

Recently, there has been a substantial growth in mergers and acquisition
(M&A) activity. The factors behind this include:

● favourable debt markets, the rise of mega-funds, dispersion of deals,
capital structures and the growth of private equity; and

● the rapid expansion of the hedge fund industry.

Concerns about rapid growth are familiar, bound up with old fears
about whether market systems can implode or are self-correcting.

Roger Mills, professor of
accounting and finance at
Henley Management
College.

The ‘do or die’ struggle 
for growth

STRATEGY AND ORGANISATION page 4

Managers are always concerned with how to grow the business and also
to encourage innovation, which are often seen as incompatible. ‘Grow-
or-go’ decisions are problematic, and are affected by issues like:

● the nature of ‘innovation’;
● how to achieve large scale innovation; and
● how to manage risk in innovation eco-systems.

Being a keystone player appears to confer advantage, but carries risks.

Ian Turner, managing
director at Duke Corporate
Education (Europe & Africa)
and visiting professor at
Henley Management
College.

page 21

page 28
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We return to a topic that is on the top of every
CEO’s agenda, ie how to grow the business and
encourage innovation. In their recent article,
Sven Smit, Caroline Thompson and Patrick
Viguerie make a compelling case for the ‘why’
of growth.1 These authors studied 100 large
American companies across a wide range of sec-
tors over the ten years or so from 1994 to 2003.
The good news is that about a third of the com-
panies in the sample managed to both exceed
the compound annual growth rate in gross
domestic product (GDP) of 5%, whilst also gen-
erating above average returns to shareholders.
The bad news is that about 90% of these were
concentrated in just four sectors: financial ser-
vices, healthcare, the high-tech industries and
retailing. Companies that manage to maintain
high growth rates also have a higher survival
rate. The implications are that despite the
emphasis in recent years on strategy execution
and corporate strategy – in particular decisions
about portfolio mix, ie which products and
markets the company focuses – the most cru-
cial aspect is being able to maintain high
growth rates. 

There would also appear to be a strong correla-
tion between growth and shareholder returns.
However (as might be expected), some compa-
nies managed growth without rewarding share-
holders and there were some whose profit per-
formance was excellent without generating any
top line growth. Many of the latter operated in
slow growth industries and were able to main-
tain their good profit performance through
intense focus on cost control and the ability to
divest themselves of lower margin businesses
and move into higher margin ones.

When it came to survival rates, the evidence
was striking – there was a strong correlation
between future survival and past revenue

growth. In fact, even high growth companies
with relatively low profitability had higher sur-
vival rates than those slower growing compa-
nies whose performance on shareholder
returns was excellent. The authors speculate
that this is because the latter competed in more
mature industries, which were subject to con-
solidation. Unless such companies were able to
acquire other competitors during this consoli-
dation phase, they found themselves unable to
reap enough rewards from reducing costs or
restructuring to offset the lack of top line
growth: ‘Companies that don’t increase the top
line eventually hit a total returns to sharehold-
ers’ wall and often become targets for acquisi-
tion. Even the largest companies, therefore,
may find themselves grappling with the funda-
mental ‘grow-or-go’ decisions.’2

This study demonstrates the importance of
what these authors refer to as the ‘tailwind fac-
tor’. Being in the right business at the right
time tends to provide a much better basis for
growth. Nevertheless, there are certain strategic
choices that seem to result in more consistent
high growth patterns. Most of the high-growth
companies focused on incremental product
innovations and geographic extensions of
existing models. Breakthrough innovations, by
contrast, were relatively rare and tended to
occur in high-tech industries such as IT and
pharmaceuticals. None of the high growth
giants, in this sample, owed their performance
to an ability to reinvent their business model
and even where such radical forms of innova-
tion have underpinned successful challenges
from companies like Dell, they tend not to be
pursued by companies after they have become
large. Any diversification usually occurred
incrementally through extensions into adja-
cent customer or product markets, rather than
through unrelated diversification.

The ‘do or die’ struggle
for growth

A key issue facing every chief executive officer (CEO) is how to achieve
results and grow the business, while at the same time encouraging
innovation. All too often these two can be seen to be mutually exclusive.
Ian Turner, managing director at Duke Corporate Education (Europe &
Africa) and visiting professor at Henley Management College, asks why
this is, and how innovation can be encouraged.

There is a
strong

correlation
between

growth and
shareholder

returns



N

5FACULTY OF FINANCE AND MANAGEMENT

STRATEGY AND ORGANISATIOMANAGER UPDATE November 2006

Some firms in their sample had successfully
reinvigorated their growth strategy, typically by
reconfiguring their portfolios. A good example
of this is IBM, whose divestiture of low-growth
areas like PCs and investment in services like
consultancy through acquisitions and organic
growth, has been one of the most successful
examples of growth during that period.
Ultimately, however, if a company is not well
positioned in growth markets and does not
have the distinctive capabilities which it can
transfer easily to other markets, or the expertise
in acquiring and integrating other companies,
then the obvious alternative is to sell the busi-
ness. Indeed, as the sample companies in this
study showed, the long-term performance to
shareholders of companies that have realised
this and sold, exceeds that of those companies
that have retained their independence, but
continue to search for a successful strategy.

Of course, the results of this research need to be
looked at with several caveats. The first is that,
as they say in the investment community, past
performance is not necessarily a good guide for
the future: it is plausible that in the forthcom-
ing ten year cycle, other industries like the
energy and extractive industries will account
for a greater proportion of ‘growth giants’ than
in the past 10 years. Equally, the focus on US
companies ignores the lessons from other suc-
cessful companies outside the US, like Nokia,
which transformed itself from a low-growth
company in the commodity sector into a high-
tech global giant. Then there’s Toyota, the
world’s most profitable car company, whose
ascendancy was achieved in a classically
mature industry.

Twelve different ways to innovate

So much for the ‘why’ of growth. If companies
and chief executives are increasingly driven by
the growth imperative, then the next question
is, how? Innovation is often seen as the obvi-
ous way of realising growth. But what exactly is
‘innovation’? Traditionally we have tended to
associate innovation with new product devel-
opment, the sort of activity that has historical-
ly gone on in the research labs of large compa-
nies like Rank Xerox, AT&T and the major
pharmaceutical companies. But as Selden and
MacMillan report, stock markets seem to have
remarkably little faith in the ability of tradi-
tional R&D expenditure to generate future
growth. Thus, companies like General Motors
and IBM, that spend huge sums on traditional
product and technology-based reserach and
development (R&D), attract lower P/E ratios

than companies like Starbucks and Dell, that
spend relatively little on traditional forms of
R&D, but instead focus much more on cus-
tomer insights.3

According to a group of researchers at the
Kellogg School of Management, our definitions
of innovation to date have been defective.
Business innovation should not be seen as
being about producing new things, but about
creating new value for customers. Such innova-
tion is rarely likely to occur on one dimension,
but it is more likely to be systemic in nature.
For example, there was the case of Apple and its
iPod, which succeeded not because it was a bril-
liant new product but because it was a compo-
nent in a total package that made downloading
tunes painless for users. Based on their exten-
sive research, Mohanbir Sawnhey et al have
concluded that there are at least 12 significant
dimensions to business innovation and they
have captured these dimensions in what they
have termed “the innovation radar”.4

To understand this model, readers should visu-
alise a compass. At the north point of the com-
pass are innovations around offerings, ie the
‘what’ of developing new products and ser-
vices. At the south end of the compass are
processes, ie the ‘how’ of achieving innovation
through improvements in the efficiency and
effectiveness of core processes: for example, to
produce faster cycle time or higher quality. At
the west point is presence, the ‘where’ of inno-
vation, which covers new distribution channels
or after-sales support. On the eastern point of
the compass is the ‘who’ dimension of innova-
tion, where innovation can occur through
uncovering customer segments or discovering
unmet customer needs.

Between these four points of the compass are
other equally important dimensions of innova-
tion. Thus, ‘platform innovations’ involve the
use of shared parts and components to create
offerings more quickly and at a lower price
point, whilst ‘solutions’ are about integrated
offerings, typically combining elements of ser-
vice and product to solve end-to-end customer
problems. ‘Innovations in customer experi-
ence’ are about rethinking interactions with
customers throughout a company’s touch
points, to increase customer loyalty.

‘Value capture’ looks at how a company
exploits its assets through new revenue streams
or pricing models. ‘Organisational innovation’
deals with how the organisation changes struc-
tures or activities to create value, for example,
by moving from a product to a customer-

Traditionally
we have
associated
innovation
with new
product
development
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focused structure. ‘Supply chain innovations’
create new logistical channels or change rela-
tionships in existing supply chains in order to
deliver value to customers. ‘Networking inno-
vation’ is about using the networks that con-
nect a company and its products to customers
in innovative ways, while ‘brand innovation’ is
about how companies like Virgin leverage their
brands into new areas.

The authors of this study believe that this inno-
vation radar can be a useful diagnostic tool, as
well as a benchmarking framework to analyse
and compare competitors in the same sector.
The authors also believe that the tool should
help companies to identify untapped sources of
innovation where they can achieve a more dis-
tinctive positioning that competitors would
find difficult to emulate, at least in the short
term. More work needs to be done on this and
the authors speculate that successful innova-
tion will result in focusing on a few dimensions
and achieving a high impact, rather than trying
to perform well on all at the same time.

Creating new platforms

Becoming a high growth company would
appear to be easier in many cases than remain-
ing one. Donald Laurie et al point to evidence
on the US that shows that companies entering
the Fortune 50 List of Corporations that had
exhibited double-digit growth rates in the five
years previously were never able to achieve sub-
sequent growth levels in revenue above 2%.
Such performances were then punished by the
stock market, with share prices falling on aver-
age by 61%. Yet, as we saw earlier in this issue,
if firms are not operating in a market where
demand is growing significantly above average,
the task of achieving high growth rates is par-
ticularly daunting. Thus, the CEO of United
Parcel Services (UPS) identified in the mid-
1990s that his company would face a growth
gap of $1 billion worth of revenue that would
have to be filled by taking initiatives and inno-
vating in ways above and beyond incremental
improvements.5 The key to such large step
changes in growth would appear to be the cre-
ation of new growth platforms, in which com-
panies build families of products and services
through which they can extend the corpora-
tion’s capabilities into a range of new areas.

In other words, these are not isolated product
innovations, but the development of, in some
cases, whole new business areas, often based
upon a profound examination of the compa-
ny’s existing core capabilities and resulting in a

series of successful new products and service
innovations. The article gives a good example
of this – the creation of a new service parts
logistic business at UPS. This business was orig-
inally initiated by a client from the IT industry
who turned to UPS for assistance in meeting
demanding delivery schedules from its cus-
tomers. The result was eventually a new busi-
ness unit, based on the management of spare
parts inventory for the client which was subse-
quently broadened to address other industries
and businesses – a market in which the compa-
ny now has a leading position worldwide.

To secure this scale of innovation requires, in
the authors’ view, a number of organisational
measures to be put in place. The units need to
be headed up by credible senior executives,
often candidates for the CEO position. They
will typically have experience of working at a
high level within the organisation and ideally
will also have the entrepreneurial skills needed
to launch new business ventures. These so-
called new growth platform units should be
independent of existing business units and yet
sufficiently integrated with the company as to
be able to identify and exploit knowledge,
know-how and intellectual property.

To defend these fledgling units from the pow-
erful business unit barons, they should have
access to a discretionary growth fund, typically
run out of the CEO’s office, to ensure their
financial independence. For such units to sur-
vive, the chief executive has to devote a large
amount of time to encouraging, understanding
and protecting them. For this to happen, the
chief executive needs to have a right hand man
or woman to act as chief operating officer
(COO) to oversee existing operations more
thoroughly. As the authors point out, the pit-
falls of such an approach are many and varied;
existing business units may prove resistant to
the idea of separating out innovation activities
in this way, for instance. 

The right balance of professional skills and
innovative new thinking will also be challeng-
ing, since such units will only survive if they
are permitted to challenge existing conven-
tional wisdom, whilst at the same time also
being subject to clear processes and manage-
ment disciplines. There is a danger that these
units succumb to a failure to sustain commit-
ment on the part of management, which in
turn generates cynicism and a lack of com-
mitment by key executives to participate in
the unit, because they perceive it as a dead
end in career terms. Conversely, there is a risk
of suffering from unwitting overconfidence,

This
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where executives who are skilled in managing
large organisations are unable to make the tran-
sition to a new, relatively young business unit. 

