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CHAPTER


Product Differentiation


7.1 Defining Product Differentiation
7.2 Identifying Bases of Product Differentiation
7.3 The Economic Value of Product Differentiation
7.4. Product Differentiation and Sustained Competitive Advantage
7.5 Organizing to Implement Product Differentiation
7.6 Implementing Product Differentiation and Cost Leadership Strategies
7.7 Summary


7.1 DEFINING PRODUCT DIFFERENTIATION


Product differentiation is a business strategy whereby firms attempt to gain a compet
itive advantage by increasing the willingness of customers to pay for the products or
services they sell. Attempts to increase this willingness to pay are often made by alter
ing the objective properties of those products or services. Rolex attempts to differenti
ate its watches from Timex watches by manufacturing Rolex watches with solid gold
cases. Mercedes attempts to differentiate its cars from Hyundai's cars through sophisti
cated engineering and high performance. McDonald's attempts to differentiate its fast
food from the fast food sold by locally owned, single-outlet fast-food stores by selling
the same food, at the same quality and prices, and in the same way at all of its thousands
of outlets.


Firms often alter the objective properties of their products or services to imple
ment a product differentiation strategy, but the existence of product differentiation, in
the end, is always a matter of customer perception. Products sold by two different firms
may be very similar, but if customers believe the first is more valuable than the second,
then the first product has a differentiation advantage.


For example, in the world of "craft" or "microbrewery" beers, image among con
sumers about where a beer is brewed may be very different than how a beer is actually
brewed. Boston Beer Company, for example, sells Samuel Adams beer. Customers can
tour the Boston Beer Company, where they will see a small row of fermenting tanks
and two 10-barrel kettles being tended by a brew master wearing rubber boots. How
ever, Samuel Adams Beer is not actually brewed in this small factory. Instead, it is
brewed—in 200-barrel steel tanks—in Cincinnati, Ohio, by the Hudepohl-Schoenling
Brewing Company, a contract brewing firm that also manufactures Hudy Bold beer
and Little Kings Cream Ale. Maui Beer Company's Aloha Lager brand is brewed in
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CHAPTER 7 Product Differentiation 201 •


Portland, Oregon, and Pete's Wicked Ale (a craft beer that claims it is brewed "one
batch at a time. Carefully.") is brewed in batches of 400 barrels each by Stroh Brewery
Company, makers of Old Milwaukee Beer. However, to the extent that consumers per
ceive there to be important differences between these "craft" beers and more tradi
tional brews—despite many of their common manufacturing methods—important
bases of product differentiation exist.' If products or services are perceived as being
different, then product differentiation exits.


Just as perceptions can create product differentiation between products that are
essentially identical, the lack of perceived differences between products with very dif
ferent characteristics can prevent product differentiation. For example, many poten
tial customers are likely to believe that Rolex watches (because they are so expensive)
use state-of-the-art timekeeping technology and that watches manufactured by Casio
(because they are less expensive) use less advanced technology. In fact, Rolex still uses
an old timekeeping technology (a self-winding mainspring), and Casio uses the most
sophisticated electronic timekeeping technology in the world (battery-driven quartz
crystals). However, because Casio is perceived to be less sophisticated than Rolex,
Casio's potential technology-based product differentiation advantage over Rolex
does not exist.


Sometimes, customer perceptions create bases of product differentiation that are
neither designed nor desired by firms. For example, in the 1970s,children throughout
the United States believed that Bubblicious (a brand of soft,easy-to-chew bubble gum)
was made out of spiders. Since the 1980.s, persistent rumors have suggested that Proctor &
Gamble (P&G) is linked to a satanic cult. At one time, P&G had a Web site dedicated
to disabusing this rumor (www.pg.com/rumor). In the 1990s,teenagers throughout the
United States believed that drinking Mountain Dew (a citric-flavored soft drink man
ufactured and distributed by PepsiCo) reduced the sperm count in males. Obviously,
customer perceptions that a firm's product is made out of spiders, that a firm is tied to
a satanic cult, or that a firm's product can adversely affect male sexuality are not valu
able bases of product differentiation (except for very small and unusual segments of
consumers). Each of these firms has had to engage in efforts to alter these consumer
perceptions.^


Product differentiation is always a matter of customer perceptions, but firms can
take a variety of actions to influence these perceptions.These actions can be thought of
as bases of product differentiation.


Bases of Product Differentiation


A wide variety of authors, drawing on both theory and empirical research, have
developed lists of ways firms can differentiate their products or services.^ Some of
these are listed in Table 7.1. Although the purpose of all these bases of product dif
ferentiation is to create the perception that a firm's products or services are unusu
ally valuable, different bases of product differentiation attempt to accomplish this
objective in different ways. For example, the first four bases of product differentia
tion listed in Table 7.1 attempt to create this perception by focusing directly on the
attributes of the products or services a firm sells. The second three attempt to create
this perception by developing a relationship between a firm and its customers. The
last five attempt to create this perception through linkages within and between
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202 PART II Business Strategies


TABLE 7.1 Ways That Firms Can Differentiate Their Products
To differentiate their products, firms can focus directly on the attributes
of its products or services, or
1. Product features


2. Product complexity
3. Timing of product introduction
4. Location


On relationships between itself and its customers, or
.S. Product customization


6. Consumer marketing
7. Product reputation


On linkages within or between firms
8. Linkages among functions within a firm
9. Linkages with other firms
10. Product mix


11. Distribution channels


12. .Service and support


Sources: Adapted from Porter. M. C. (1980). Competitive Strategy. New York:
Free Press; and Caves. R. E..and P.Willianison (I9S5)."What is product differ
entiation. rcaWy !" Joiinull of huiustriul l-.eonomics. .t4. pp. 11.>-1.^2.


firms. Of course, these bases of product differentiation are not mutually exclusive.
Indeed, firms often attempt to differentiate their products or services along multiple
dimensions simultaneously.


Focusing on the Attributes ofa Firm's Products or Services
Product Features. The most obvious way in which firms can try to differentiate
their products is by altering the features of the products they sell. One industry in
which firms are constantly modifying product features in an attempt to differentiate
their products is the automobile industry. Chrysler, for example, introduced the "cab
forward" design to try to give its cars a distinctive look, whereas Audi went with a
more radical flowing and curved design to differentiate its cars. For emergency situa
tions, General Motors introduced the On Star system which instantly connects driv
ers to GM operators 24 hours a day, whereas Mercedes-Benz continued to develop its
Crumple Zone system to ensure passenger safety in a crash. In body construction.
General Motors continues to develop its Uni-body construction system, in which dif
ferent parts of a car are welded to each other rather than built on a single frame,
whereas Jaguar introduced a 100 percent aluminum body to help differentiate its top-
of-the-linc model from other luxury cars. Mazda continues to tinker with the motor
and suspension of its sporty Miata, whereas Nissan introduced the 350Z—a continu
ation of the famous 240Z line—and Porsche changed from air-cooled to water-cooled
engines in its 911 series of sports cars. All these—and many more—changes in the
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CHAPTER 7 Product Differentiation 203 a


attributes of automobiles are examples of firms trying to differentiate their products
by altering product features.


Product Complexity. Product complexity can be thought of as a special case of alter
ing a product's features to create product differentiation. In a given industry, products
can vary significantly in their complexity.Tlie BIC "crystal pen," for example, has only
a handful of parts, whereas a Cross pen or a Mont Blanc pen has many more parts, lo
the extent that these differences in product complexity convince consumers that the
products of some firms are more valuable than the products of other firms, product
complexity can be a basis of product differentiation.


Timing of Product Introduction. Introducing a product at the right time can also
help create product differentiation. As suggested in Chapter 2, in some industry .set
tings (that is. in emerging industries), the critical issue is to be a first mover—to intro
duce a new product before all other firms. Being first in emerging industries can enable
a firm to set important technological standards, preempt strategically valuable assets,
and develop customer-switching costs. These first-mover advantages can create a per
ception among customers that the products or services of the first-moving firm are
somehow morevaluable than the products or services of other firms."*


First moving has been an important determinant of perceived differences in the
quality of education at universities in the United States and worldwide. In the United
States, the first few universities founded (for example. Harvard and Yale) are seen as
being more prestigious than more recently founded state schools. In the United Kingdom,
the oldest universities (including Oxford and Cambridge) are also widely perceived to
be superior to more recently founded universities. Regardless of whether the date of
founding of a university has an effect on the quality of education, if there is a perceived
link between founding dale and quality, founding date acts as a timing-based source of
product differentiation."*


Timing-based product differentiation, however, does not depend only on being a
first mover. Sometimes, a firm can be a later mover in an industry but introduce prod
ucts or services at just the right time and thereby gain a competitive advantage.This can
happen when the ultimate success of a product or service depends on the availability of
complementary products or technologies. For example, the domination of Microsoft's
MS-DOS operating system, and thus ultimately the domination of Windows, was possi
ble only because IBM introduced its version of the personal computer. Without the
IBM PC, it would have been difficult for any operating system—including MS-DOS—
to have such a large market presence.^*


Location. The physical location of a firm can also be a source of product differen
tiation.^ Consider, for example, Disney's operations in Orlando, Florida. Beginning
with The Magic Kingdom and Epcot Center, Disney built a world-class destination
resort in Orlando. Over the years. Disney has added numerous attractions to its core
entertainment activities, including MGM Studios, over 11,000 Disney-owned hotel
rooms, a $100 million sports center, an automobile racing track, an after-hours en
tertainment district, and most recently, a $1 billion theme park called "The Animal
Kingdom"—all in and around Orlando. Now, families travel to Orlando from around
the world, knowing that in a single location they can enjoy a full range of Disney
adventures.*^


This document is authorized for use by Depeng Mo, from 1/3/2017 to 4/30/2017, in the course:
STRT 4501: Strategy in Action - Lamin (Spring 2017), Northeastern University.
Any unauthorized use or reproduction of this document is strictly prohibited*.