Creation nets: getting the most from
open innovation

We have considered before some alternative
approaches to innovation practiced by compa-
nies like Procter & Gamble that explicitly seek
to reach out beyond the boundaries of the
organisation to network with other individuals
and organisations in order to accelerate the
process of innovation. The acme of this type of
innovation is the probably the open model of
innovation management, perhaps most clearly
exemplified by the case of Linux, the open
source operating system which is challenging
the dominance of Microsoft Windows.

As John Seely Brown and John Hagel point
out6, such networks of innovation are not new.
Indeed, examples of innovation through net-
working go back at least as far as the Middle
Ages. Early cases of open innovation can be
found amongst the clothing trade in
Renaissance Italy. However, what has changed
is that the modern global economy has meant
that organisations can work together effective-
ly despite the bounds of time and space. On the
downside, this more competitive environment
also means that lifetime value of knowledge
diminishes rapidly. To compete effectively,
therefore, organisations need to innovate more
quickly and acquire new forms of knowledge,
rather than seeking to protect existing stocks of
knowledge.

Although elements of open innovation man-
agement can be found in the writings on joint
ventures, partnering and collaboration, there
are still differences of scale and degree, as the
authors point out that, “creation nets work by
mobilising hundreds or thousands of indepen-
dent entities in the pursuit of distributive, col-
laborative and accumulative innovation.”7

At the hub of these creation nets is a network
organiser, who has the role of the gatekeeper.
Thus, for example, so-called original design
manufacturers (ODMs) in Taiwan often co-
ordinate the inputs of scores of sub-component
and module designers and producers. Typically,
such ODMs will set down the performance cri-
teria and the milestones and will leave the actu-
al creation of designs to the creation net partic-
ipants to work out amongst themselves.
Designs are typically broken down into mod-
ules, which makes it easier to manage the large

number of participants and allow them the
freedom to innovate through delegation,
whilst being able to manage the interface
between the different modules effectively. 

The key to effective management of such net-
works is to get the right balance between loose
and tight management. Some elements of the
organisational design principles underpinning
these nets would be familiar to regular readers
who recall some of the basic tenets of complex-
ity theory, whereby individual participants self-
organise to fulfil tasks around a few simple
rules. Of course, there are obvious dangers in
collaborating through networks that are sus-
ceptible to opportunism and free riding.
However, anti-social behaviour of this type is
discouraged because participants realise that
their long term interests rely upon successful
collaboration. In such creation nets, most of
the actual innovation process is devolved to the
participants. The organisers, however, play a
key role when it comes to the integration stage.
They will specify the timing and performance
requirements that each participant has to
adhere to. They create the mechanisms by
which any disputes amongst the participants
can be resolved, although the actual process of
resolving tensions between participants with
responsibility for adjacent parts of the design is
also devolved and each participant knows that
they have to make tradeoffs between optimis-
ing the performance of their own module and
producing the most effective end product.

Lest readers gain the mistaken impression that
this form of organisation is relaxed and
unstructured, there are powerful incentives
built into it through performance feedback
loops and peer group pressure to deliver to time
and product specifications. Indeed, creation
nets thrive and perform to high levels in some
of the most demanding markets in the world.
However, they may not be appropriate for
every corporate situation. But they can work
well where demand for products or services is
uncertain and participation of a large range of
specialist capabilities is required to guarantee a
successful outcome and performance require-
ments are likely to change rapidly.

Managing risk in innovation eco-systems

Of course when it comes to managing
innovation through creation nets, or
innovation eco-systems, to use Ron Adner’s
term8, all is not sweetness and light. When
relying upon a network or eco-system of
partners for the success of a new product like

Examples of
innovation
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high definition TV, or third generation mobile
phones, the critical element is often the last
piece of the jigsaw that completes the system.
Paradoxically, when innovating in this way,
being first to market may be largely irrelevant if
the rest of the system is not in place.

For example, new run-flat tyres produced by
Michelin at great expense failed to generate the
market breakthrough their inventors hoped for,
because of delays by car manufacturers in
adopting suitable electronically equipped
wheels. Adner’s critical insight is that in exter-
nalising the process of innovation manage-
ment to other key participants, a new set of
risks and dependencies is created, which, at
worst, can derail a company’s best efforts at
innovation and negate huge investments. 

Adner identified three different types of risks in
such eco-systems. The first type of risk he terms
‘initiative risks’, which essentially revolve
around the challenges of delivering a product
on time and to specification. Such initiative
risk is compounded, however, by what he
terms ‘interdependence risks’ that relate to the
uncertainty of coordinating with the compli-
mentary innovators who make up the eco-sys-
tem. As he points out, if the success of the pro-
ject is dependent upon the successful delivery
of three partners to the project and each of the
partners maintains that they have a 90% prob-
ability of success, then the total probability of

success is only 66%. If only one of the partners
believes that the probability of success of their
part of the project is just 20%, then the joint
probability falls to 15%. Of course, 15% may
not in itself be a bad probability of success if the
organisation is aware of it and in particular, if it
is making multiple bets. (As Adner reminds us,
the venture capital industry only expects 10%
of projects to succeed). But it means that a
delay by one of the partners can have a knock-
on effect throughout the entire eco-system.
Such problems can only be avoided by recog-
nising the potential of such dependencies and
by regular and candid reviews amongst the eco-
system participants.

The final element of risk that needs to be
accounted for is what Adner calls ‘integration
risks’. Essentially, the question is ‘who else has
to adopt the solution before the customer
can?’, since the greater the number of interme-
diaries involved, the higher the risk of failure.
Thus, a flat screen manufacturer might need
only eight months to design and produce a
new screen; add to that four months for con-
sumers to become aware of and purchase the
product and one would assume that twelve
months lead time would be appropriate. But a
screen manufacturer in turn is dependent upon
consumer product companies developing prod-
ucts that require the screen to be integrated, as
well as the distributor, who may already have
supplies of a product that he is anxious to shift
before acquiring a new product. Such integra-
tion delays are likely to be caused as much by
the sales cycles of the intermediaries as they are
by the development process itself.
Paradoxically, the effort involved in optimising
the distribution may yield better results than
spending money on trying to reduce the inter-
nal development process time.

Being first to market with a product may not
guarantee success if a market has not emerged
within the timeframe required for the company
to recoup its investment, as manufacturers of
technologies like videophones and high-defini-
tion TVs have discovered to their cost.
Appropriate strategies under such conditions
should be based upon a full and realistic assess-
ment of the risks involved, remembering that
external risks are likely to be more difficult to
control or mitigate than internal risks. Equally,
companies operating in eco-systems need to
make conscious choices about roles. Being a
keystone player or adopting the coordinator
role appears to confer huge competitive advan-
tage, but it also carries its own risks and can
entail massive resource investments with an
uncertain payoff. MU 
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For anyone looking to sell a company in 2005
the M&A market was ripe with opportunity1, as
relatively loose credit standards and cash-rich
buyers competed aggressively for acquisitions.
Unsurprisingly, therefore, last year was the
most active since 2000 for global M&A deals,
with total volume of approximately $2.9 tril-
lion, according to Dealogic2, a 38% increase
over 2004. In addition, US M&A activity sur-
passed $1 trillion in 2005, up from $886 billion
in 2004 and current indicators suggest consid-
erable sustained activity in 2006.

What, though, are the most important factors
influencing this latest boom? According to
Daniel deBrauwere they are:

● favourable debt markets;
● market forces – supply and demand;
● development of mega-funds;
● hedge fund growth and activity;
● dispersion of deals; and
● capital structure. 

Favourable debt markets

The reliance upon debt financing has
increased. In the US, the proportion of bank
debt to profit – referred to as bank debt multi-
ple – rose steadily from an average of 3.7 times
earnings before interest, tax, depreciation and
amortisation (EBITDA) in 2001 to 4.3 times in
2005. That’s the highest level since 1999,
according to S&P/Leveraged Commentary and
Data.3 The relaxing of credit standards was sup-
ported in a survey by the US Federal Reserve,
which reported the percentage of banks loosen-
ing their credit standards is at its highest level
in ten years.4 Default rates, though, have con-
tinued to decline, and were at a decade low in
2005, according to PricewaterhouseCoopers.5

Market forces – supply and demand

Quite simply, there has been an increase in
demand from all potential players, with corpo-
rations, private equity firms and hedge funds
all in the hunt for deals. Strong equity market
conditions have favoured the use of equity. For
example, in 2005, more than $172 billion was
raised, according to Standard & Poor’s.6

Development of mega-funds

The advent of mega-funds, some with more
than $10 billion of assets, has also contributed
to the increase in M&A volume. Funds of such
magnitude by private equity sponsors are a new
phenomenon and, as a consequence, buyout
firms are now able to compete with corpora-
tions on any transaction. Deals have become
larger and according to Dealogic, nine of the
ten biggest private equity transactions ever
were announced in 2005.7 In addition, there
has been an increase in ‘clubbing,’ which
allows private equity firms to team up to pursue
exceptionally large buyouts with a ‘safety in
numbers’ mentality. Clubbing gives private
equity firms access to more diversified experi-
ence to help win the deal while allowing them
to spread the risk.

Hedge fund growth and activity

Hedge fund activity within M&A activity has
also been very important.* Although hedge
funds have traditionally been associated with

M&A – the roles of private
equity and hedge funds

Roger Mills, professor of accounting and finance at Henley Management
College, explores the major reasons behind the current boom in mergers
and acquisitions (M & A) activity, paying particular attention to the signifi-
cance of private equity and hedge funds. Might there be causes for con-
cern about this boom, particularly about hedge fund growth?

US M&A
activity
surpassed $1
trillion in
2005

* A hedge fund generally refers to a lightly regulated private investment
fund characterised by unconventional strategies (eg strategies other
than investing long only in bonds, equities or money markets).
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short term goals, today they seek returns wher-
ever they can find them and locking up money
for longer periods of time is not regarded as a
barrier. They have become active in leveraged
buyouts, often as the lead lender, and have also
bought equity at auctions when a member of a
private consortium is looking to exit but is
unable to find the right bidder.

Hedge funds typically have the ability to pro-
vide their own acquisition financing, giving
them a competitive advantage over most other
buyers. Often, they aren’t limited in terms of
industry concentration or investment size and
are quickly offering formidable competition to
some private equity firms. Clearly, this is dri-
ving up prices.

Dispersion of deals

M&A activity is no longer concentrated within
a limited number of industry segments. Unlike
the late ’90s, when the activity centred on
media, telecom and technology, recent deals
have occurred in a wide variety of industries
including energy, utilities and financial ser-
vices. The geographic spread has also become
wider. For example, at more than $1 trillion in
2005, European M&A volume was 49% higher
than the $729.5 billion reported in 2004,
according to Dealogic.8 As in the US, telecom-
munications was the most active sector in
2005. Furthermore, Asian-Pacific M&A activity
hit a record $474.3 billion, a 46% increase from
$324.5 billion in 2004. Such geographical dis-
persion has helped to spread national and
international M&A across sectors, eg steel,
pharmaceuticals, hotels and commercial prop-
erty.

The speed in which deals are completed has
also accelerated. For instance, institutional
investors such as hedge funds now simply buy
a whole company, take it off the street and then
‘parse’ out the deal later rather than arranging
the financing with four or five partners before
closing the sale. Another factor that is speeding
the time involved is so-called staple financing.
During the 1990s, lenders typically wouldn’t
provide financing without knowing who was
going to own the enterprise. This has changed
and because competition is so intense, invest-
ment banks representing the seller often
arrange financing for any buyer up to a certain
level. 

This so-called ‘staple financing’ is attached to
the agreement and enhances the sale by giving
sellers a ready idea of how much leverage a

buyer can put on the table. Previously a spon-
sor would look at a deal, evaluate it and then
bid on it before arranging the financing, but
with staple financing, the deal already has been
reviewed by a lender.

Capital structures

Today, numerous different financing alterna-
tives exist and the final structure for any given
transaction may be a mixture of capital layers.
To minimise financing costs, deals often start
with a senior-secured loan, for example, which
is borrowed against the assets of the business
and has the advantage of being cheap. This
senior debt is then followed by other layers,
each becoming increasingly more expensive as
it necessitates riskier funding, with equity at
the bottom.

What is private equity?

As indicated earlier, private equity has helped
fuel the resurgence in the M&A market. But
what actually is private equity? Whereas the
principle is quite straightforward, one of the
challenges is that it may be encountered under
different labels.

In principle, private equity is medium to long-
term finance provided in return for an equity
stake in potentially high-growth unquoted
companies. Some sources use the term ‘private
equity’ to refer only to the buy-out and buy-in
investment sector, but others, in Europe (not
the US), use the term ‘venture capital as an
alternative. This can be quite confusing because
in the US ‘venture capital’ refers only to invest-
ments in early stage and expanding companies.
To avoid confusion, the term ‘private equity’ is
used by the British Venture Capital Association
(BVCA) to describe the industry as a whole,
encompassing both ‘venture capital’ (the seed
to expansion stages of investment) and man-
agement buy-outs and buy-ins.9

In short, private equity can provide a company
with long-term, committed share capital to
help it grow and succeed without many of the
hindrances of a stock market listing. It can be
applied to companies at all stages of develop-
ment, from a start-up to mature established
companies with a stock market listing. For a
business start-up, expansion, a buy-out of a
division of a parent company, a turnaround or
the revitalisation of a company, private equity
may well help. Private equity investment,
though, is very different from raising debt or a

Private equity
investment is
very different
from raising

debt or a
bank loan

from a lender

The speed in
which deals

are completed
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Despite a
chequered
history,
publicly
traded private
equity funds
are part of a
growing asset
class

bank loan from a lender. Whereas lenders have
a legal right to interest on a loan and repay-
ment of the capital, irrespective of success or
failure, private equity is invested in exchange
for a stake in the company and, as sharehold-
ers, the investors’ returns are dependent on the
growth and profitability of the business.

The private equity investor will generally plan
their exit from the business. This can take
many forms, from a stock market listing for a
reshaped business to a secondary sale to anoth-
er private equity investor. For example, a unit
of Kohlberg Kravis Roberts & Company (KKR),
the private equity giant that came to fame with
the $25 billion buyout of RJR Nabisco in 1989,
went public in a $5 billion offering in
Amsterdam.10 Demand for the fund unit was
high, with the offering raising more than three
times what was expected.

Taking such a fund public may seem like an
oxymoron because private equity funds typi-
cally buy public companies listed on
exchanges, take them private, turn them
around and cash out! They operate on a sched-
ule of years and avoid the demands that regu-
lators and shareholders make on public compa-
nies every quarter. However, for KKR, which
remains a private firm, a public unit gives it
access to permanent capital, instead of raising
money for a fund with a limited shelf life. 

The KKR offering is noteworthy for private
equity because of its size and KKR’s status but is,
in fact, nothing new. Hundreds of publicly
traded private equity funds are listed on global
markets and together control an estimated $80
billion in capital. The majority of these funds
are based outside the US, and do deals in
Britain and Europe and comprise private equity
firms like Wendel Investissement and Eurazeo,
both of France, and 3i in UK. In fact, in Europe
some well-established companies have trans-
formed themselves from manufacturing or
industrial companies into private equity
investors, like Ratos of Sweden, and just kept
their public listing. Such funds make it easier to
attract cash because, it seems, it makes it
straightforward for shareholders to exit.

It can, however, be a while before investors in
the initial public offerings (IPOs) of listed pri-
vate equity funds see much of a return on
their money. For example, Apollo
Management followed KKR with a fund of its
own, a $1.5 billion offering on Euronext
Amsterdam. Like KKR’s issue, which traded
down after the IPO, the Apollo offering has
been touted as a potential victim of the infa-

mous private equity ‘J curve’.11 The J curve
effect is where start-up expenses – such as the
costs of the offering itself – reduce the net
asset value of the fund at the outset, helping
ensure returns only become positive later.
Since shareholders in the listed funds have
put in their capital up front, and they will
not necessarily be getting cash distributions
or dividends from the proceeds of exits, their
only real upside is any gain in the share
price. 

Yet, at first glance, it doesn’t seem as though
the general partners of the sponsoring firms
need have much reason to worry about share
price levels, since they get their management
fees in any case, the capital is perpetual, and
their ‘carry’ or incentive fees, are based on the
performance of the underlying private funds,
not the listed one. In the case of Apollo, some
portion of the carry will be put back into the
listed fund, and members of the KKR general
partnership have put $72 million into the KKR
Private Equity Investors fund.

Listed private equity funds have rather a che-
quered history. According to Lerner, a professor
of investment banking at Harvard Business
School, such listed funds were not uncommon
from about 1940 through to the 1960s. They
did, though, suffer from very volatile share
prices, shareholder dilution as they undertook
subsequent capital raising, and ultimately,
some traded at such a large discount to net
asset value that they became vulnerable to
takeovers.12

In the late 1990s, listed venture capital funds
ran into similar difficulties. The KKR and
Apollo funds, however, are structured more like
funds of funds in that investors do not own
regular shares, but instead, units of a limited
partnership based in Guernsey that itself
chiefly owns limited partnership stakes in the
underlying funds. By all accounts, the fund is
pretty much immune to takeover and the struc-
ture also shields KKR and Apollo from having
to make much in the way of disclosure about
returns on individual portfolio investments,
although they will have to make quarterly
earnings reports. In the US, the issue was a pri-
vate placement from a foreign issuer to quali-
fied buyers only, which means the filing
requirements are not very onerous.

Despite a chequered history, these publicly
traded private equity funds are part of a grow-
ing asset class and in 2004 the first index for
publicly traded private equity funds was devel-
oped by the Swiss company LPX GmbH/Ltd in
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Basel.13 The LPX50, which comprises the top 50
listed private equity funds, had a market capi-
talisation of €46 billion ($58 billion) at the end
of March 2006. Last summer, banks started
introducing financial products linked to it.

From a UK perspective, private equity originat-
ed in the late 18th century, when entrepreneurs
found wealthy individuals to back their pro-
jects on an ad hoc basis. This informal method
of financing became an industry in the late
1970s and early 1980s when a number of pri-
vate equity firms were founded. Private equity
is now a recognised asset class. According to the
BVCA, there are over 170 active UK private
equity firms, which provide several billion
pounds each year to unquoted companies,
around 80% of which are located in the UK.

While much can be found in the academic lit-
erature on early stage venture capital invest-
ment, little attention has been paid to the
recent developments in leveraged buy-outs
(LBOs) and private equity, which mostly affect
established (non-entrepreneurial) firms. These
trends have important implications for the pri-
vate equity market and also, more generally, for
the governance and performance of corpora-
tions. What, for example, are the benefits of
private equity? Some companies backed by pri-
vate equity grow faster than other types of
companies, through a combination of capital
and experienced personal input from private
equity executives. Private equity can, for exam-
ple, help a company achieve its ambitions and
provide a stable base for strategic decision mak-
ing because the private equity firms may only
seek to increase a company’s value to its own-
ers, without taking day-to-day management
control. Thus, although the company may
have a smaller ‘slice of cake’, within a few years
the ‘slice’ could be worth considerably more
than the whole ‘cake’ was before.

Private equity firms may need to adopt strate-
gies to secure attractive deals without engaging
in the public auctions that have become preva-
lent. While private equity transactions have
often been associated with cost-cutting to
improve efficiency, there may need to be a
stronger emphasis on entrepreneurial activity
to realise the upside potential of these firms.
Changes in the stock market and the market for
corporate control also raise issues concerning
the ability of private equity firms to realise the
gains from their investments (especially for
modest sized deals in mature sectors) while at
the same time meeting investors’ significant
return expectations within a particular time
period. Private equity firms have developed

new forms of exit, such as the widespread
growth in secondary buy-outs. These raise
questions concerning the returns that can be
generated and the willingness of limited part-
ners to invest in the same deal a second time
through a follow-on fund at a higher price.

In fact, the growth of the private equity market
has raised many other critical questions, not
least of which is how private equity transac-
tions increase value. These concerns have been
articulated by the principal academic finance
journal, The Journal of Finance, which has
prompted a call for papers for consideration in
a special edition to be published.14 Lastly, high
risk-adjusted returns from private equity trans-
actions have attracted new types of entrants
and, in particular, hedge funds. This has raised
further concerns given the transaction-oriented
nature of hedge funds and their ability to add
real value (in a managerial sense) to enterprises.

Hedge funds and private equity

Hedge funds have attracted significant atten-
tion recently and been linked very strongly
with private equity and the rise in M&A activi-
ty.15 A hedge fund generally refers to a lightly
regulated private investment fund charac-
terised by unconventional strategies (eg strate-
gies other than investing long only in bonds,
equities or money markets). They are primarily
organised as limited partnerships and were pre-
viously often simply called ‘limited partner-
ships.’ Often, they were grouped with other
limited partnerships such as those that invest-
ed in oil development.

The term ‘hedge fund’ dates back to the first
such fund founded by Alfred Winslow Jones in
1949. Jones’s innovation was to sell short some
stocks while buying others, thus hedging some
of the market risk. While most of today’s hedge
funds still trade stocks both long and short,
many do not trade stocks at all. For US-based
managers and investors, hedge funds are sim-
ply structured as limited partnerships or limit-
ed liability companies. The hedge fund manag-
er is the general partner or manager and the
investors are the limited partners or members.
The funds are pooled together in the partner-
ship or company and the general partner or
manager makes all the investment decisions
based on the strategy outlined in the offering
documents.

In return for managing the investors’ funds, the
hedge fund manager receives a management
fee and a performance or incentive fee. The
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management fee is computed as a percentage
of assets under management, and the incen-
tive fee is computed as a percentage of the
fund’s profits. A ‘high water mark’ may be
specified, under which the manager does not
receive incentive fees unless the value of the
fund exceeds the highest value it has
achieved. The fee structures of hedge funds
vary, but the yearly management fee may
range from 1-2% of the assets under manage-
ment and the incentive fee is usually in the
range of 10-20% of the profits of the fund.
Certain highly regarded managers demand
higher fees.

Research by Edwin Elton, Martin Gruber and
Christopher Blake has shown that incentive
fees correlate to higher returns in mutual
funds, perhaps suggesting the attractiveness
of hedge funds, where incentive fees can be
much higher and restrictions on trading are
less.16 Offshore hedge funds are usually domi-
ciled in a tax haven and, for US-based fund
managers, are designed to allow the manager
to manage the assets of foreign investors and
tax-exempt US investors. In this structure, the
manager will receive a management and
incentive fee as in an onshore fund. The typ-
ical hedge fund asset management firm
includes both the domestic US hedge fund
and the offshore hedge fund. This allows
hedge fund managers to attract capital from
all over the world. Both funds will trade ‘pari
passu’ based on the strategy outlined in the
offering documents.**

Hedge funds are similar to private equity
funds, such as venture capital funds, in many
respects. Both are lightly regulated, private
pools of capital that invest in securities and
compensate their managers with a share of
the fund’s profits. Most hedge funds invest in
very liquid assets, and permit investors to
enter or leave the fund easily. By comparison,
private equity funds often invest in very illiq-
uid assets such as early-stage companies and
so investors are ‘locked in’ for the entire term
of the fund.

The amount of hedge-fund money flowing
into public companies in the US has skyrock-
eted in the past year, thanks to a financing
mechanism known as private investment in
public equity (PIPE). PIPE investments, which
involve the issuance of large chunks of new
stock to a qualified investor, rose 20% in the
first quarter, to $6.03 billion, according to
PlacementTracker, a unit of Sagient Research
Systems of San Diego, which provides data on
private placements.17 PIPE offerings cost less

than public offerings and require minimal
regulatory oversight, making them attractive
for small companies. The companies typically
agree to discount the shares between 5% and
20%, with the agreement that they cannot be
resold to the public for two months or more.

Is there a crisis for hedge funds coming?

The growing influence of hedge funds and
their role in private equity and M&A activity
has raised some concerns.18 For example,
eight years ago, the Long Term Capital
Management (LTCM) hedge fund crashed in
the US, causing the country’s Federal Reserve
to engineer an extraordinary bailout of $3.6
billion on the (highly debatable) theory that
the financial markets would otherwise be
fatally disrupted. What, though, would hap-
pen if there was another LTCM today?