• 204 PART II Business Strategies


Focusing on the Relationship Between a Firm and Its Customers
Product Customization. Products can also be differentiated by the extent to which
they are customized for particular customer applications. Product customization is an
important basis for product differentiation in a wide variety of industries, from enter
prise software to bicycles.


Enterprise Software, is software that is designed to support all of a firm's critical busi
ness functions, including human resources, payroll, customer service, sales, quality con
trol. and so forth. Major competitors in this industry include PeopleSofl and Oracle.
However, although these firms sell basic software packages, most firms find it necessary
to customize these basic packages to meet their specific business needs. The ability to
build complex software packages that can also be customized to meet the specific
needs of a particular customer is an important basis of product differentiation in this
marketplace.


In the bicycle industry, consumers can spend as little as $50 on a bicycle, and as
much as—well, almost as much as they want on a bicycle, easily in excess of $10,000.
High-end bicycles use, of course, the very best components—such as brakes and gears.
But what really distinguishes these bicycles is their customized fit. Firms that sell these
customized bicycles build a strong and lightweight frame that is custom-fit to you and
to your individual riding style. Much of the competition in this high end of the industry
focuses on different ways of customizing this fit and different space-age materials that
can be used to build the frames. Once a serious rider becomes accustomed to a partic
ular customization approach, it is very difficult for that rider to switch to suppliers that
might have an alternative approach to customization.


Consumer Marketing. Differential emphasis on consumer marketing has been a ba
sis for product differentiation in a wide variety of industries. Through advertising and
other consumer marketing efforts, firms attempt to alter the perceptions of current and
potential customers, whether or not specific attributes of a firm's products or services
are altered.


For example, in the soft drink industry. Mountain Dew—a product of PepsiCo—
was originally marketed as a fruity, lightly carbonated drink, that tasted "as light as
a morning dew in the mountains." However, beginning in the late 199()s, Mountain
Dew's marketing efforts changed dramatically. "As light as a morning dew in the
mountains" became "Do the Dew," and Mountain Dew focused its marketing efforts
on young, mostly male, extreme-sports-oriented consumers. Young men riding
snowboards, roller blades, mountain bikes, and skateboards—mostly upside down—
became central to most Mountain Dew commercials. Mountain Dew became a spon
sor of a wide variety of extreme sports contests and an important sponsor of the
X-games on ESPN. And will we ever forget the confrontation between the young
Dew enthusiast and a mountain ram over a can of Mountain Dew in a meadow?
Note that this radical repositioning of Mountain Dew depended entirely on changes
in consumer marketing. The features of the underlying product were not changed
at all.


Reputation. Perhaps the most important relationship between a firm and its cus
tomers depends on a firm's reputation in its marketplace. Indeed, a firm's reputation is
really no more than a socially complex relationship between a firm and its customers.
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Once developed, a firm's reputation can last a long time, even if the basis for that rep
utation no longer exists/^


A firm that has tried to exploit its reputation for cutting-edge entertainment is
MTV, a division of Viacom, Inc. While several well-known video artists—including
Madonna—have had their videos banned from MTV, it has still been able to develop a
reputation for risk-taking on television. MTV believes that its viewers have come to ex
pect the unexpected in MTV programming. One of the first efforts to exploit, and rein
force, this reputation for risk taking was Bevis and Biitthead, an animated series on
MTV starring two teenage boys with serious social and emotional development prob
lems. More recently, MTV exploited its reputation by inventing an entirely new genre
of television—reality TV—through its Real World and House Rules programs. Not only
are these shows cheap to produce, they build on the reputation that MTV has for pro
viding entertainment that is a little risky, a little sexy, and a little controversial. Indeed,
MTV has been so successful in providing this kind of entertainment that it had to form
an entirely new cable station—MTV 2—to actually show music videos.'"


Focusing on Links Within and Between Firms
Linkages Between Functions. A less obvious but still important way in which a firm
can attempt to differentiate its products is by linking different functions within the
firm. For example, research in the pharmaceutical industry suggests that firms vary in
the extent to which they are able to integrate different scientific specialties—such as
genetics, biology, chemistry, and pharmacology—to develop new drugs. Firms that are
able to form effective multidisciplinary teams to explore new drug categories have
what some have called an architectural competence, that is, the ability to use organiza
tional structure to facilitate coordination among scientific disciplines to conduct re
search. Firms that have this competence are able to pursue product differentiation
strategies more effectively—by introducing new and powerful drugs—compared to
firms that do not have this competence. And in the pharmaceutical industry, in which
firms that introduce such drugs can experience very large positive returns, the ability to
coordinate across functions isan important source of competitive advantage."


Linkages with Other Firms. Another basis of product differentiation is linkages with
other firms. Here, instead of differentiating products or services on the basis of linkages
between functions within a single firm or linkages between different products, differ
entiation is based on explicit linkages between one firm's products and the products or
services of other firms.


This form of product differentiation has increased in popularity over the last sev
eral years. For example, with the growth in popularity of stock car racing in the United
States, more and more corporations are looking to link their products or services with fa
mous names and cars in NASCAR. Firms such as Kodak, Circuit City, Gatorade, Mc
Donald's, Home Depot, The Cartoon Network, True Value, and Pfizer (manufacturer of
Viagra) have all been major sponsors of NASCAR teams. In one year, the Coca-Cola
Corporation filled orders for over 200,000 NASCAR-themed vending machines. VISA
struggled to keep up with demand for its NASCAR affinity cards, and over 1 million
NASCAR Barbie dolls were once sold by Mattel—generating revenues of about $50mil
lion. Notice that none of these firms sells products for automobiles. Rather, these firms


I


seek to associate themselves with NASCAR because of the popularity of this sport.
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Another product with which firms often seek to link their own products and ser
vices is movies, especially summer "blockbuster" movies. This can be done in at least two
ways. First, firms may co-brand their product with a movie.That is, they may tie the
brand of their product to the brand of another firm's product. For example, McDon
ald's often uses characters from movies as toys in their Happy Meals.Tliis first occurred
in 1979, when a McDonald's Happy Meal featured action figures from Star Trek: The
Motion Picture. Second, firms can attempt to place their products in a movie. Such
product placements can be as simple as having an actor drink from a can of Coca-Cola
after defeating the bad guys, or as complicated as introducing a new product to the mar
ket by having an actor use this product in a movie. Both BMW and Aston-Martin used
this kind of product placement in James Bond movies to introduce new cars to the au
tomobile market—although the cars that were actually sold did not include machine
guns and rockets.


In general, linkages between firms to differentiate their products are examples of
cooperative strategic alliance strategies. The conditions under which cooperative
strategic alliances create value and are sources of sustained competitive advantage are
discussed in detail in Chapter 13.


Product Mix. One of the outcomes of linkages among functions within a firm and
linkages between firms can be changes in the mix of products a firm brings to the mar
ket. This mix of products or services can be a source of product differentiation, espe
cially when (1) those products or services are technologically linked or (2) when a
single set of customers purchase several of a firm's products or services.


For example, technological interconnectivity is an extremely important selling
point in the information technology business and thus an important basis of potential
product differentiation. However, seamless interconnectivity—in which Company As
computers talk to Company B's computers across Company C's data line, merging a
database created by Company D's software with a database created by Company E's
software, to be used in a calling center that operates with Company F's technology—
has been extremely difficult to realize. For this reason, some information technology
firms try to realize the goal of interconnectivity by adjusting their product mix, that is,
by selling a bundle of products whose interconnectivity they can control and thus
whose interconnectivity they can guarantee to customers. This goal of selling a bundle
of interconnected technologies can influence a firm's research and development,
strategic alliance, and merger and acquisition strategies, because all these activities can
influence the set of products a firm brings to market.


Shopping malls are an example of the second kind of linkage among a mix of
products—a linkage in which products have a common set of customers. Many customers
prefer to go to one location to shop at several stores at once, rather than traveling to a
series of separate locations to shop. This one-stop shopping reduces travel time and
helps turn shopping into a social experience. Mall development companies have recog
nized that the value of several stores brought together in a particular location is greater
than the value of those stores if they were isolated, and they have invested to help cre
ate this mix of retail shopping opportunities.'*^
Distribution Channels. Linkages within and between firms can also have an effect
on how a firm chooses to distribute its products. And distribution channels can be a
basis of product differentiation. For example, in the soft drink industry, Coca-Cola,
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PepsiCo, and Seven-Up all distribute their drinks through a network of independent
and company-owned bottlers. Tliese firms manufacture key ingredients for their soft
drinks and ship these ingredients to local bottlers, who add carbonated water, package
the drinks in bottles or cans, and distribute the final product to soft drink outlets in a
given geographic area. Each local bottler has exclusive rights to distribute a particular
brand in a geographic location.


Canada Dry has adopted a completely different distribution network. Instead of
relying on local bottlers. Canada Dry packages its final product in several locations and
then ships its soft drinks directly to wholesale grocers, who distribute them to local gro
cery stores, convenience stores, and other retail outlets.


One of the consequences of these alternative distribution strategies is that Canada
Dry has a relatively strong presence in grocery stores but a relatively small presence in
soft drink vending machines. The vending machine market is dominated by Coca-Cola
and PepsiCo. These two firms have local distributors that maintain and stock vending
machines. Canada Dry has no local distributors and is able to get its products into vend
ing machines only when they are purchased by local Coca-Cola or Pepsi distributors.
These local distributors are likely to purchase and stock Canada Dry products such as
Canada Dry ginger ale, but they are contractually forbidden from purchasing Canada
Dry's various cola products.''̂


Service and Support Finally, products have been differentiated by the level of serv
ice and support associated with them. Some firms in the home appliance market, in
cluding General Electric, have not developed their own service and support network
and instead rely on a network of independent service and support operations through
out the United States. Other firms in the same industry, ineluding Sears, have devel
oped their own service and support network."'


Differences in service and support have recently become a major point of differ
entiation in the automobile industry. Firms such as Lexus (a division of Toyota) and
Saturn (a division of General Motors) compete not only on the basis of product qual
ity but also on the basis of the level of service and support they provide. To emphasize
Saturn's willingness to provide service and support. Saturn once advertised a need that
one of its customers had to replace a defective seat in a Saturn car. The customer lived
in the Alaska wilderness, and Saturn sent a customer service representative there for
just a single day to replace the defective seat.


Product Differentiation and Creativity
The bases of product differentiation listed in Table 7.1 indicate a broad range of ways
in which firms can differentiate their products and services. In the end. however, any
effort to list all possible ways to differentiate products and services is doomed to fail
ure. Product differentiation is ultimately an expression of the creativity of individuals
and groups within firms and is limited only by the opportunities that exist, or that can
be created, in a particular industry and by the willingness and ability of firms to explore
creatively various ways to take advantage of those opportunities. It is not unreasonable
to expect that the day some academic researcher claims to have developed the definitive
list of bases of product differentiation, some creative engineer, marketing specialist, or
manager will think of yet another way to differentiate his or her product.
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7.2 IDENTIFYING BASES OF PRODUCT DIFFERENTIATION


Because bases of product differentiation are limited only by the creativity of managers,
an important management skill is to learn how to describe the ways that products in a
market have already been differentiated in order to find market segments in which un
fulfilled demand might still exist.


Two statistical techniques can be used to accomplish these tasks: multidimen
sional scaling and regression analysis of determinants of a product's price.


Multidimensional Scaling
Multidimensional scaling is a mathematical technique for analyzing the perceived sim
ilarity of a set of products or services, lliis approach begins by asking a sample of cus
tomers to describe how similar several products sold in a single product market are to
each other. For example, for the automobiles listed in Figure 7.1, customers could be
asked how similar a Ford Taurus is overall to a Chevrolet Lumina, a Honda Accord to
a Mercedes 30()E, and so forth. After numerous customers have been asked to charac
terize the similarity among these cars, an estimate of the perceived similarity of these
cars, taken two at a time, can be developed. ITese measures of product similarity can be
arranged in matrix form, as is done in Figure 7.1.


Tliis similarity matrix is used as input into a multidimensional scaling computer
program. The object of the program is to discover a relatively small number (usually
two or three) of underlying product dimensions that can be used to mathematically re
create the entire similarity matrix. If two or three underlying product dimensions allow
the (reasonably) accurate re-creation of the entire similarity matrix, then those dimen
sions usually reflect the key bases of product differentiation used in a market. In Figure 7.1,
the hypothetical analysis of the automobile similarity matrix yields two interpretable
dimensions: perceived performance and perceived reliability.


ITiese dimensions can be used to analyze which products in a market compete di
rectly against each other, which products are differentiated, and which segments of the
market are not being exploited by currently available products. In Figure 7.1, each of
the automobiles is plotted on a two-dimensional surface in which the .v-axis represents
a product's dimension score on the perceived performance dimension and the y-axis
represents a product's dimension score on the perceived reliability dimension. As can
be seen in this hypothetical analysis, the Ford Taurus and Honda Accord compete
against each other in the medium-performance/high-reliability segment of the market,
the Chevrolet Lumina and Chrysler LeBaron compete in the medium-performance/
medium-reliability segment, and Mercedes 300E is relatively isolated in the high-
performance/medium-reliability segment.


Beyond revealing the bases of product differentiation that have been used in
an industry, this type of analysis can also suggest new product differentiation oppor
tunities. For example, an actual multidimensional scaling study of competing pain
relievers revealed the pattern presented in Figure 7.2. Notice that in this market,
there seems to be room for products that are perceived to be very gentle and very
effective (the upper-right quadrant of Figure 7.2). Over the years, several firms have
moved to fill this void with the development of extra-strength non-aspirin pain
relievers.'^
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FIGURE 7.1 Hypothetical Multidimensional Scaling Analysis of 10 Midsize
Automobiles: Measures of Perceived Similarity (1.0 = cars are the
same; 0.0 = cars not similar at all)


Taurus Lumina Accord LeBaron Mercedes


Taurus 1.0 .65 .76 .42 .54


Lumina .65 1.0 .53 .47 .23


Accord .76 .53 1.0 .65 .78


LeBaron .42 .47 .65 1.0 .81
• • • •


Mercedes


Perceived
performance


Two-dtmensional analysis of this similarity matrix


High


Accord


• LeBaron


Lumlna
Mercedes 300E


Perceived
reliability


Source: A. J. Rowe. R. O. Meison.and K. E. Dickcl (19X2).Siruieiiic MdiuifU'ineiicA Meilunlolo^iciit Approach.
Reading. MA: Addison-Wesley.


Regression Analysis
Multidimensional scaling is a purely inductive method for describing the bases of product
differentiation in an industry. Analysts are not ret|uired to hypothesize which particular
product attributes might be used as the basis of product differentiation, but rather
allow dimensions to emerge inductively from an analysis of perceived product similarities.
Regression analysis of the determinants of product price is a more deductive approach
to the empirical analysis of bases of product differentiation.
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FIGURE 7.2 Multidimensional Scaling of Perceived Differences Among
Pain Relievers


Effectiveness Low


Private-label
Aspirin


• Tylenol


Excedrin


Gentleness


Source: Rowc. A. J.. R. O. Mason, and K. E. Dickcl (1982). Siraicgic M(iiuif(citient:A Melhod-
ologicalApproiich, Reading. MA: Adclison-Wesley.


Consider the simple example presented in Table 7.2. Here, once again, the indus
try under consideration is automobiles. In this approach, however, the analyst proposes
a wide range of characteristics that may have an effect on a car's price. In automobiles,
product attributes such as engine displacement, passenger room, trunk size, perceived
quality, acceleration, and braking capabilities may all have an effect on the price of a
car. Each car being studied is measured relative to these possible bases of product dif
ferentiation. The product's price (in this case, the wholesale price of each automobile)
is then taken as a dependent variable in a multiple regression analysis.Tlie form of the
equation is


Price, = />,) + /?, altribulei + bi attributCT + attribute-, + + hj attribute^ (7.1)


This document is authorized for use by Depeng Mo, from 1/3/2017 to 4/30/2017, in the course:
STRT 4501: Strategy in Action - Lamin (Spring 2017), Northeastern University.
Any unauthorized use or reproduction of this document is strictly prohibited*.








CHAPTER 7 Product Differentiation 211


Regression
Independent Variable Coefficient


Constant 1.78


Engine displacement .23
Passenger room 2.89
Trunk size 4.87


Perceived quality .21
Acceleration 21.34


Braking capabilities .256


* = Significant at the .05 level
** = Significant at the .01 level


Statistical
Significance


where


Price,- = the price of product /
Attribute^ = a measure of attribute j for product i


bj = the regression coefficient measuring the impact of attribute / on the
price of product /, controlling for other product attributes


This regression model estimates the effect of each product attribute on the price
of a product. A statistically significant regression coefficient in this equation suggests
that a particular product attribute has a significant effect on a product's price and, by
implication, can be thought of as a basis of product differentiation. In Table 12. it
turns out that acceleration, braking capabilities, and trunk size all have significant
effects on the price of cars and thus are likely to be bases of product differentiation in
this market.


7.3 THE ECONOMIC VALUE OF PRODUCT DIFFERENTIATION


To have the potential for generating competitive advantages, the bases of product dif
ferentiation on which a firm competes must be valuable. Economically valuable bases
of product differentiation can enable a firm to increase its revenues, neutralize threats,
and exploit opportunities.


Product Differentiation and Economic Performance


Given the wide variety of ways In which firms can differentiate their products and
services, it is not surprising that the effect of this particular strategy on firm perform
ance and industry structure has received a great deal of attention in the economic
literature.The two classic treatments of these relationships, developed independently
and published at approximately the same time, are by Edward Chamberlin and Joan
Robinson.
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Both Chamberlin and Robinson examine product differentiation and firm per
formance relative to perfect competition. As explained in Chapter 3, under perfect
competition, there are assumed to be numerous firms in an industry, each controlling a
small proportion of the market, and the products or services sold by these firms are as
sumed to be identical. Under these conditions, firms face a horizontal demand curve
(because they have no control over the price of the products they sell), and they maxi
mize their economic performance by producing and selling output such that marginal
revenue equals marginal costs.The maximum economic performance a firm in a per
fectly competitive market can obtain, assuming no cost differences across firms, is a
normal economic profit.