Connecticut-based institutional service
Bridgewater Daily Observations, which itself
manages over $150 billion, has received a dis-
turbing answer to its questions on the sub-
ject. It has pointed out that the amount of
money invested in hedge funds is now five
times higher than in 1998 – when the LTCM
debacle occurred – and has indicated that ‘the
system can withstand a moderate economic
crisis (like those that occurred post-1993) but
not a major one (like 1974)’. Bridgewater esti-
mates that losses with the current hedge fund
regime would have been $80-$100 billion in
the post-1993 crises, $300-$350 billion in
1974 (and $500-$600 billion in 1929).
However, the really bad news is that
Bridgewater also expects a major internation-
al system crunch exactly like the collapse of
the fixed exchange rate Bretton Woods sys-
tem. Recently, in fact, Bridgewater’s Daily
Letter was headlined ‘The tremors before the
big one’ and concluded, ‘We believe the odds
of a dollar/US debt crisis in the next 12
months are elevated (say 50%)’.

The Federal Reserve has not ignored the signs.
According to Ben Bernanke, the Federal
Reserve chairman, financial authorities must
stay attuned to any potential risks posed by
the growth of hedge funds, an investment
domain of the wealthy that has become more
popular with smaller investors.19 In fact,
Bernanke made a direct reference to lapses in

In the case of
hedge funds,
the reasonable
presumption
is that market
discipline can
work.

** Pari passu is a Latin phrase that means ‘at the same pace’, and by
extension also ‘fairly’, ‘without partiality’. In finance this term refers
to two or more loans, bonds or series of preferred stock having equal
rights of payment, ie, having the same level of seniority.
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risk management of 1998 in terms of the col-
lapse of Long Term Capital Management. He’s
made a case for closely monitoring hedge
funds but avoided advocating they be direct-
ly and more heavily regulated like banks.
Direct regulation may, he argues, be justified
when market discipline is ineffective at con-
straining excessive leverage and risk-taking
but, in the case of hedge funds, he argued
that the reasonable presumption is that mar-
ket discipline can work. This, though, may
raise some alarm bells when we look at some
of the statistics offered by Bernanke. For
example, he says, some 7,000 to 9,000 hedge
funds in the US command an estimated $1
trillion in assets and account for as much as
20% of all US stock trading.

The Securities and Exchange Commission
(SEC), concerned about the explosive growth of
hedge funds in recent years and their virtually
unregulated operations, brought them under
new supervision early in 2006. In the US, most
hedge fund managers now must register with
the agency. 

That opens the funds’ books to SEC examiners
and makes them subject to accounting and dis-
closure requirements. The examiners will be
able to conduct inspection ‘sweeps’ of hedge
funds. Despite the SEC supervision, concerns in
the US about hedge fund supervision are worth
noting – as are the concerns about the econo-

my generally which were all captured in
Bridgewater’s savage summary:20

“...Now you’ve got a new, academic, waffling
Fed chairman, a falling dollar, a falling bond
market, rising gold and commodities prices,
and an underperforming stock market all with
a giant current account deficit...”

The scale and speed of developments such as
the growth of private equity and hedge funds
poses both narrow and wider issues about risk
in rapidly-evolving markets. In the former
case, the issue is corporate governance. For
example, under ownership structures devel-
oped by the funds, how is responsibility to be
assigned for protecting stakeholders and not
only shareholders’ or investors’ interests? Is
the market – by its very complexity and
changeability – in fact eluding regulatory and
other constraints in the very same era when
older forms of corporate ‘piracy’ (Enron,
WorldCom) come under stricter surveillance? 

Bridgewater raises the broader issue as to
whether there are risks, not to specific parties,
but systemic risks to all the players and their
wider dependencies with the growth of hedge
funds? Here it is nothing less than the classic
issue, revised and reappraised since the birth
of capitalism, as to whether market systems
can implode or are, on the contrary, ulti-
mately self-correcting. MU

The growth of
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and private
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The complex way in which technology influ-
ences the structure of R&D can create manage-
rial frustration over the extent of ambiguity
and discontinuity in the technological plat-
form. The challenge to manage technology
implies a degree of control over – and under-
standing of – the commercial application of
new technological advances. The prevailing
pharmaceutical R&D invention model is cen-
tered on a bricks-and-mortar infrastructure and
the idea that innovation must principally take
root inside a company’s own research labs. The
explosion of new technologies is questioning
the ability of this conventional R&D model to
drive a sustainable top line growth with a con-
tinuous flow of innovative medicines.1

Clearly, managers need an effective framework
that will enable them to understand the most
significant leaps in technology and to antici-
pate their impact on other dimensions of a
firm’s dynamic environment. This article dis-
cusses the complex interdependencies of tech-
nology and R&D innovation models and uses
two cases drawn from the pharmaceutical
industry, one of the most R&D-intensive sec-
tors, to provide an understanding of how tech-
nological change creates distinct patterns of
industry competition.

Changing patterns of 
pharmaceutical innovation

No single factor has impacted the economics of
pharmaceutical R&D more in the last half cen-
tury than the advent of biotechnology.
Biotechnology refers to the development of
medicines derived from proteins, DNA,
enzymes and products of life and living organ-
isms. Most existing drugs employ chemothera-
py, or the ingestion of chemical compounds.

The modern pharmaceutical industry actually
developed from a form of biotechnology –
when bacteria were used to ferment penicillin.
Recent advances, though, moved away from
this early process as the understanding of the
processes involved became more sophisticated.
The leading paradigm of pharmaceutical inno-
vation, following the random process of screen-
ing and serendipity, was the rational drug
design, or the capability to deliver drugs syn-
thesised specifically to activate or inactivate a
physiological mechanism.2 Clearly, this knowl-
edge building was evolutionary and incremen-
tal, opening up a wide range of research oppor-
tunities and a faster rate of innovation for the
pharmaceutical industry. Desirable therapies
could be pursued based on the understanding
of human biological targets and the chemical
processes involved, without, for example, the
need of a chance side effect. 

The new biotechnology platform differs from
rational drug design – and represents a signifi-
cant threat to the research base of traditional
pharmaceutical firm – as it constitutes a break
from the organic chemistry base of drug
research. Rational drug design advances, for
example, allowed firms to build on their exist-
ing organic chemistry skills. Biotechnology,
though, represents a radical shift away from
this toward biology as a primary science.
Although both sciences share a similar funda-
mental approach to research, the biotechnolo-
gy skills used in drug development are not an
incremental step beyond existing chemothera-
py knowledge. Biotechnology represents a new
stream in pharmaceutical research technology,
emerging directly from life sciences. While it
targets the same medical needs, the key com-
petencies to develop blockbuster innovative
treatments are very different. Just as pharma-
ceutical scientists are becoming familiar with

Challenging conventional
wisdom in R&D

Discontinuity in technology can have a frustrating influence on research
and development (R&D) structures. What managers need is a framework
to help them to understand significant advances in technology. Here
Giampiero Favato, a director of the Henley Centre for Value
Improvement, and Roger Mills, professor of accounting and finance at
Henley Management College, examine how an explosion of
biotechnologies has made managers question traditional R&D models. 
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the ‘innovation funnel’ pattern of R&D, they
are watching the shapes of drug discovery
change almost beyond recognition.*

Until recently, the pharmaceutical industry
learning process was focusing on ‘funnel com-
pression’, a series of incremental improvements
aimed at increasing productivity by shortening
the overall funnel length by a few months. The
massive volume of information generated by
the biotechnological approach to innovation is
rapidly turning the funnel into a ‘bathtub’.3

Indeed, the emerging biotechnological research
platform means that more and more data are
flooding in from a discovery, only to try to pass
through a small hole defined by the limited
growth in the number of clinical trials. Clearly,
advances in data mining are required to filter
the greater volumes of data and translate the
new wealth of choices in the preclinical seg-
ments into a set of more robust candidates for
the clinical trials. This, for example, would
probably lead to lower attrition in the higher
cost portions of the pipeline, such as the late
stage clinical development. In fact, the hurdle
is no longer the conventional cycle compres-
sion but actually the alignment with a chang-
ing profile. The key to effective innovation fun-
nel management is to design effective screen-
ing processes and to make rational stop/go
decisions as far upstream as possible. In other
words, to know more, sooner.

Given the shifting face of the complete funnel,
point solutions – ‘silver bullet’ technology solu-
tions that support only a part of the R&D cycle
– will ultimately only provide a partially effec-
tive answer. Technology development must be
coupled to applications, accelerating the transi-
tion from ‘high-throughput’ (large volumes of
numbers moving through) to ‘high-output’
(large volumes of useful numbers coming out)
discovery. In fact, the need to manage the
unprecedented flow of information and deci-
sion points in the new pharmaceutical innova-
tion process requires that the entire process be
rethought, redesigned and integrated. 

While such a broad redefinition of pharmaceu-
tical R&D organisations may appear daunting,
closing the transitional gap between rational
drug design and biotechnology is absolutely
critical, as the rate of new compounds available
to patients is visibly slowing down. For exam-
ple, research by the National Institute for
Health Care Management (NIHCM, 2002)
pointed out that over the 12 year period 1989-
2000, just 15% of all new drug approvals by
FDA were medicines that used new active ingre-
dients and provided significant clinical

improvement.4 Then, to assess changing pat-
terns in new drugs approval, the research divid-
ed the twelve years into to six-year periods,
extending from 1989 to 1994 and from 1995 to
2000, respectively. Priority new molecular enti-
ties (NMEs), the most innovative drugs, repre-
sented 17% of total approvals in the earlier
period 1989-1994, while they accounted for
just 13% of all NDA approvals in the later peri-
od 1995-2000. If ‘other drugs’ (marginal utility)
are excluded, the decline of new innovative
products is more dramatic, falling from 21% in
the earlier period to just 14% in the later years.

Priority rated drugs accounted for 33% of pre-
scription drug spending growth over the 1995-
2000 period. Total retail prescription drug
spending more than doubled over the same
time period, from $64.7 billion to $132 billion.
The NIHCM research would suggest that the
pharmaceutical industry is realising excess
returns from a stream of innovation that is dry-
ing out. The industry has the opposite view. A
position statement released by the American
Association of Pharmaceutical Industry
(PhRMA, 2002) challenged the NIHCM find-
ings.5 According to PhRMA, NICHM arbitrarily
excluded all vaccines and biotechnology prod-
ucts from its report, eliminating de facto 130
new medicines approved by FDA during the
report period. 

It is impossible, according to the industry asso-
ciation, to discuss pharmaceutical innovation
fairly without referencing one of the most
important and promising areas of pharmaceu-
tical R&D: the production of complex, large
molecule drugs derived from biotechnological
research. The same industry seems to have a
controversial perception of the value of
biotechnology, maintaining a more prudent
position when it comes to justify the rising
costs of pharmaceutical development (IFPMA,
2004).6 While biotechnology is increasing the
number of biological targets – and combinator-
ial chemistry and chemical libraries are raising
the number of potential drug candidates – nei-
ther necessarily increases the prospect for posi-
tive matches between the two. 7 8 The potential
for expensive failures is accentuated by the
accumulation of non-validated targets,
although some risk can be mitigated by a
greater focus on strategies that draw out drug
candidates less likely to fail pre-clinical testing. 
Such a focus, though, adds two or more years to

Closing the
gap between
rational drug
design and
biotechnology
is critical

Potential for
expensive
failures is
accentuated
by non-
validated
targets

* The ‘innovation funnel’ effectively describes the rational drug design
process: a wide range of development candidates and research
options are narrowed down over time until one or two compounds
that are commercially viable emerge from the end of the funnel.
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Over time,
every aspect

of life science
research will

be
transformed

Biotechnology
now demands

a new
approach to

innovation
and R&D

the drug development time line and reduces
the innovation's opportunity to recover
development costs before the patent expires.
New survey and testing technologies also
require significant upfront investments and
the life cycle of these technologies is reduc-
ing. Put simply, they are forcing R&D man-
agers to spend more just to keep pace. In fact,
the testing and diagnostic equipment that
companies rely on to screen and identify
promising compounds is superseded by tech-
nological advances every three to four years:
in the recent past it was ten or more years.
The implications for investment are clearly
highly significant. For example, in 2005 the
leading 11 pharmaceutical companies invest-
ed $7.4 billion in information technology, up
from $5 billion in 2000.

The biotechnological revolution demands a
new approach to the fundamentals of pharma-
ceutical innovation and R&D. Research labs
can today run one million genetic experiments
a day, generating enough data to saturate any
conventional computing capacity. Research
teams, which in the past could spend years
looking for a single promising compound, now
face thousands of candidates to evaluate in a
much shorter space of time. Without a clear
process to handle all of this information, it is
possible to drown in the data. So, how can
companies face such challenges? To illustrate,
let us consider how the Roche Group is rein-
venting how it invents.