When firms sell differentiated products, they gain some ability to adjust their
prices. A firm can sell its output at very high prices and produce relatively smaller
amounts of output, or it can sell its output at very low prices and produce relatively
greater amounts of output. Tliese trade-offs between price and quantity produced sug
gest that firms selling differentiated products face a downward-sloping demand curve,
rather than the horizontal demand curve for firms in a perfectly competitive market.
Firms selling differentiated products and facing a downward-sloping demand curve are
in an industry structure described as monopolistic competition by Chamberlin. It is as
if, within the market niche defined by a firm's differentiated product, a firm possesses
a monopoly.


Monopolistically competitive firms still maximize their economic profit by produc
ing and selling a quantity of products such that marginal revenue equals marginal cost.
The price that firms can charge at this optimal point depends on the demand they face
for their differentiated product. If demand is large, then the price that can be charged
is higher; if demand is low, then the price that can be charged is lower. However, if a
firm's average total cost is below the price it can charge (that is, if average total cost is
less than the demand-determined price), then a firm selling a differentiated product
can earn an economic profit.


Consider the example presented in Figure 7.3. Several curves are relevant in this
figure.First, notice that the demand (D) facing a firm in this industry is downward-sloping.


FIGURE 7.3 Product
Differentiation and Firm
Performance: The Analysis
of Monopolistic Competition
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Tliis means that the industry is not perfectly competitive and that a firm has some
control over the prices it can charge for its products. Also, the marginal revenue curve
{MR) is downward-sloping and everywhere lower than the demand curve. Marginal
revenue is downward-sloping because in order to sell additional levels of output of a
single product, a firm must be willing to lower its price.Tlie marginal revenue curve is
lower than the demand curve because this lower price applies to all the products sold
by a firm, not just to any additional products the firm sells.The marginal cost curve
{MC) in Figure 7.3 is upward-sloping, indicating that in order to produce additional
outputs, a firm must accept additional costs.Tlie average total cost curve {ATC) can
have a variety of shapes, depending on the economies of scale, the cost of factors of pro
duction, and other cost phenomena described in Chapter 6.


These four curves (demand, marginal revenue, marginal cost, and average total
cost) can be used to determine the level of economic profit for a firm under monop
olistic competition. In order to maximize profit, the firm produces an amount (Q^,)
such that marginal costs equal marginal revenues. To determine the price of a firm's
output at this level of production, a vertical line is drawn from the point where mar
ginal costs equal marginal revenues. This line will intersect with the demand curve.
Where this vertical line intersects demand, a horizontal line is drawn to the vertical
(price) axis to determine the price a firm can charge. In Figure 7.3, this price is P^.
At the point Q^., average total cost is less than the price. The total revenue obtained
by the firm in this situation (price x quantity) is indicated by the shaded area in
Figure 7.3. The economic profit portion of this total revenue is indicated by the
darker-shaded section of the shaded portion of the figure. Because this darker-
shaded section is above average total costs in Figure 7.3, it represents superior eco
nomic profit. If this section were below average total costs, it would represent
below-average economic profits.


Chamberlin and Robinson also discuss the effect of entry into the market niche
defined by a firm's differentiated product. As discussed in Section 3.1, a basic as
sumption of structure-conduct-performance (S-C-P) models is the existence of su
perior profits motivating entry into an industry or into a market niche within an
industry. In monopolistically competitive industries, such entry means that the de
mand curve facing incumbent firms shifts downward and to the left. This implies that
an incumbent firm's customers will buy less of its output if it maintains its prices, or
(equivalently) that a firm will have to lower its prices to maintain its current volume
of sales. In the long run, entry into this market niche can lead to a situation in which
the price of goods or services sold when a firm produces output such that marginal
cost equals marginal revenue is exactly equal to that firm's average total cost. At this
point, a firm earns a normal economic return even if it still sells a differentiated
product.


Much of Chamberlin and Robinson's analysis of competition and performance
in monopolistically competitive industries has implications for a strategic analysis of
product differentiation. The ability of a firm to market a differentiated product, and
obtain superior economic profits, depends on that product either neutralizing threats
or exploiting opportunities. The ability of a firm to maintain its competitive advan
tage depends, in turn, on the rarity and imitability of its organizational strengths and
weaknesses.
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Product Differentiation and Environmental Threats
Successful product dilTerentiation helps a firm respond to each of the environmental
threats identified in the five forces framework. For example, product differentiation
helps reduce the threat of new entry by forcing potential entrants to an industry to ab
sorb not only the standard costs of beginning business but also the additional costs as
sociated with overcoming incumbent firms' product differentiation advantages. The
relationship between product differentiation and new entry has already been discussed
in Chapter 3.


Product differentiation reduces the threat of rivalry,because each firm in an indus
try attempts to carve out its own unique product niche. Rivalry is not reduced to zero,
for these products still compete with one another for a common set of customers, but it
is somewhat attenuated, because the customers each firm seeks are different. For ex
ample, both a Rolls Royce and a Hyundai satisfy the same basic consumer need—
transportation—but it is unlikely that potential customers of Rolls Royces will also be
interested in purchasing a Hyundai or vice versa.


Product differentiation also helps firms reduce the threat of substitutes by making
a firm's current products appear more attractive than substitute products. For example,
fresh food can be thought of as a substitute for frozen processed foods. In order to
make its frozen processed foods more attractive than fresh foods, products such as
Stouffer's and Swanson meals are marketed heavily through television advertisements,
newspaper ads. point-of-purchase displays, and coupons.


Product differentiation can also reduce the threat of suppliers. Powerful suppli
ers can raise the prices of the products or services they provide. Often, these in
creased supply costs must be passed on to a firm's customers in the form of higher
prices if a firm's profit margin is not to deteriorate. A firm without a highly differ
entiated product may find it difficult to pass its increased costs on to customers, be-
eause these customers will have numerous other ways to purchase similar products
or services from a firm's competitors. However, a firm with a highly differentiated
product may have loyal customers or customers who are unable to purchase similar
products or services from other firms. These types of customers are more likely to
accept increased prices due to a firm passing on increased costs caused by a power
ful supplier. Thus a powerful supplier may be able to raise its prices, but these in
creases often do not reduce the profitability of a firm selling a highly differentiated
product.


Of course, the ability of a firm that sells a highly differentiated product to be
somewhat immune from powerful suppliers may aetually encourage suppliers to exer
cise their power. Because firms can pass increased costs on to customers, suppliers may
decide to increase costs. At some point, even the most loyal customers of the most dif
ferentiated products or services may find a firm's prices too high.These price barriers
suggest a limit to a firm's ability to raise prices. Any increase in supply costs once these
barriers are reached results in reduced economic profits for a firm.


However, at these price and supply-cost levels, a firm may find it possible to
obtain substitute supplies, or other firms may have entered into the supply market.
The existence of substitute supplies or more suppliers both attenuates the power of
suppliers and enables a firm selling a differentiated product to maintain positive
economic profits.
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The relationship between sugar suppliers and soft drink manufacturers over the
last 30 years has had many of these characteristics. In the 1970s,sugar was a major in
gredient in soft drinks. However, in the early 1980s,sugar prices rose suddenly. At first,
soft drink companies were able to pass these increased costs on to customers in the form
of increased prices. Customer loyalty to soft drink brands, and dislike for soft drink
substitutes, kept customers purchasing soft drinks despite increased prices. However, as
sugar prices continued to rise, several alternatives to sugar were developed. First, ex
pensive sugar from sugar cane was supplemented by less expensive high-fructose corn
syrup. Second, aspartamc, a low-caloric sugar substitute (marketed under the brand
name NutraSweet) was developed. Thus, although soft drink firms could raise their
prices in response to increased sugar costs, ultimately these higher prices led to the de
velopment of sugar substitutes that reduced the power of sugar companies as suppliers
to the softdrink industry.''̂


Finally, product differentiation can reduce the threat of buyers. As both Chamberlin
and Robinson observed,when a firm sells a highly differentiated product, it enjoys a quasi-
monopoly in that segment of the market. Buyers interested in purchasing this particular
product must buy it from a particular firm. Any potential buyer power is reduced by the
ability of a firm to withhold highly valued products or services from a buyer.


Product Differentiation and Environmental Opportunities
Product differentiation can also help a firm take advantage of environmental opportu
nities. For example, in fragmented industries firms can use product differentiation
strategies to help consolidate a market. In the office paper industry, Xerox used its
brand name to become a leading seller of paper for office copy machines and printers.
Arguing that its paper was manufactured specially to avoid jamming in its own copy
machines, Xerox was able to brand what had been a commodity product and used this
advantage to partially consolidate this industry."''


The role of product differentiation in emerging industries has been discussed in
Chapter 4. By being a first mover in these industries, a firm can gain product differen
tiation advantages based on perceived technological leadership, preemption of strate
gically valuable assets, and buyer loyalty due to high switching costs.


In mature industries, product differentiation efforts often switch from attempts to
introduce radically new technologies to product refinement as a basis of product dif
ferentiation. For example, in the mature retail gasoline market, firms attempt to differ
entiate their products by selling slightly modified gasolines (cleaner-burning gasoline,
gasoline that cleans fuel injectors, and so forth) and by altering the product mix (link
ing gasoline sales with convenience stores).


Product differentiation can also be an important strategic option in a declining in
dustry. Product-differentiating firms may be able to become leaders in this kind of in
dustry (based on their reputation, on unique product attributes, or on some other
product differentiation basis). Alternatively, highly differentiated firms may be able to
discover a viable market niche that will enable them to survive despite the overall de
cline in the market.


Finally, the decision to implement a product differentiation strategy can have a
significant effect on how a firm acts in a global industry. This is discussed in more detail
in Chapter 15.
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7.4 PRODUCT DIFFERENTIATION AND SUSTAINED
COMPETITIVE ADVANTAGE


Product differentiation strategies add value by enabling firms to charge for their prod
ucts or services prices that are greater than a firm's average total cost. Firms that im
plement this strategy successfully can reduce a variety of environmental threats and
exploit a variety of environmental opportunities. However, as discussed in Chapter 5,
the ability of a strategy to add value to a firm must be linked with rare and costly-to-
imitate organizational strengths and weaknesses in order to generate a sustained com
petitive advantage. Each of the bases of product differentiation listed earlier in this
chapter varies with respect to how likely it is to be rare and how likely it is to be costly
to imitate.


Rare Bases for Product Differentiation


The concept of product differentiation generally assumes that the number of firms that
have been able to differentiate their products in a particular way is, at some point in
time, less than the number of firms needed to generate perfect competition dynamics.
When Chamberlin and Robinson suggest that highly differentiated firms can charge a
price for their product that is greater than average total cost, they are asserting that
these firms are implementing a rare competitive strategy.


Ultimately, the rarity of a product differentiation strategy depends on the ability
of individual firms to be creative. As suggested earlier, highly creative firms will be able
to discover or create new ways to differentiate their products or services. These kinds
of firms will always be one step ahead of the competition, for rival firms will often be
trying to imitate these firms' last product differentiation move while creative firms are
working on their next product differentiation move.


The Imitability of Product Differentiation
Valuable and rare bases of product differentiation must be costly to imitate if they are
to be sources of sustained competitive advantage. Both direct duplication and substitu
tion, as approaches to imitation, are important.


Direct Duplication ofProduct Differentiation
Once a firm has discovered a new way to differentiate its product, it usually is forced
to reveal that new source of product differentiation to its competitors when it begins
selling its new products or services. For example, when Chrysler Corporation began
selling its line of minivans—a new and creative way to differentiate Chrysler's
station wagons from other firms' station wagons—Chrysler revealed minivans as a
basis of product differentiation in this segment of the automobile market. When
Seven-Up revealed its effort to differentiate its soft drink product on the basis of its
lack of caffeine, Seven-Up revealed "caffeine-free" as a potential basis of product
differentiation in that market. Also, when Proctor & Gamble began selling concen
trated laundry detergent in smaller boxes, it revealed concentration and container
size as potential bases of product differentiation in the laundry detergent market.
Thus, although the rarity of product differentiation depends on the creativity of
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individual firms, the marketing of differentiated products or services often provides
a road map to other firms seeking to duplicate a successful firm's differentiation
efforts.


Bases ofProduct Differentiation That Are Easy to Duplicate, Selling a differentiated
product often reveals the basis of product differentiation, but such bases vary in the ex
tent to which they are easy to duplicate and thus are subject to imitation. As can be
seen in Table 7.3, easy-to-duplicate bases of product differentiation tend not to build on
historical, uncertain, or socially complex firm resources or capabilities.


For example, although many firms spend a great deal of time and energy trying to
differentiate their products on the basisof product features,product features by themselves
are usually relatively easy to duplicate. Rival firms can usually purchase the differentiated
product and take it apart to discover the features that act as a basis of differentiation. Such
reverse engineering has occurred for many products in numerous markets.


Reverse engineering can even be applied to products that cannot be purchased
and taken apart. For example, in the early I99()s. a new offensive football system, the
run-and-shoot offense, began to become popular in the National Football League.This
wide-open offensive system emphasizes quick play calling, multiple pass options, and a
limited running attack. It wasdiffused throughout muchof the league in at least twoways.


TABLE 7.3 Bases of Product Differentiation and the Cost of Duplication
Source of Costly Duplication


Basis ofProduct
Differentiation History Uncertainty


Social
Complexity


Low-cost duplication 1. Product features — _
possible


May be costly to duplicate 2. Product mix *
3. Linkages with other firms * *=:=
4. Product customization **


5. Product complexity —
6. Consumer marketing —


Usually costly to duplicate 7. Linkages among functions
within a firm


8. 1iming of product
introduction


9. Location ***


10. Product reputation
11. Distribution channels


12. .Service and support


— - not likely lo be a source of costly duplication
* = soniewhal likely to be a source of costly duplication
** = likely to be a source of costly duplication
*** = very likely lo be a source of costly duplication
Source: R. E. Caves and P.Williamson (I9.S.^). "What is product differentiation, really" Journal of hiustrial
Economies. ,>4. pp. 11.^-132.
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Coaches who had experience working with the run-and-shoot offense began working
for new teams, and teams that did not have an experienced run-and-shoot coach on
their staff spent hours watching videotape of run-and-shoot offenses to discover how
the system worked. Hus "reconstruction" can be thought of as an example of reverse
engineering Over time,as this newoffensivesystembecame widelyunderstood, its effec
tiveness waned. Currently, no NFL teams claim to be implementing the run-and-shoot
offense.-'


Bases of Product Differentiation That May Be Costly to Duplicate. Some bases
of product differentiation may be costly to duplicate, at least in some circumstances.
A firm's product mix can be easy to duplicate if numerous competing firms possess
the resources and capabilities that the firm uses to develop its product mix.The ability
to offer both personal computers and printers to customers is not unique to
Hewlett-Packard: IBM. Apple. Dell, and numerous other firms provide this similar
product mix.


Links with other firms may be easy to duplicate in some situations and costly to
duplicate in others. For example, the first car rental firm that established a linkage with
a credit card company, so that the credit card company would pay for a customer's ex
tra insurance, may have obtained a brief product differentiation-based competitive ad
vantage. However, as soon as the relationship was revealed (through advertising),
numerous other credit card and car rental firms rapidly duplicated these linkages. In
deed. currently every major credit card firm has this type of relationship with at least
one car rental firm. ITiis suggests that these particular interfirm relations were not a
source of sustained competitive advantage.


Some linkages between firms, however, can be very costly to imitate. This is es
pecially likely when specific kinds of linkages can exist between only a few firms (that
is, when only a few firms have the needed complementary resources and capabilities
to link together), and when these linkages themselves are based on socially complex
relationships. These kinds of cooperative interfirm relations are discussed in detail in
Chapter 13.


In the same way, product customization and product complexity are often easy-
to-duplicate bases of product differentiation. However, sometimes the ability of a firm
to customize its products for one of its customers depends on close relationships it has
developed with those customers. Product customization of this sort depends on the
willingness of a firm to share often-proprietary details about its operations, products,
research and development, or other characteristics with a supplying firm. Willingness to
share this kind of information, in turn, depends on the ability of each firm to trust and
rely on the other.The firm opening its operations to a supplier must trust that that sup
plier will not make this information broadly available to competing firms.The firm sup
plying the customized products must trust that its customer will not take unfair
advantage by requiring the development of a customized product that has no other po
tential customers and then insisting on a lower-than-agreed-to price, higher-than-
expected quality, and so forth. If two firms have developed these kinds of socially
complex relationships, and few other firms have, then these linkages with other firms
will be costly to duplicate and a .source of sustained competitive advantage.


Finally,consumer marketing, though a very common form of product differentia
tion. is often easy to duplicate. Many consumer marketing efforts seem to follow very
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tried-and-lrue paths, including advertising, point-of-purchase displays, and coupons.
Rarely are these efforts difficult to duplicate. For example, in advertising beer, attractive
bathing suit-clad men and women engaging in some sporting contest (baseball, basket
ball, volleyball) or having a party are very common. Rarely will these characteristics of
advertisements be difficult to duplicate, and thus rarely will they be a source of sus
tained competitive advantage.


Periodically, however, an advertising campaign or slogan, a point-of-purchase
display, or some other attribute of a consumer marketing campaign will unexpectedly
catch on and create greater-than-expected product awareness. In marketing beer,
campaigns such as "Tastes great, less filling," "Why ask why," the "Budweiser Frogs,"
and "What's Up?" have had these unusual effects. If a firm, in relation with its various
consumer marketing agencies, is systematically able to develop superior consumer
marketing campaigns, then this firm may be able to obtain a sustained competitive
advantage. However, if such campaigns are unpredictable and largely a matter of a
firm's good luck, they cannot be expected to be a source of sustained competitive
advantage.


Bases ofProduct Differentiation ThatAre Usually Costly to Duplicate. The remain
ing bases of product differentiation listed in Table 7.3 are usually costly to duplicate.
Firms that differentiate their products on these bases may be able to obtain sustained
competitive advantages.


Linkages across functions within a single firm are usually a costly-to-duplicate ba
sis of product differentiation. Whereas linkages with other firms can be either easy or
costly to duplicate, depending on the nature of the relationship that exists between
firms, linkages across functions within a single firm usually require socially complex,
trusting relations. As discussed in detail in Chapter 6, there are numerous built-in con
flicts between functions and divisions within a single firm. Organizations that have a
history and culture that support cooperative relations among conflicting divisions may
be able to set aside functional and divisional conflicts, to cooperate in delivering a dif
ferentiated product to the market. However, firms with a history of conflict across func
tional and divisional boundaries face a significant, and costly, challenge in altering
these socially complex, historical patterns.