Roche’s new pattern to drug discovery

For Roche, the only way to embrace a techno-
logical revolution is to respond with an organ-
isational revolution. It begins with embracing
the excitement of having too much data, too
fast. It goes on to include new thinking about
the best way to build teams of scientists and
create a culture where failure is not stigmatised,
as long as the decision to discontinue research
is taken as early as possible in the R&D process.
Finally, Roche is introducing change systemati-
cally, one step at a time. While basic research
has been revolutionised by biotechnology,
other areas – such as animal studies and clinical
development – are just beginning to experience
the outcomes of new technologies. Not every-
thing needs to be rebuilt at once. Over time,
though, every aspect of life science research will
be transformed.9

GeneChip technology, a device capable of iden-
tifying the specific genes that are activated in a
medically-interesting tissue sample, has deto-

nated the biotechnology explosion. A single
chip can identify as many as 12,000 different
genes, assembled one amino acid at the time.
Each time a chip lights up, the researcher
beholds a glimpse of which genes might be
markers for disease. Roche’s greatest challenge
has been to use the chip effectively in the
organisation. Each sample run on a GeneChip
set generates 60 million bytes of raw data.
Running 1,000 GeneChip experiments a year,
which is the operational objective of Roche
labs, would use up 90% of the company’s total
computing capacity. An even bigger challenge
involves the management of biotechnological
data: many scientists would refuse to touch the
data report for fear that they would never be
able to make sense of it. 

For Roche, the correct approach did not
involve a geometric increase of data storage
capacity, but actually an iterative communica-
tion process between biologists and statisticians
about how to use data from a GeneChip exper-
iment. Researchers from different disciplines
can gradually make sense of the immense
amount of data generated, turning it into a
shortlist of best prospects for more research. In
fact, sometimes the most valuable outcome is
to know when not to run a GeneChip analysis. 

Clearly, though, this level of multidisciplinary
approach to hard-to-understand science
demands flexible teams. Roche has formed
eclectic discovery teams – ad hoc combinations
of research experts in complementary fields,
ranging from genetics to bio-informatics.
Gradually, team members have found ways to
integrate knowledge and to make the most of
one another’s expertise. The Genomics
Oncology team, for instance, conducted a bat-
tery of focused GeneChip experiments, identi-
fying more than 100 genes potentially associat-
ed with colon cancer. Some genes, though, also
turned out to be critical for normal heart or kid-
ney function and thus were rapidly discarded.
Narrowing the list using strict cut-off rules, the
team selected two research targets which were
endorsed by senior management for clinical
development. Interestingly enough, both of
the first two targets selected had been among
the 50 most promising prospects in early
GeneChip experiments, but neither had been
among the top ten. By combining biotechnol-
ogy experiments and oncology-specific tech-
niques, researchers isolated new drug targets
that would have been probably overlooked by
either set of specialists working alone.

Roche is committed to change patterns of inno-
vation across its entire global research effort. In
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Palo Alto, bio-scientists have built a comput-
erised model of a mouse genome that allows
classical lab studies to be simulated in a matter
of minutes. In Nutley (New Jersey), research is
ongoing to run GeneChip experiments with
potential new drugs to establish their potential
side effects before embarking in lengthy toxico-
logical studies with animal models. In Iceland,
Roche is partnering with a local biotech com-
pany (Decode), which researches genealogical
records from the Icelandic population. That
data could enable Roche to identify and locate
genes that are associated with stroke as well as
schizophrenia and other genetic-based diseases.
Each initiative is running on a different time
line. Some parts of the company will be
reshaped in the next few years; others may take
a decade or more to feel the full impact of the
most recent biotechnology breakthroughs.

Roche’s approach to radical technological
changes in drug discovery can be defined as a
gradual reshape of the internal R&D organisa-
tion. Other companies though, such as Procter
& Gamble (P&G) have taken bolder steps to
manage the discontinuity generated by the
development of genetic biotechnology.

P&G: from R&D to C&D

As indicated earlier, the prevailing pharmaceu-
tical R&D invention model centres on a bricks-
and-mortar infrastructure – with the idea that
innovation must principally reside inside the
company’s own research labs. The explosion of
new technologies is, however, questioning the
ability of the conventional R&D model to drive
sustainable top line growth with a continuous
flow of innovative medicines.10 P&G realised
that small and mid-size entrepreneurial compa-
nies, eager to license and co-develop their intel-
lectual property, were increasingly delivering
innovation. Universities and government insti-
tutions – eager to monetise their research – had
also become more interested in forming
alliances with the industry.

P&G, after studying the performance of a small
number of products licensed-in at a very early
stage of development, decided that external
connections could produce highly profitable
innovation and that a network of scientific col-
laborations outside the internal R&D organisa-
tion was the key to future growth. The compa-
ny created the ‘connect and develop’ (C&D)
innovation model, focusing on the vision to
identify promising ideas throughout the world
and apply the internal R&D capability to devel-
op better and less expensive medicines, faster.

Tapping into the creative thinking of scientists
and clinicians on the outside world would
require major operational changes. The C&D
strategy was not about replacing internal R&D
capabilities, but actually to better leverage
them by reducing the resistance towards inno-
vation ‘not invented here.’ 

In effect, the drive was to generate enthusiasm
for those ideas ‘proudly found elsewhere’. The
final goal was to create a consistent flow of
innovative medicines, half coming from inter-
nal discovery and half coming through internal
R&D. The C&D innovation seems to be work-
ing for P&G: almost half of the development
candidates in the pipeline have key elements
discovered externally. Through C&D, the R&D
productivity has increased by almost 60% and
the innovation success rate has more than dou-
bled. The costs of innovation, on the other
hand, fell from 4.8% in 2000 to 3.4% in 2005.

Internal competences vs external 
network: who got it right?

The tie between different patterns of deploying
resources – and the resulting competitive dis-
tinctiveness – is clearer when observing compe-
tition over time.11 After the last period of rapid
technological shift in the industry in the early
1980s, driven by the advent of rational drug
design, technology advances moved beyond
the control of established firms’ laboratories.
Leading players were unable to respond to the
early use of molecular computer modelling
with the same internal control and adaptation
techniques employed in managing the incre-
mental changes in chemotherapy screening
platforms which had been continuously evolv-
ing in the 1960s and 1970s. The first insights
that made rational design possible were a mix
between internal, external and government
research efforts. The interaction of technologi-
cal advancement with management choice was
the key to competitive advantage: innovative
research trajectories were pushed only as far as
managers could reasonably foresee results. 

From this perspective, Roche and P&G are both
winners, as they clearly recognised the poten-
tial impact of technology discontinuity on
existing innovation models and they did not
hesitate to take bold steps to anticipate change
in the organisations’ mindset. 

The strongest evidence, though, that
biotechnology represents a major break in the
drug discovery process is the wave of new start-
ups that entered the market in the last decade,

Roche and
Procter &
Gamble are
both winners
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Sustaining
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inflow of new
knowledge

compared with the relative absence of
significant new entries among research-driven
pharmaceutical companies in prior periods of
evolutionary change. While it targets the same
medical needs, biotechnology implies the
development of new competences significantly
different from skills held within conventional
R&D labs. Often, the founding scientists of a
biotechnology firm are among the very few
with comprehensive knowledge of the subject
matter. This tacit knowledge is truly a scarce
resource because it makes an elite of scientists
the arbiter of scientific competitive advantage.
Both Roche and P&G responded to the critical
need to incorporate new knowledge into
existing research organisations, but in different
ways. 

The Roche bet was on the stretch of internal
core competences, achieved by functional re-
organisation, hiring fresh talent and team
work. However, competences are not perma-
nent and any competence-based protection
strategy that exists for a research based firm
comes from inside, not from external partners.
Sustaining competences and competitive
advantage is the key for sustaining above aver-
age returns and creating value for the share-
holders. Sustaining competences requires a
constant inflow of new knowledge: knowledge,
skills based on knowledge, and intangible

assets combine to constitute a resource bundle
often referred to as the firm’s resource base, cap-
turing the unique innovation model that the
firm has built up as its core competence.12

Strategic alliances are an alternative way to gain
advantage with distinctive competences.

In comparison, P&G’s networking strategy
reduced the time and the risk involved in cre-
ating knowledge internally. The research out-
comes derived from strategic alliances reflect
the distinctive advantages from both firms’
resource bases, enhancing the competitive
position that could have been obtained by
either firm acting individually.

The constraints imposed upon a firm by its
resource base help in understanding the pat-
tern of industry competition as well as the deci-
sions of individual players. The time, cost and
uncertainty involved in creating an innovative
resource base both protect the leader and hin-
der the follower. By recognising early a signifi-
cant discontinuity in the innovation model of
drug discovery process – and by implementing
a clear strategy to incorporate the new technol-
ogy in their modus operandi – both Roche and
Procter & Gamble should have increased the
probability of sustaining a profitable competi-
tive position in the research-based life science
industry. MU
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Large-scale
economic
change can
sometimes
create a major
disruption

The use of scenarios to depict forces of poten-
tial risk is demonstrated by economists
alarmed by the imbalance between the debtor
US and its creditors among Asia-Pacific cen-
tral banks. One credible, if contested, pes-
simistic scenario until 2010 focuses on US
debt, current account and government,
which in the early 2000s had sustained
growth led by consumer spending in the US
and English-speaking countries. The crisis
scenario over the current account deficit chal-
lenges the influence over risk thinking of
alleged conventional wisdom based on
favourable US economic performance data,
IMF optimism about leading economies’
future growth, and the questioning of the
deficit itself as important and dangerous. The
emerging interdependence of the US and
China casts doubt on the feasibility of the
radical economic and political changes that
are needed to avoid a crisis that could seri-
ously damage the global economy. Active
preparation of risk management against the
eventuality of a serious economic upheaval
must weigh contested views of probability
against less doubt about the severity of the
damage if it were to occur.

Raw material

Ideas about upheavals in the global environ-
ment constitute the raw material of many a
disaster movie, depicting events such as inter-
planetary wars, ecological and climate disas-
ters and pandemics. No longer alien are sci-
entific projections about, for example, the
cooling of the Atlantic Ocean and its Gulf
Stream, with massive consequences for life
and production in Britain, Western Europe
and West Africa. Relatively smaller risks,
though, can be crippling in proportion to

very high levels of human effort and business
investment. The world of derivatives and
swaps is under no human control and could,
some argue, bring the whole edifice of inter-
national and national economy crashing
down were a crisis to occur. Indeed, the ripple
effect after the crisis of derivatives trading by
Long Term Capital Management spawned
several scenarios of global financial break-
down that depicted ineffectual official con-
tainment responses to such devastating sce-
narios.

This article examines how large-scale eco-
nomic change can sometimes create a major
disruption and reconfiguration. One major
issue addressed concerns the risks up to 2010
arising from two crucial features of the global
economy: the dual development of the current
account deficit of the US economy, and the
interdependencies among national economies
that are integral to the deficit. Among the
remarkable features of this scenario – a break-
down of the intensified interdependence
between the US and Asia-Pacific over their
trade and US dollar imbalances – is that:

● it may be unavoidable if it were to develop
beyond a particular point of momentum;

● as with all truly telling scenario exercises,
the scenario is far from being endorsed by
all analysts and policy makers;

● in consequence of the disagreements mark-
ing this scenario, it must indicate uncer-
tainty about the future and continuing dis-
agreement about its probability and timing
of occurrence; and

● the more seriously its occurrence and con-
sequences were taken, the higher priority
would be given to the search for individu-
als and enterprises to hide, escape, circum-
vent and reduce the damage.

The high-risk scenario in
the global economy

Economists alarmed by the state of US debt to Asia-Pacific banks employ
scenarios to illustrate the forces that produce risk. Proactive risk management
must weigh up the contesting views of the chances of serious economic
upheaval to assess the severity of any potential damage. Bill Weinstein,
professor of international business at Henley Management College and a
director of the Henley Centre for Value Improvement, looks at the issues. 
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The high-risk scenario

The potential impact of a malign scenario
would have deep and extensive consequences
for everyday lives and economic activities.
Indeed, in this sense it’s a natural subject for
risk analysis. Whilst acknowledging that spe-
cific risks to specific enterprises, and projects
and deals in specific places cannot be straight-
forwardly ‘read off’ global radar screens
depicting ‘macro’ or system risks, it is never-
theless important for all players to seize upon
the blockbuster risks and understand their
broader consequences.1 Some specific risks,
for example, should be obvious for certain
activities and planning intentions or assump-
tions. Others, though, would need tracing
through complex webs of variables or matri-
ces of causes and effects.