One firm that has been attempting to eliminate conflicts across its functions is the
Division of Damler Chrysler. Since its founding, different functions involved in design,
engineering, and manufacturing at Chrysler have had adversarial relationships. Design
engineers would develop body styles that conflicted with the requirements of engineer
designers; engine designers would develop power plants that were very costly to build,
and so forth. The results of these adversarial relations were long delays in product de
velopment, product compromises, and lower quality. Recently, however, Chrysler has
attempted to set aside traditional conflicts in developing automobile platforms. Reports
suggest that this new cooperative approach has been successful, although it is still lim
ited to a small group of engineers working on specific projects. Whether Chrysler will
be able to develop these kinds of cooperative relations between other critical functions,
and the costs of these attempts, and how Chrysler's merger with Daimler-Benz will
affect these efforts, are still not known.""


Timing is also a difficult-to-duplicate basis of product differentiation. As suggested
in Chapter 5, it is difficult (if not impossible) to re-create a firm's unique historical position.
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Rivals of a firm with a timing-based product differentiation advantage may need to
seek alternative ways to differentiate their products.


Location is often a difficult-to-duplicate basis of product differentiation. This is
especially the case when a firm's location is unique. For example, research on the hotel
preferences of business travelers suggests that location is a major determinant of the
decision to stay in a hotel. Hotels that are convenient to both major transportation and
commercial centers in a city are preferred, other things being equal, to hotels in other
types of locations. Indeed, location has been shown to be a more important decision cri
terion for business travelers than price. If only a few hotels in a city have these prime
locations, and if no further hotel development is possible, then hotels with these loca
tions can gain sustained competitive advantages.


Of all the bases of product differentiation listed in this chapter, perhaps none is
more difficult to duplicate than a firm's reputation. A firm's reputation is actually a so
cially complex relationship between a firm and its customers, based on years of experi
ence, commitment, and trust. Reputations are not built quickly, nor can they be bought
and sold. Rather, they can only be developed over time by consistent investment in the
relationship between a firm and its customers. A firm with a positive reputation can en
joy a significant competitive advantage, whereas a firm with a negative reputation, or
no reputation, may have to invest significant amounts over long periods of time to
match the differentiated firm.


Distribution channels can also be a costly-to-duplicate basis of product differen
tiation. This can be the case for at least two reasons. First, relations between a firm and
its distribution channels are often socially complex and thus costly to duplicate. Second,
the supply of distribution channels may not be completely elastic. Firms that already
have access to the.se channels may be able to use them, but firms that do not have
such access may be forced to create their own or develop new channels. Creating new
channels, or developing entirely new means of distribution, can be difficult and costly
undertakings."'̂ These costs are one of the primary motivations underlying many inter
national joint ventures (see Chapter 13).


Finally, level of service and support can be a costly-to-duplicate basis of product
differentiation. In most industries, it is usually not too costly to provide a minimum
level of service and support. In home electronics, this minimum level of service can be
provided by a network of independent electronic repair shops. In automobiles, this
level of service can be provided by service facilities associated with dealerships. In fast
foods, this level of service can be provided by a minimum level of employee training.


However, moving beyond this minimum level of service and support can be diffi
cult to duplicate for at least two reasons. First, increasing the quality of service and sup
port may involve substantial amounts of costly training. McDonald's has created a
sophisticated training facility (Hamburger University) to maintain its unusually high
level of service in fast foods. General Electric has invested heavily in training for ser
vice and support over the last several years. Many Japanese automakers have spent mil
lions on training employees to help support auto dealerships, before they opened U.S.
manufacturing facilities."'̂


More important than the direct costs of the training needed to provide high-
quality service and support, these bases of product differentiation often reflect an atti
tude of a firm and its employees toward customers. In many firms throughout the
world, the customer has become "the bad guy." This is, in many ways, understandable.
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Employees lend to interact with their customers less frequently than they interact with
other employees.When they do interact with customers, they are often the recipients of
complaints directed at the firm. In these settings, hostility toward the customer can
develop. Such hostility is,of course, inconsistent with a product differentiation strategy
based on customer service and support.


In the end, high levels of customer service and support are based on socially com
plex relations between firms and customers. Firms that have conflicts with their cus
tomers may face some difficulty duplicating the high levels of service and support
provided by competing firms.


Substitutesfor Product Differentiation
The bases of product differentiation outlined in this chapter vary in how rare they are
likely to be and in how difficult they are to duplicate. However, the ability of the bases
of product differentiation to generate a sustained competitive advantage also depends
on whether low-cost substitutes exist.


Substitutes for bases of product differentiation can take two forms. First, many
of the bases of product differentiation listed in Table 7.3 can be partial substitutes
for each other. For example, product features, product customization, and product
complexity are all very similar bases of product differentiation and thus can act as
substitutes for each other. A particular firm may try to develop a competitive ad
vantage by differentiating its products on the basis of product customization, only to
find that its customization advantages are reduced as another firm alters the features
of its products.


Thus, for example, there used to be personal computer word-processing software
designed specifically for use in publishing. The level of customization of this publishing
software was quite substantial. However, over the years, the addition of more features
to standard word-processing packages narrowed the product differentiation gap be
tween publishing-oriented word-processing software and general-use word-processing
software.


In a similar way, linkages between functions, linkages between firms, and product
mix, as bases of product differentiation, can also be substitutes for each other. IBM
links its sales, service, and consulting functions to differentiate itself in the mainframe
computer market. Other computer firms, however, may develop close relationships
with computer service companies and consulting firms to close this product differenti
ation advantage.


Second, other strategics discussed throughout this book can be substitutes for
many of the bases of product differentiation listed in Table 7.3. For example, one firm
may try to gain a competitive advantage through adjusting its product mix, and an
other firm may substitute strategic alliances to create the same type of product
differentiation.


For example, the Grateful Dead, REM, and the Dave Matthews Band have all
differentiated themselves in the world of rock-and-roll bands on the basis of concert
performances that have built steady and very loyal groups of fans. Phil Collins,
Michael Bolton, and Cher have built their fan bases through numerous corporate
tie-ins, including live concerts broadcast by cable networks. In this sense, the grass
roots differentiation approach of REM and Dave Matthews can be seen as a partial
substitute for the strategic alliances of Phil Collins and Cher. In personal computers.
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Dell's use of Internet ordering systems can be seen as a partial substitute for Gate
way's recent entry into retail computer stores. Both serve to differentiate these com
puter makers in the crowded PC market, but do so in different ways. Also, Southwest
Airlines' continued emphasis on friendly, on-time, low-cost service and United Airlines'
emphasis on its links to Lufthansa and other worldwide airlines through the Star Al
liance can both be seen as product differentiation efforts that are at least partial
substitutes.^'*


In contrast, some of the other bases of product differentiation discussed in this
chapter have few obvious close substitutes. These include timing, location, distribution
channels, and service and support. To the extent that these bases of product differenti
ation are also valuable, rare, and difficult to duplicate, they may be sources of sustained
competitive advantage.


7.5 ORGANIZING TO IMPLEMENT PRODUCT DIFFERENTIATION


Firms that seek to implement product differentiation strategies can use all the organiz
ing tools mentioned in previous chapters, including organizational structure, manage
ment controls, and compensation policies. In using these tools, firms implementing
product differentiation strategies must learn how to balance a set of conflicting organ
izing demands. On the one hand, these firms need to use these organizing tools to en
courage creativity, innovativeness, and risk taking among their employees so that new,
highly differentiated products can be developed and brought to market. On the other
hand, these firms need to implement a structure, management controls, and compensa
tion policies that bring coherence and order to a firm's product differentiation strate
gies. Balancing the tensions between encouraging creativity on the one hand and order
on the other is the critical organizing problem facing firms that implement product dif
ferentiation strategies.


The Process of Developing Highly Differentiated Products
The need for a firm that implements a product differentiation strategy to manage the
tension between creativity on the one hand and order on the other, reflects the special
attributes of the innovation process in firms. One description of this process is pre
sented in Table 7.4.As suggested in this table, at one level the innovation process is sim
ple and logical. It moves from the initiation stage, at which an innovation is conceived,
to the development stage, at which it is developed into real products and services, and
ends in the implementation/termination stage, at which an innovation is implemented
(if it turns out to have market value) or terminated (if it turns out not to have market
value). Tliis logical progression from initiation to development to implementation/
termination suggests that the innovations that enable a firm to pursue a product differen
tiation strategy proceed in an orderly process.


However, this sense of orderliness is contradicted by many of the processes that oc
cur within and between each of the stages of the innovation process presented in Table
7.4."** Forexample, in the initiation stage, innovation gestation usually takes place over
several years as random and coincidental innovations occur in a firm. Firms are often
only motivated to coordinate these separate events into a coherent innovation effort
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TABLE 7.4 The Process of Developing innovative Products and Services
Initiation


1. Gestation: Innovations are not initiated on the spur of the moment, by a single dramatic
incident, or by a single entrepreneur. In most cases, there was an extended gestation
period lasting several years in which seemingly coincidental events occurred that
preceded and set the stage for the initiation of innovations.


2. Shock: Concentrated efforts to initiate innovations are triggered by "shocks" from
sources internal or external to the organization.


3. Plans: Plans are developed and submitted to resource controllers to obtain the resources
needed to launch innovation development. In most cases, the plans served more as "sales
vehicles" than as realistic scenarios of innovation development.


Development
A. Proliferation: When developmental activities begin, the initial innovative idea soon
proliferates into numerous ideas and activities that proceed along divergent, parallel, and
convergent paths of development.


5. Setbacks: Setbacks and mistakes are frequently encountered because plans go awry or
unanticipated environmental events significantly alter the ground assumptions of the
innovation. As setbacks occur, resource and development time lines diverge. Initially,
resource and schedule adjustments are made and provide a "grace" period for adapting
the innovation. With time, however, unattended problems often "snowball" into vicious
cycles.