The scenario developed centres on the grow-
ing interdependence of the US – as the world’s
largest debtor – and the capital positions of
many Asia-Pacific economies whose 20-30%
savings from income per year mark them as
the world’s leading group of savers and credi-
tors. Crudely stated, the economies of the US
and these other countries have become locked
into each other. Disengagement is not an
option and each side needs the other. The sit-
uation has unexpectedly become of major
importance as recently as since the late 1990s.
Today, its unremedied imbalance could help
spin the world into a steep recession. The
speculative pathway, as this scenario might be
described, leads to the perception that with-
out any overall architect or master design-
hand, the US and China might in the 21st
century either divide up the globe into two
co-existing parts (as was the case of the US
and Soviet Union during the Cold War era), or
fight for global scale dominance – another
clash of empires. In any case, the key con-
cerns are as follows:

● the US economy has been running current
account (CA) deficits for about the last 20
years. This has become a major factor in
funding its high rate of economic growth
and provoked concern as it has reached a
succession of new highs in recent years,
previously believed to be unsustainable. For
example, as a percentage of GDP, the cur-
rent account deficit was estimated to reach
or exceed 6% last year (depending on meth-
ods of calculation) and could now be
approaching as high as 8%.2 Previously,
analysts regarded 2.5-3.5% as normal and
implied that at over 6%, some kind of ther-
mostat would blow – eg, the world would
cease to trust dollars, interest rates would be

forced up to compensate for exchange rate
weakness of the dollar, followed by demand
depression, unemployment and a down-
ward spiral of global scale;

● furthermore, since 2000, the US current
account deficit – largely made up of the bal-
ance of imports over exports – has been part
of a massive move towards high growth
that’s been driven by consumption.
Without this move in the US, supported by
others in the ‘Anglo-sphere’, the UK,
Australia, New Zealand and Canada –
growth would have become stagnant or
even negative.3 Indeed, spending on
imports had been a key strategic factor in
US economic policy, going back to the
revival of Western Europe after World War
Two, the strengthening of European and
Japan’s economies in the Cold War, and the
ascent of the ‘Pacific tigers’ (Singapore,
Hong Kong, Taiwan and South Korea), and
the partial opening of US markets to South
East Asia, Latin America and the Caribbean.
Trade policy in the 1990s has been used to
support the breakaway Eastern European
states and, most notably, to bring China
into trade interdependence with the US and
the West through the World Trade
Organisation and bilateral preferential
agreements. In contrast with the beggar-
my-neighbour trade policies of the leading
economic players of the 1930s, which
allegedly contributed to war, the US led the
post-War world into trade liberalisation.
The US not only bought from others more
than it sold – unlike, for example, Japan,
Germany and Britain – it was the only rich
nation to import on a massive scale.; and

● the trade account’s progress within the US
current account is testimony, since about
2000, to the fact that the country has
become addicted to imported products. The
Asia-Pacific central banks, for their part,
have funded the US deficit by piling up
unprecedented levels of dollars as foreign
reserves and IOUs in the form of US
Treasury bonds. What has been perceived in
an earlier phase (1945-1970s) as a policy of
enlightened self-interest, and then later as a
critical support for policies to counteract
the threat of recession through low interest
rates and relaxed money supply controls,
has given way to the charge that the profli-
gate US consumer is jeopardising their own
and others’ economies. For over half a
decade up to 2005, US domestic savings
plummeted to zero and even into negative
territory as consumers spent, safe in the
knowledge that housing and stock assets
were gaining in value. Once hailed as a
basis for preventing the global economy

US and Asia-
Pacific

economies
have become

locked into
each other
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Even
enormous
revaluations
did little to
reduce
imports to the
US

Underlying
concern has
been about
loss of
confidence in
the dollar

sinking into recession after the stock mar-
ket fall from March 2000, the massive
household debts of the US are now seen by
many as a major threat to confidence in the
dollar, demand, employment and mainte-
nance of company value.

From perspectives to scenario-building
evidence 

The current account is technically the total
‘trade’ balance, ie imports over exports or vice
versa, and in addition the balance for labour
payments, the balance on international
investment income, plus ‘unilateral transfers’
such as foreign aid and remittances. The cur-
rent account has climbed from over $500 bil-
lion in mid-2004, to about $620 billion by
end-2004, through $800 billion by end 2005 –
and moved from 4% of GDP in 2000 to over
6% in 2005. In this process, 25% of the US
merchandise trade deficit of over $600 billion
in 2005 was with China. However, concerns
have been expressed about the fact that this
has increasingly depended upon Asia-Pacific
accumulating dollar assets – thereby exposing
the creditors to considerable risks.4 By 2003 a
clear pattern had emerged. In the case of for-
eign currency reserves, the big accumulators
became China, Hong Kong, Japan, Malaysia,
Taiwan, South Korea and Singapore, but with
India and Russia also rolling up significant
reserves.5

The key holders of Treasury bonds by end
2005 were Japan (by far), China, Hong Kong,
Taiwan and Korea. There were also significant
holders in the UK, Caribbean banking centres
and Germany. Notably, the Chinese central
bank steered increasingly away from bonds
and towards currency holdings, becoming in
2006 the top holder of US IOUs, estimated as
$1 trillion. An interesting number when set
against the US double-debt of trade and gov-
ernment budget of $2 trillion. But whilst the
exchange rate of the US dollar has declined
over 20% in the last three years – and its
trade-weighted index by somewhat less – the
underlying concern has been about loss of
confidence in the dollar. ‘Dollar watching’
was accentuated by the Japanese Prime
Minister’s remarks about ‘diversifying’ from
US dollar reserves.6

Indeed, the insecurity of the dollar was
demonstrated by an utterance from South
Korea about diversification on 22 April 2005,
causing the dollar’s biggest fall since October
2004. Believers in the ultimate big slide of the
dollar may not, however, go as far as predict-

ing the loss of the dollar’s reserve currency
status, as they, even with bigger declines in
exchange rate, will not challenge the thesis of
the Wall Street exchange-rate guru, Henry
Kaufman.7 Indeed, many analysts share his
view that one of the bonds between the US
dollar and China is founded on the asset back-
ing which is needed by China’s weak banking
system; in fact, some part of the reserves are
periodically used as operating subsidies to
bankrupt state banks.8

When the current account passed 5%, then
6% GDP and headed for 7%, alarms were
sounded. However, it would take a major
change in the US economy to bring it back to
a ‘manageable’ figure of 3% within the next
10-15 years.9 Such a change, moreover, would
be hard for economic and political reasons.
The Asia-Pacific economies were locked into
the dollar after their 1997-8 financial crises –
which converted them to lowering their dol-
lar debt exposure, and the securing of the
national currency against devaluation by sup-
porting the dollar and gaining or sustaining
export advantages to the US. Japan, China,
Taiwan, Korea, Thailand and Singapore
heaped up massive dollar holdings and the
strong dollar accelerated US. demand for their
exports. Thus, from the late 1990s, there
developed a powerful reciprocity between the
US and the Asia Pacific countries – an under-
standing of mutual advantage.

As concerns about the trade imbalance
between the US – and especially China –
emerged, the US repeatedly put pressure on
China to revalue its currency, the Yuan, which
China finally did officially on 21 July 2005 by
2.1%. However, facts suggest that the US
propensity for cheap imports from China,
leading to battles over cheap textiles and gar-
ments, is not based on the kind of price sensi-
tivity implied in US pressures. As previous
experience with Japan has suggested, even
enormous revaluations – 300% in the case of
Japan against the US dollar over 18 years – did
little to reduce imports to the US. Why not?10

One general observation is that once an econ-
omy goes into a phase of high growth
through export overdrive – like Japan had ear-
lier and China’s has currently – their compet-
itive advantages are virtually unstoppable for
as long as three decades. 

Second, the income and wealth levels of the
US – with the attendant high consumption
expectations – make its demand insensitive
to price improvements due to exchange rate
changes. China’s 2.1% revaluation, for exam-
ple, is more a placatory gesture for a few
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product sectors. Indeed, even were it to
quadruple it may to little overall to change
the trade imbalance. The prime suspect in
explaining why arresting US imports is not
the price inelasticity of demand but the
income inelasticity of demand.11

Why is the scenario apparently 
unstoppable?

What, then, would change the trade imbal-
ance, bearing in mind the further threats to
the balance? The signs in 2006 are that the US
housing boom might be slowing down,
household debt is showing some slight signs
of being reduced and that consumption
spending is plateauing. The US government
spend, though, and not merely on the wars in
Iraq and Afghanistan but also on welfare pro-
grammes, has been rising ever since Bush
inherited a balanced budget from Clinton.
Hence, using the school book guideline that
GDP equals consumption (C), plus I
(Investment), plus government spending (G),
plus Exports over Imports or vice versa (E/I),
the dramatic fact is that even a slight reduc-
tion in the US trade imbalance would be
more than offset by G, the growing budget
deficit. In reality, the US total debt must be
about $2 trillion – funded not from internal
US sources but from foreigners. The foreign
creditors who bear the risks are central banks.
Obviously, these are less exposed than
investors in businesses or managed asset
funds.

The US could cut back on G and would reduce
C if confidence was to weaken, but this has its
own problems. The scale is what defines the
seriousness of the scenario and its ultimately
deeply damaging impact on the economy.
According to studies by authors such as
Roubini and Setser, the dependency of the US
debt on foreign support would move the
reserves required from $2.4 trillion at year-end
2004 to close to $5 trillion at year end 2008, by
which time the increase in US net external debt
would move from $3.3 trillion to $7.4 trillion. 

For the two big players, China and Japan,
their year-end 2004 combined reserves of
$1.4 trillion would have to rise to about $3
trillion by year-end 2008. That would mean
an annual increase in their reserves of more
than $350 billion over the period 2005-8. The
piling-up of US dollars from export earnings
to the US and dollar areas may well not yield
enough to fund the whole current US current
account deficit or even the trade deficit with-
in it.

In Knight’s12 view, though, the probability of
financial imbalances causing serious econom-
ic disturbance is small. The costs, though,
could be large should it emerge. Although he
claims the global financial system over recent
years has become more robust against shocks
– with greater scope for risk-spreading includ-
ing reduced dependency on any individual
institutional or market channel – global inter-
dependencies and liberalisation have generat-
ed excessive credit expansion and the build-
up of debts may ultimately prove unsustain-
able. Global financial imbalances are, he says,
unprecedented, with the US current account
the most vulnerable. 

Underpinning his analysis is the claim that
stable, low and predictable inflation has
lulled the ‘Anglo-sphere’ countries (Wolf’s
term) into their lowest savings ratios, invest-
ment and potentially very poor fiscal bal-
ances. Had they not taken this pathway into
the early 2000s, the world would have sunk
into depression. Yet, he says, the time has
come to assert that the US, which has no seri-
ous conflicts that would constrain a move to
tighter policies that would address external
and internal balances, must take control of its
own destiny. Controlling the growth of the
government deficit is one such move, but the
key is avoiding a disruptive dollar deprecia-
tion.13

Fred Bergsten, director of the Institute for
International Economics, lends force to such
views. Writing in 2005 – when he marked
the US current account deficit at £600 bil-
lion and over 6% of GDP – he foresaw a deep
fall in the dollar and much higher interest
rates that would choke off growth. That in
turn would seriously weaken growth in Asia-
Pacific and Europe – unless they could
sharply boost domestic demand, a point I
shall consider below. Like Malcolm Knight
of the BIS, Bergsten holds the US as mainly
responsible for the risks. Indeed, the US and
other key institutions and governments
have done nothing to counter the distor-
tions, he contends. 

Nor has the IMF done anything to stop Asia-
Pacific governments from manipulating
exchange rates for competitive export advan-
tage. China, with its dollar peg maintained
for years, would be the chief culprit, in effect
weakening its currency against the dollar
whilst building its growth mostly on mer-
chandise exports. Bergsten calls for China to
revalue by 25%, claiming it would cut $50-60
billion off the annual US current account
deficit – a useful start.

In reality, the
US total debt

must be about
$2 trillion

The key is
avoiding a
disruptive

dollar
depreciation
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The US must
save more
and Asia must
spend more

Finding the way out of the scenario 

The path, though, is not through incremental
dollar devaluation. Much more radical action
is required. If the US waits until its external
debt ratio reaches 40-50% before beginning
adjustment, for example, there will be little
room to manoeuvre – the deficit will simply
continue to rise for years ahead on interest
payments alone. In such a scenario, a crash
for the global economy would become
increasingly probable. Hence the prescrip-
tions – the more grandly scaled, the less like-
ly, and the less likely, the more the worst case
scenario looms ahead. Prescriptions are as fol-
lows:

● to reduce the US trade deficit, US income
would have to grow faster than consump-
tion and domestic spending;

● therefore, the US must change from an
economy driven by consumption to one
driven by income growth;

● to achieve this without slowing down US
growth, exports would have to drive the US
economy;

● the rest of the world, especially Asia-Pacific,
must change from relying for their growth
on US demand for their exports to
demands for what the US can export to
them; and

● therefore the pattern of the past nine years
must go into reverse.

The implications are that Asia-Pacific govern-
ments would have to adopt exchange rate
and other policies that would support
demand growth – suppression of domestic
consumption must slow down. For some, this
means making the domestic price of imports
high. Furthermore, the US would have to
switch strongly into tradeable manufactures
and knowledge-intensive products for export.
One problem, though, would be how to get
Asia-Pacific markets to demand such imports?
Another problem would be how to make
investment in the competitive tradeables and
non-tradeables that circumvent Asia-Pacific
competition in top class areas for return on
investment? Thus, any such reversal would
take many years and must start now. As one
analyst said, there is now a burden to be
shared – the US must save more and Asia
must spend more.14 The question is whether
this reasoning remains theoretical or not!

Clearly, the choice of previously interdepen-
dent macro-economic policies by the US and
much of Asia-Pacific worked to their mutual
advantage to the mid-2000s. The process has
now, though, brought China into a pivotal

position, well beyond that envisaged when
the US championed China’s membership of
the World Trade Organisation by 2000. Both
US and China would have to co-ordinate and
jointly manage changes in their exchange
rate, demand management and capital mar-
kets policies which enable them to support
each other in conducting the type of reversal
mentioned earlier. The US, clearly, has to rein
in consumption and government debt – and
restructure to diminish its exposure to trad-
able products in open competition. China,
for its part, has to focus on diminished
dependence on exports and more on domes-
tic consumption and government spending.
It is easy to imagine that the large political
and cultural changes necessary for this in
both countries would be virtually revolution-
ary.

The dangers if they do not are massive.
Indeed the point of this analysis about avoid-
ing ‘disaster creep’15 is not to advocate policies
or a new global order, but only to reinforce
the point that the means of avoiding the
severe fall-out from a current account crisis
are far from available. This approach
demands a comparison between the magni-
tude of the challenge on the one hand, and
the priorities, will power, and diplomatic and
organisational skills of the political and
administrative leaders of the ‘great powers’
on the other. What, though, do the sceptics
make of all this?

It won’t happen – don’t worry about 
the risks

Clearly some are unprepared for the idea of a
potential economic tsunami. Indeed, in mid-
April 2006, the IMF foresaw further growth
for some years ahead on the platform of four
years of growth, 2002-06.16 Alan Greenspan,
chairman of the US Federal Reserve until early
2006, did not address the threat head-on.
Indeed his references to inflation were
attached to the impact of higher oil prices or
productivity growth failures to offset higher
rewards to labour. Inflation would be dealt
with ahead of the curve by regular 2.5%
increases. Thus, with robust growth in the US,
consumer confidence only occasionally dip-
ping on concerns about personal debt, Wall
Street producing bonus-laden results, a strong
stock market, and low-inflationary or
demand depressive effects from oil prices in
the $70 range, the only serious concern
would be fulfilment of Bush’s assurance that
the budget deficit would be halved over four
years. In this mood, troublesome issues like
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US non-compliance with Kyoto or dealing
with states such as Iran and North Korea
seemed marginal. 

Inevitably in this climate, the question was
raised about what was so important about the
current account deficit – and is it really as
large as has been supposed? It has been
argued that the current account deficit is
based on a flaw – or at least an idiosyncratic
feature in national income accounting –
which assumes that the merchandise trade
deficit must be ‘mirrored’ by a capital import
surplus – that is, foreigners must buy US
assets, stocks and bonds. The appropriate
broader view is that foreigners in turn earn
dollars to pay for those investments by selling
more American goods and services than they
buy from the US. Out of this global exchange
process, the US gains jobs from foreign invest-
ment, lower cost products from imports, and
thus a higher standard of living. Therefore,
the argument runs, get rid of conventional
ideas such as the ‘trade deficit’ or ‘surplus.’17

Added to this is the argument that American
assets abroad earn higher than normal rates
of return. Factors that are not ‘counted in’ are
insurance, know-how and the value of truly
global brands that are predominantly
American. In fact, taking into account all
such factors, the US is really a net creditor,
not a net debtor, according to the boosters.
The current account ‘deficit’ for them is a sta-
tistical illusion because not all relevant calcu-
lations have been factored in, such as the
alleged fact that foreigners accept a lower rate
of return (eg 2.2%) on their US investments
including Treasury bills – in exchange for dol-
lar security, liquidity and low political-eco-
nomic risks. The placing by foreigners of dol-
lars into investments in the US for a low
return is close to a zero interest rate loan to
Americans.18

Not true, says Paul Krugman, who has dis-
missed as wishful thinking beliefs that the
value of such US intangibles or invisible
exports makes the trade deficit disappear. In a
swift turn of the tables, he invokes the recent
study of Daniel Gros of the Center for
European Policy Studies who claims that it is
not credible that foreign companies persist in
investing in the US for an average return of
only 2.2% a year. Probably they are understat-
ing the profits of their US subsidiaries. More
radically, Gros also suggests that official data
fails to pick up foreign profits that are re-invest-
ed in American operations. If we assume that
Gros is right, however, then the true trade
deficit, now to include, say another $100 bil-
lion, unreported profits that accrue to foreign
companies, must be even larger than previous-
ly reported – over $900 billion, not $800 bil-
lion. Do not, Krugman warns, dismiss the
blow-up merely because it hasn’t happened yet.

If the severity of this view were thought to be
unpalatable, we may refer to a wider ranging
and more dramatic economic and geopoliti-
cal scenario authored by Professor Niall
Ferguson: impasse in Iraq, US and UK popular
disaffection, oil price spikes, more imports to
the US, continuing trade conflicts involving
China and Asia-Pacific exporters, and a seis-
mic shift as the rise of Islam, with or without
terrorism works through to the point where
the post-1979 Iranian regime smashes the
Cold War mould of East-West co-operation on
nuclear proliferation. Then we would know
what a lethal cocktail of geopolitical and eco-
nomic change would taste like.19

The seriousness of the scenario sketched here
would justify a highly active risk-manage-
ment response, defining mental and policy
readiness on the one hand, and preparing
organisational, human, communications
resources on the other. MU
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For Tony Aperia, Peggy Bronn and Majken
Schultz,1 reputation building is most successful
when it starts from within a company and
repeatedly fulfils the expectations of (external)
stakeholders. According to Charles Fombrun
and Cees van Riel,2 Ian Fillis,3 and Grahame
Dowling,4 reputation is a perceptual and intan-
gible asset that exists in the minds of stake-
holders both inside and outside the organisa-
tion. Moreover, it is influenced by the interac-
tion between different stakeholders5 – most vis-
ibly in the relationship between employees and
customers.6 Consequently, many organisations
are increasingly aware of the need to under-
stand and manage the impact of internal
behaviour on external stakeholder perceptions.

Many organisations also want to live up to the
values and identity that they communicate to
the outside world, and ensure that behaviour is
aligned and integrated with their overall strate-
gy. How, then, can organisations begin to assess
the relationship between internal and external
stakeholders in reputation management and
understand the need for behavioural and
strategic alignment vis-à-vis stakeholders? This
article will seek to answer such questions by
reviewing the definitions of identity, image and
reputation in academic literature – including
early marketing and organisational behaviour
studies – before explaining the rise of corporate
brand management and the logic of organisa-
tional alignment. It will critically examine the
application of different reputation measure-
ment models and examine the relationship
between internal and external stakeholders. 

Corporate identity, image and reputation

Stuart Albert and David Whetten7 give a classic
definition of organisational identity as that

which is ‘central, distinctive and enduring.’
Some (such as John Balmer) say that identity is
an organisation’s ‘innate character’, and ‘a
description of ‘what the organization is’ that
affects everything the organisation says, does
and produces.’8 Clearly then, identity has as
much to do with behaviour as appearance and
can be interpreted as ‘the ways in which an
organisation reveals its philosophy and strategy
through communication, behaviour and sym-
bolism.’9 Discussion continues on the defini-
tion, but it is clear that corporate identity is
about the internal culture, values and behav-
iour of an organisation that help to differenti-
ate it from competitors. 

Most definitions of image focus on ‘the feelings
and beliefs about the company that exist in the
minds of its audiences.’10 That compares, of
course, with the beliefs of internal stakeholders
such as management and employees. Image
can also be interpreted as ‘what comes to mind
when one hears the name or sees the logo.’11

One common distinction now is that corporate
identity is what a firm is,12 while image is what
a firm is perceived to be.13 Clearly, further
research is necessary to more completely under-
stand all facets of the image construct. There is,
though, general agreement that it represents
the sum of a ‘person’s beliefs, ideas, feelings
and impressions’ about an organisation. These
result in ‘the set of meanings’ through which
people know, remember and relate to an organ-
isation.14

According to Fillis,15 the interpretation of
organisational behaviour over time results in a
reputation. Reputation is, therefore, an evalua-
tive concept based on past performance. It has
been described, for example, as a ‘subjective,
collective assessment of an organisation’s trust-
worthiness and reliability.’16 Dowling17 defines

Reputation is
an evaluative

concept based
on past

performance

Aligning internal and 
external stakeholders 

Reputational risk is a hot topic and is on the agenda of many boards, but
what are the key issues associated with ensuring that it is appropriately
managed? Here Nuno da Camara, research fellow at The John Madejski
Centre for Reputation, Henley Management College, assesses the importance
of corporate brand management and the issues central to aligning reputation
management amongst internal and external stakeholders. 
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reputation as ‘a multi-dimensional structure
comprised of corporate image and identity’
within the context of ‘the perceived industry
image and stakeholder values, driven mainly
by the behaviour (strategy, business process,
culture, controls, employees, and governance)
of the organisation, its value proposition to
customers and its integrity.’ Reputation there-
fore reflects an organisation’s internal and
external behaviour and its relationships with
all stakeholder groups over time.

Marketing and organisational approaches

Reputation also draws from other academic
disciplines such as marketing and organisa-
tional culture and behaviour. These have, for
example, concentrated on the relationship
between internal factors – like corporate iden-
tity – and external factors like image, as
organisations have increasingly struggled to
maximise their visibility in highly competi-
tive markets. 

The link between internal identity and exter-
nal image has attracted significant attention.
Most research, for example, has focused on
the relationship between employees and cus-
tomers – a key interface between an organisa-
tion and external stakeholders.18,19 Clearly, in
service-led environments in particular, cus-
tomers are strongly influenced by employee
behaviour and their perceptions of the organ-
isation. Staff, then, can act as brand builders
for the organisations, linking the internal cul-
ture with brand identity. Organisations can
manage their brand by narrowing the gap
between brand identity and brand reputa-
tion.20 The assumptions, values, attitudes and
beliefs of employees are thus seen to affect
consumers in their purchase decisions and
relationship with the organisation. Indeed,
many studies in the marketing literature have
even linked positive employee behaviour
with higher customer satisfaction levels and
improved organisational performance. 

Marketing and organisational scholars agree on
the interrelationship between internal under-
standings and external perceptions, yet have
only recently started to explore how identity
influences image and reputation. As Mary Jo
Hatch and Majken Schultz note, there is lim-
ited understanding within marketing of how
internal organisational factors affect external
image.21 Instead, the emphasis has been on
external images constructed by, for example,
customers and suppliers. Conversely, the
organisational studies literature concentrates

almost solely on the internal factors con-
tributing towards the formation of a corporate
identity.