6. Criteria shift. To compound the problems, criteria of success and failure often change,
differ between resource controllers and innovation managers, and diverge over time,
often triggering power struggles between insiders and outsiders.


7. Fluid participation ofor}>anizatiomtlpersonnel: Innovation personnel participate in highly
fluid ways. They tend to be involved on a part-time basis, have high turnover rales, and
experience euphoria in the beginning, frustration and pain in the middle period, and
closure at the end of the innovation Journey. These changing human emotions represent
some of the most "gut-wrenching" experiences for innovation participants and managers.


8. Investors/top management: Investors and top managers are frequently involved
throughout the development process and perform contrasting roles that serve as checks
and balances on one another. In no cases were significant innovation development
problems solved without intervention by top managers or investors.


9. Relationships with others: Innovation development entails developing relationships with
other organizations. These relationships lock innovation units into specific courses of
action that often result in unintended consequences.


10. Infrastructure development: Innovation participants are often involved with competitors,
trade associations, and government agencies to create an industry or community
infrastructure to support the development and implementation of their innovations.


Implementation/Termination
11. Adoption: Innovation adoption and implementation occurs throughout the


developmental period by linking and integrating the "new" with the "old" or by
reinventing the innovation to fit the local situation.


12. Termination: Innovations stop when implemented or when resources run out. Investors or
top managers make attributions about innovation success or failure, lliese attributions
are often misdirected but significantly influence the fate of innovations and the careers of
innovation participants.


Source: Adapted from Van dc Vcn, A., D. Follcy, R. Garud. and S.Vankataraman (1999). The Innovation
Journey, New York: Oxford University Press, pp. 23-24.
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when they face an important competitive shock. Even then, the innovation "plans" that
are developed often do not actually describe the innovation process. Rather, they are
often used only as political tools within a firm to "sell" continuing investment in an in
novation. The actual process of innovation within a firm may be very different than the
process as described in its "innovation plans."


In the development stage, the innovation process is characterized by prolifera
tion, setbacks, shifting criteria for evaluating an innovation, a constantly changing
group of employees involved in an innovation, and changes in top managers who are
sponsoring an innovation. To be successful, those associated with innovations must of
ten develop relationships with other firms to support this and related innovations. As
will be described in Chapter 13, these interfirm relationships often evolve in unpre
dictable ways. Indeed, it is not unusual for an innovation that has moved from the initi
ation stage to the development stage to move back to the initiation stage, and for this
recycling of the innovative process to occur several times.


One response to this confusion and potential chaos is for a firm to attempt to im
pose order on the innovation process. Certainly, some of the most wasteful aspects of
this innovative process can be made more efficient. For example, many firms have
found it necessary to establish explicit criteria for stopping a particular innovative ef
fort. If this effort is not stopped, it may continue indefinitely, recycling from the initia
tion to the development stage, never moving to either implementation or termination.
One way to ensure that a terminated innovative process is actually terminated is to re
assign all the people associated with that innovation to other innovative projects. Tliis
increases the chance that this rejected innovative effort will actually go away.


Although it is appropriate for a firm to bring some order to the innovative
process, an attempt to routinize and structure this process to too great a degree can ac
tually destroy its creativity. This is because the chaos and disorder of this process may
actually encourage the development of truly innovative products and technologies that
a firm may be able to use to implement a product differentiation strategy. Put differ
ently, if the only innovation a firm allows is innovation it can anticipate, it will never be
able to exploit innovations it could not have anticipated.


One way firms sometimes try to impose structure and order on the innovation
process is to shorten the time that an innovation takes to go through the initiation,
development, and implementation/termination stages. However, because the ultimate
economic value of many important technological innovations is very difficult to antic
ipate early in the development of these technologies, moving too quickly from initia
tion to implementation/termination can limit a firm's ability to introduce differentiated
products.There was, for example, widespread skepticism about the need for the electric
light bulb when it was first introduced, because oil lamps had demonstrated their
value for centuries. Early investors could see little value, beyond amusement, in the
Wright brothers' airplane. In the early 1950s, the president of IBM asserted that the
total demand for computers in the world would never exceed seven. In the 1960s, a
consultant evaluating the market potential of Xerox machines concluded, "Nothing
will ever replace carbon paper." And in the 1980.s, the Internet was considered little
more than an efficient way for academics around the world to share their research
papers. If the firms that ultimately developed these technologies into products had
moved too quickly from initiation to implementation/termination, the products would
not have been introduced.
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The organizing dilemmas thai firms using innovalion to implement a product dif
ferentiation strategy face have recently been examined in detail. Some of the most im
portant of these are summarized in Figure 7.4 and include organizing dilemmas
associated with interfunctional collaboration, institutional control, connections with the
past, and commitment to a market vision.-^ To theextent that firms fail to strike a bal
ance between the contradictory organizing imperatives summarized by these dilemmas,
they risk being able to develop the innovative products and services required to imple
ment a product differentiation strategy successfully.


Interfunctional Collaboration
Interfunctional collaboration in the innovation process is necessary if firms are to de
velop products and technologies that can actually be marketed to customers. Without
this collaboration, new products and services are usually optimized from the point of
view of one function within the firm.Tlius, for example, when manufacturing dominates
the innovative process, a new product may be very easy to manufacture but difficult to
sell. On the other hand, if the sales department dominates the innovative process, a new
product may be very easy to sell but costly to manufacture. It was already suggested in
Chapter 6 that one of the primary responsibilities of a CEO in implementing a busi
ness-level strategy is to resolve and manage conflicts between functions in a U-form
structure.


On the other hand, too much interfunctional collaboration can slow the inno
vation process dramatically, because each functional manager in a firm has to "sign
off" on each major component of a new technology or product. Moreover, products
that are developed in this interfunctional way may end up being technological and


Organizing Dilemmas for Firms Implementing Innovative Product
Differentiation Strategies


Interfunctional Collaboration


Too Much: Lockstep
Slows the innovation process


Institutional Control


Too Much: Bureaucracy
Stifles innovation


Connection to the Past


Too Much: History as Constraint
No Innovation can take place


Too Little: No Collaboration
No Interfunctional learning makes
implementation difficult


Too Little: Chaos
Lack of direction in Innovation


Too Little: No History
Fail to exploit historical advantage


Commitment to a Market Vision


Too Much: Foresight ^ Too Little: No Sight
Lack of flexibility in an Lack of direction In innovation
uncertain market


Source:Adapted from Brown,S.,and K.Eisenhardt (1998). Competingon the Edge, Cambridge,MA:
Harvard Business School Press.
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functional compromises—not easy enough to manufacture to give a firm a cost lead
ership advantage, not easy enough to sell to give a firm a product differentiation
advantage.


There are numerous examples of firms that have emphasized either not
enough interfunctional collaboration in the innovative process or too much inter-
functional collaboration in the innovative process. Time Warner is an example of a
firm that probably does not have enough interfunctional collaboration."^ It is not
unusual for the publishing division of Time Warner to own the copyright to an im
portant novel but be unwilling to work with the movie production division of Time
Warner to develop this novel into a movie. That lack of interfunctional cooperation
limits the ability of Time Warner's movie production division to differentiate its
produets in the marketplace. It also has led many observers to be skeptical about the
ability of Time Warner to exploit relationships with America Online, despite the re
cent merger of these firms.


A firm that may have emphasized too much interfunctional collaboration is
Quaker, especially in how it managed its acquisition of Snapple. Before its ac
quisition by Quaker, Snapple prospered through its close relationships with its dis
tributors, a strong product concept, and strong advertising that featured a Snapple
employee from New York in apparently "homemade" television commercials. How
ever, integrating Snapple with similar Quaker products (including Gatorade) led
Quaker to abandon Snapple's traditional strengths. Purchased for $1.7 billion, the
Snapple division lost over $100 million over 3 years and was finally sold off for $300
million.-^


Institutional Control
Without some institutional control, a firm's innovative processes will often lack
strategic direction and focus. Instead of producing and selling a well-designed port
folio of products or services that address a wide variety of customer needs in an effi
cient and comprehensive way, firms without an innovative focus may end up trying to
sell a hodge-podge of products or services to very different customers in very different
ways. Some of those products may be differentiated on the basis of their reliability,
others on the basis of their effectiveness, others on the basis of their ease of use, and
still others on the basis of how they look. Rather than developing a single integrated
product differentiation strategy to sell to a well-defined market segment, this unfo
cused firm may find itself selling in multiple markets each of which makes very different
demands on suppliers. In an effort to try to satisfy the multiple conflicting needs of
very different customers, this unfocused firm is likely to end up satisfying none of
them.