The rise of corporate brand management
and alignment strategy

The development of powerful corporate
brands, like Virgin which offers a range of prod-
ucts from air travel to CDs in an innovative and
consumer-friendly style, has changed the way
many consumers perceive and relate to organi-
sations over the last 20 years. Some well-known
fast-moving consumer goods companies like
Procter & Gamble still operate a stable of indi-
vidual product brands and do not directly pro-
ject a corporate brand or identity to stakehold-
ers. Yet, increasingly, organisations use their
identity and corporate brand to differentiate
themselves in highly competitive markets. 

While product brands may appeal to separate
groups of stakeholders, any corporate brand
needs to appeal, at an emotional level, to both
internal and external stakeholders.22 Recent
work in corporate communication suggests
that internal and external perspectives on rep-
utation are highly interdependent, and that
gaps between the two are potential causes of
crises.23 The response of Hatch and Schultz (op
cit) is to argue for the alignment of three essen-
tial strategic elements for the corporate brand:
vision, culture and image. A management
team’s overall vision should, they say, be sup-
ported by the culture amongst employees, and
be reflected in the external image of the organ-
isation. 

There are clear advantages in adopting a corpo-
rate brand, rather than operating a subset of
individual product brands. These include struc-
tural efficiency, cost-saving and the fact that a
certain level of trust and commitment can be
communicated through various products to
diverse audiences. Yet, corporate branding does
carry a risk of damage through disassociated
actions and misaligned behaviour towards dif-
ferent stakeholder groups. Hatch and Schultz
(op cit) identify the case of British Airways’
attempt to market itself as a global airline. The
company undertook this mainly by redesign-
ing airplane tailfins to reflect artwork from
around the world. Yet the staid cabin crew uni-
forms and silver tea service remained
unchanged, continuing to give passengers the
impression of a very British company. A gap
thus emerged between the image and culture of
the company. Unsurprisingly, the branding
experiment failed. 

Organisations
can manage
their brand by
narrowing the
gap between
brand identity
and brand
reputation
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Others, though, have been more successful.
Amid falling sales in the mid-1990s, Lego, for
example, transformed itself through a new
vision of creativity and learning, expressed in
the slogan ‘just imagine…’ This involved exten-
sive work with internal and external stakehold-
ers to align the new vision with the corporate
culture and image.24 Clearly, the successful
development of integrated corporate brands
requires a concerted effort to understand the
perceptions and experiences of stakeholders
inside and outside an organisation.25

The idea of alignment is evident in the corpo-
rate identity literature too, most of which has a
strong practitioner slant.26 Wally Olins,27 for
example, concludes that successful organisa-
tions align the different ways in which their
corporate identity is presented to their audi-
ences – namely their products and services, the
environments in which they make or sell prod-
ucts, the ways they communicate, and their
internal and external behaviour – in order to
provide consistent corporate images. 

As reflected in the marketing and organisation-
al literature, this process of alignment occurs
especially in service industries where the junior
staff have most contact with external stake-
holders and there is a requirement for employ-
ees to ‘buy in’ to the desired corporate identi-
ty.28 Employees, therefore, have the vital role of
communicating the corporate identity through
their behaviour.29

The measurement of reputation

With the rise of corporate brand management
– and the success of other developments such
as crisis management programs in the 1990s30 –
reputation has become a key framework for
corporate strategy and the measurement of
stakeholder perceptions in the 21st century.

The role of intangible assets like reputation has
attracted great interest amongst strategy schol-
ars as interest in the firm-based factors that
contribute to superior financial performance
has grown.31 According to a resource-based per-
spective, firms with a good corporate reputa-
tion – and one that is difficult to emulate –
have a competitive advantage over peers and
may also expect to achieve sustained superior
financial performance.32 Reputation as an acad-
emic discipline is also founded in a stakehold-
er-based theory of management and seeks to
measure and understand the experience and
behaviour of internal and external stakeholders
in the organisational context.

There are various types of measurement in the
reputation literature, with the two most popu-
lar being the social expectations and corporate
personality approaches. We will examine these
in terms of their ability to examine the interac-
tion of internal and external factors in organi-
sational reputation and the need for strategy
and behavioural alignment.

The first approach, in fact, concentrates on the
different social expectations that people have
regarding companies. It includes a generally
observable split between economic perfor-
mance and social conduct factors. Fombrun’s
well-known ‘reputation quotient’ (RQ) – which
surveys members of the general public – is a
good example of this approach.33 Another
would be Fortune magazine’s annual survey of
corporate reputation amongst CEOs and
investors. The RQ is made up of six dimensions,
namely financial performance, products and
services, vision and leadership, social responsi-
bility, workplace environment and emotional
appeal, thus typically conceptualising reputa-
tion as a sociological as well as an economic
phenomenon. 

It is unclear what comprises the non-economic
portion of reputation but Fombrun suggests
that cultural aspects, ie values such as credibili-
ty, reliability, trustworthiness and responsibility
are central to the perceptual representation of
an organisation. A company’s reputation, he
adds, “sits on the bedrock of its identity – the
core values that shape its communications, its
culture, and its decisions.” Reputation is, there-
fore, built upon and determined by the internal
environment of an organisation, and not just
economic product-related concerns. 

In an analysis of the RQ in three Scandinavian
countries, Aperia, Bronn and Schultz (op cit)
lend further credence to this view. Emotional
appeal was the most important dimension for
respondents’ images of a firm and, while prod-
ucts and services was the most important driver
of this dimension, workplace environment and
corporate social responsibility (CSR) were also
seen as central. Furthermore, the general public
considered treatment of employees to be the
most important activity of CSR. The most sig-
nificant communication dimension was sincer-
ity. In other words, organisations must ‘walk
the talk’ and keep their promises to stakehold-
ers.34 This measurement approach indicates
that internal culture, values, and behaviour are
extremely important in the development of
external perceptions about an organisation,
although it does not attempt to measure this
link directly.



The second approach to measuring reputation
focuses on the different personality ‘traits’ that
people attribute to companies. In fact, this per-
sonification approach makes good sense of the
complex individual associations around brand
and image. It is, though, less evaluative in
nature than the social expectations approach
and is also more likely to be influenced by per-
sonal identification with an organisation. The
‘corporate personality scale’ developed by
Davies et al is the best example of this
approach.35 It stems from Jennifer Aaker’s work
on brand personality and rates organisations
on 48 traits that factor into seven higher-order
dimensions of agreeableness, enterprise, com-
petence, chic, machismo, informality, and
ruthlessness. 

This method is useful for identifying gaps in
internal and external perceptions of an organi-
sation. For example, Gary Davies and Rosa
Chun (op cit) used the corporate personality
scale to examine the differences between inter-
nal employee perceptions (ie identity) and
external customer perceptions (ie image) of the
corporate brand of two UK-based department
stores. In store 1, which had benefited from a
substantial investment in store redesign, the
image was found to be superior to the identity.
In store 2, staff morale was higher and identity
was superior to image but not markedly so. In
the case of the former, it seems, staff training
had been neglected during the store redesign,
and low staff morale was beginning to affect
customers. The authors concluded that if gaps
do exist then it is preferable to have a situation
where identity exceeds image, rather than the
other way round. Whilst the identification of
gaps in internal and external perception is a
useful starting point for organisations, the sig-
nificance of each factor in the Corporate
Personality Scale – and its effect on overall rep-
utation – is difficult to determine. 

Davies et al (op cit) addressed this in a later
study by linking ratings to measures of cus-
tomer and employee satisfaction. They found
that the dimensions of agreeableness, enter-
prise, competence, and chic, in that order, cor-
related most strongly with satisfaction.
Ruthlessness was highly correlated with satis-
faction levels in a negative way; machismo and
informality seemed less important to overall
stakeholder perceptions. Further refinement
and development of the links to customer sat-
isfaction are likely to shed light on the co-vari-
ance of corporate personality dimensions in
stakeholder perceptions but still fall short of
identifying the link between internal and exter-
nal stakeholders in reputation.

Organisations, then, can make good use of cur-
rent methods of identifying gaps in internal
and external perceptions. How, though, is cor-
porate identity transmitted from internal to
external stakeholders who, in turn, construct
images of an organisation and make these into
a reputation, as described by TC Melewar and
Elizabeth Jenkins?36 More work is needed on
the impact of internal factors on external per-
ceptions in a relationship context. Naturally,
external perceptions also feed back into the
organisation and impact on internal factors. It
may, though, be most useful in the first
instance to approach the research from an
internal to external direction (see table above).

The MacMillan SPIRIT model37 is currently the
only Reputation model that examines the
causes and consequences of reputation, and
could be used as a framework for analysing the
effect of internal organisational factors on
reputation and the impact on future intended
behaviour. The model is based on the well-
known Fishbein and Ajzen causal framework of
how ‘antecedent’ experiences and observations
result in beliefs and attitudes, which in turn
lead to ‘consequent’ intentions and
behaviour.38 Thus, the causes of reputation are
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The MacMillan SPIRIT model conceptualisation of 
the causes and consequences of reputation

Internal
organisational
factors

Causes
(experiences,
observations)

Material benefits

Non-material
benefits

Service benefits

Coercive bower

Termination costs

Shared values

Equity of exchange

Communication

Keeping
commitments

Reputation

Corporate
reputation 
(beliefs, attitudes)

Trust

Emotional
commitment

Level of positive
and negative
emotions

Resulting 
stakeholder 
behaviour 

Consequences 
(future intended
behaviour)

Advocacy

Cooperation

Extension

Retention

Subversion

Adapted from MacMillan, Money, Downing and Hillenbrand; 37 and Money
and Hillenbrand.38

How is
corporate
identity
transmitted
from internal
to external
stakeholders?
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conceptualised as stakeholder experiences and
observations. Reputation itself, though, is
understood as stakeholder beliefs, attitudes and
emotions, which is similar to the social
expectations approach described above. What,
then, are the consequences of reputation? They
are defined as the future intended behaviour of
stakeholders in terms of their relationship with
the organisation. Reputation, according to this
perspective, is not simply an end in itself but as
an evaluative judgement that impacts on future
stakeholder behaviour. 

In comparison with Fombrun’s RQ approach –
and also the corporate personality work by
Davies et al – the MacMillan SPIRIT model can
focus on one specific stakeholder group and
identify the factors that influence reputation
and how it impacts on behaviour. For example,
Keith MacMillan, Kevin Money, Steve Downing
and Carola Hillenbrand found that in their
study of a financial services company they
could account for over three quarters of the
overall variance of reputation (as expressed
through trust), which in turn was mainly influ-
enced by non-material benefits and shared val-
ues, with material benefits, communication
and coercive power also having an impact.39

This suggests that internal stakeholders have an
important influence on the levels of trust expe-
rienced by stakeholders; and, the real power of
the MacMillan SPIRIT model is its ability to
identify and quantify this relationship. 

Conclusions

Clearly, the inside of an organisation, namely
its culture, values and strategy, has a significant
impact on the perceptions of it held outside.
Reputation, therefore, is increasingly viewed as
a behavioural process, which must be built
from within and integrated across the organisa-
tion. Indeed, the rise of corporate brand man-
agement amidst the pressures of differentiation

in highly competitive markets has only made
this phenomenon more apparent. Moreover,
particularly in the service industry where cus-
tomers interact directly with employees, organ-
isations risk damaging their reputation if they
don’t act according to their rhetoric towards all
stakeholder groups. Increasingly, organisations
are called to account if they do not practice
what they preach, not only by customers, but
also by the media, the government and
investors.

To examine the development of reputation –
and the relationship between stakeholders
inside and outside the organisation – managers
can draw on several approaches. The reputa-
tion literature has contributed significantly to
the measurement of gaps in internal and exter-
nal perceptions of an organisation between dif-
ferent stakeholder groups, namely through the
social expectations and corporate personality
approaches. This, then, is an important first
step for organisations to identify the extent to
which reputation is internally and externally
aligned, and to help unearth strategically
important issues in organisational identity and
image. Organisations must, though, look
towards a cause-effect methodological
approach like the MacMillan SPIRIT model to
really understand how reputation is formed
amongst a specific stakeholder group. 

Indeed, the proposed extension of this model
would allow managers to answer crucial ques-
tions about how internal behaviour impacts on
reputation amongst different stakeholder
groups and, even more importantly, what effect
reputation has on future stakeholder behav-
iour. This type of analysis can inform compa-
nies’ reputation strategies going forward –
allowing organisations to decide how they wish
to try and form their reputation, what the ulti-
mate purpose of that reputation should be, and
how to align strategy and behaviour to fit those
goals. MU

Increasingly,
organisations
are called to

account if
they do not

practice what
they preach
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