On the other hand, too much institutional control can stifle creativity. By instituting
multiple bureaucratic hurdles to control the innovation process, a firm can slow that
process to a crawl. Instead of deciding how to address customer needs, too much institu
tional control can lead innovators to spend most of their time trying to decide how to sat
isfy internal control systems so that they can continue innovating. In the extreme,
potential innovators may conclude that the costs of engaging in innovation are so high,
and the probability of success so low, that innovative efforts do not even begin. Without
innovation, the ability of a firm to implement a product differentiation strategy can be
significantly limited.
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An example of a firm that fell victim to chaos—in which no rules, loose struc
ture, and random communication make it difficult to create new highly differentiated
products—is Ben and Jerry's Ice Cream. During the 1980s, Ben and Jerry's was a rel
atively small producer of highly differentiated expensive ice cream. Known for hav
ing few operating rules, a strong team orientation, value-based capitalism, and an
emphasis on "anything but vanilla" flavors, Ben and Jerry's prospered through the
1980s. However, in the 1990s, as Ben and Jerry's grew larger and as competition in
creased (from firms such as Hiiagen-Daz), the chaotic management that had served
Ben and Jerry's for so long became part of the firm's financial problems. By being
slow to introduce low-fat products, Ben and Jerry's lost some of its competitive ad
vantage, and saw its stock price drop from a high of $30 to only $12 per share. The ac
quisition of Ben and Jerry's by Unilever can be understood as an effort to institute
more institutional controls in this firm.*^"


Of course, the number of firms that fall victim to bureaucratic impediments to im
plementing product differentiation strategies is larger than the number that fall victim
to chaos. Examples of these highly bureaucratic firms include Daimler-Benz and
Campbell Soup. Both of these firms were once dominant in their market niche, but
both have failed to keep up with the introduction of new products and services. By the
mid-1990s, BMW sold more cars worldwide than Mercedes, and by the mid-1990s,
Campbell Soup's dominant market position was being threatened by innovative new
products offered bycompetitors.'̂ '


Connection to the Past
It has already been suggested (in Chapter 5) that a firm's unique history can be a
source of sustained competitive advantage. This is because firms typically find it
costly to imitate valuable and rare resources that a competing firm was able to
develop or acquire because it happened to be in the right place at the right time to
develop or acquire them. Caterpillar is an example of a firm with a unique history
that gave it an important competitive head start in pursuing global opportunities in
the heavy construction equipment industry. This head start reflected the heavily sub
sidized worldwide service and support network that Caterpillar was able to build
because of its role as the primary supplier of heavy construction equipment to the
Allies during World War II. And because of its history. Caterpillar's head start has
become a sustained competitive advantage. Firms that are not connected with their
own past can fail to gain the competitive advantages that their own history may
promise for them.


However, not only can history be a source of sustained competitive advantage, it
can also be a source of sustained competitive disadvantage. This can happen in at least
two ways. First, a firm that was unable to develop or acquire valuable resources because
of its history may find itself at a sustained competitive disadvantage compared to firms
that have been able to develop those resources. Rather than focusing on strategies that
require the resources and capabilities this firm does not possess, such a firm must find
alternative bases of competitive advantage to exploit. Thus, for example, when
Komatsu (a Japanese heavy construction equipment firm) found itself at a historically
derived sustained competitive disadvantage to Caterpillar, instead of trying to compete
head to head with Caterpillar's worldwide service and support network, Komatsu de
signed and built heavy construction equipment that did not break down as frequently.
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Although it did not completely neutralize Caterpillar's competitive advantage, this
strategy did allow Komatsu to become a viable second supplier in many of Caterpillar's
markets.^- A firm that fails to find these alternative bases of competitive advantage,
that is, a firm that is too connected to its nonvaiuable past, will be unable to gain even
competitive parity.


Second, in some circumstances, the value of history-derived competitive advan
tages can change with changes in technology, demand, and customer tastes. In this
setting, what was once a source of competitive advantage can be a source of compet
itive disadvantage. If a firm remains wedded to its historically derived resources and
capabilities, even if those resources and capabilities are no longer valuable, its per
formance can fall significantly. In this sense, being too connected to what has become
a nonvaiuable past can hurt a firm's performance.


Another firm that has. at some times in its history, been too disconnected from its
past is Apple Computer. Consider, for example. Apple's Newton personal digital assis
tant. The Newton was a new product category, built on hardware and software tech
nologies that were very different than Apple's traditional strengths, and which
competed in the consumer electronics market, in which Apple had not historically com
peted. Because the Newton was such a break with Apple's past, management made a
series of technical mistakes (emphasizing handwriting recognition rather than commu
nication capabilities) and marketing mistakes (loo high of a price), mistakes that they
probably would not have made if this new product had been more similar to Apple's
historical products.^-^


One of the best-known examples of a firm being too connected to its now non-
valuable past is Disney in the days before Michael Eisner took over as CEO. During
that period, decision making, innovation, and creativity were stifled by managers at
Disney always asking. "What would Walt do?." referring of course to Wall Disney, the
founder of the firm. This question, however, created two problems for the company.
First, Walt was dead, so it was difficult to know what he would have done. Second,
consumer tastes were changing. What Walt would have done in the 1960s was not ter
ribly relevant to what needed to be done in the mid-1980s. As described in Chapter 1,
being so closely linked with the past significantly hurt Disney's performance. When
Eisner became CEO. he did not abandon Disney's past, but he adapted it to modern
tastes.'^'*


Finally, firms can sometimes be overconimilted to a single vision of the future of
a marketplace and refuse to acknowledge competitively possible alternatives. Tliis can
interfere with the firm's efforts to introduce differentiated products desired by cus
tomers. For example, in the mid-1980s Monsanto invested over $1 billion on genetically
engineered agricultural products, anticipating the rapid growth in demand for these
products. And over several years. Monsanto. in fact, had developed a broad range of
these highly differentiated products. However, one part of the genetically engineered
agricultural product market that Monsanto failed to anticipate was consumer reluc
tance to purchase and consume genetically engineered products. Tliis has slowed the
development of this marketplace, and made it much more difficult for Monsanto to
earn a positive return on its investment.'̂ "''


On the other hand, having no vision about the future of a market can also make
it very difficult to implement a product differentiation strategy. In the deregulated
telecommunications market in the United States. AT&T often seemed to lack a clear
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strategic focus or vision about how this market would evolve. Mostly, AT&T seemed to
react to the strategic actions of others, including local phone service providers and
long-distance carriers such as MCI and Sprint. For example. AT&T only began explor
ing international opportunities after MCI merged with WorldCom to form a truly in
ternational telecommunications company. More frequently. AT&T's primary strategy
seemed to have been to engage in very large employee layoffs every 3 years or so; not
surprisingly, in 2005. AT&T was purchased bySBC.-^^^


Managing the Innovative Process for Product Differentiation
Firms can use their organizational structure, management control processes, and com
pensation policies to help resolve the organizing problems described in Figure 7.4. How
this can be done is described in Figure 7.5. Firms that manage these tensions well will
be able to conceive of and implement innovative product differentiation strategies.


Organizational Structure and Implemention ofProduct Differentiation
As with all business-level strategies, the most efficient organizational structure for im
plementing product differentiation strategies is the U-form structure introduced in
Chapter 6. However, unlike the U-form used to implement cost leadership strategies—
in which a simple and lean structure is important—the U-form structure used to imple
ment product differentiation strategies is often augmented with numerous temporary
product development teams. Product development teams are multifunctional groups of
managers who work together to develop and implement new, highly differentiated
products.


FIGURE 7.5 Using Organizational Structure, Management Controls, and
Compensation Policy to Resolve Organizing Dilemmas Associated
with Implementing Product Differentiation Strategies


lockstep


chaos


overconnect
with the past


foresight


Interfunctional collaboration


no collaboration U-form structure
Product development teams
Product management teams


Institutional control


bureaucracy Broad decision-making guidelines
Managerial freedom within guidelines


Connection to the past


disconnect • Combine the old with the new
with the past


Commitment to a market vision


->• no sight A policy of experimentation
Tolerance for failure
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The product development team is a structural tool that a firm can use to resolve
the first of the four organizing dilemmas identified in Figure 7.5: the appropriate level
of interfunctional collaboration. Because product development teams are usually tem
porary and are created to help manage the introduction of new, highly differentiated
products, they avoid the lockstep problem of trying to link all of a firm's business func
tions all the time in implementing this strategy. Because they are multifunctional in
character, they can facilitate learning across business functions.


A firm that has excelled at using cross-functional product development teams
to help introduce new, highly differentiated products and services is Disney. For
example, when Disney anticipates introducing new characters in an animated feature,
professionals in the retail business, in Disney's theme park businesses, and in their
book publishing business get together in product development teams to plan on how
to take advantage of these new characters in multiple businesses. By anticipating
these linkages. Disney is actually able to enhance its product differentiation strate
gies, because its retail, theme park, and book publishing activities tend to reinforce
the unique attributes of its animated characters, while its animated characters tend to
help differentiate its retail, theme park, and book publishing activities.


In some organizations, product development teams are such an important part of
implementing a product differentiation strategy that they cease to be temporary.When
this occurs, a product management team has developed. A product management team
is a permanent cross-functional team that is assigned the responsibility of managing the
ongoing product differentiation of a product or service. Firms such as Proctor & Gamble,
American Express, and The Limited all use product management teams to implement
their product differentiation strategies.


When a firm uses product management teams to implement its product differen
tiation strategies, and when those product management teams have the responsibility
for managing a product's profitability, that firm has begun shifting its organizational
structure from the U-form structure described in Chapter 6 to the M-form, or multidi-
visional structure, described in Chapter 12. A detailed discussion of this M-form struc
ture will be delayed until Chapter 12.


Organizational structure can also help resolve the second organizing dilemma
identified by Brown and Eisenhardt: the appropriate level of institutional control in the
innovation process. This can be done through the use of different leadership roles in a
firm's structure, leadership roles that can create some institutional control in the inno
vation process without creating so much control that it stifles creativity.


Five leadership roles that can have the effect of facilitating the innovation
process have been identified in the literature.These five roles are presented in Table 7.5
and include the role of the institutional leader, the critic, the sponsor, the mentor,
and the entrepreneur.-^^ Firms that do not have all these leadership roles in their
organizational structure are unlikely to experience successful innovation. And with
out innovation, it is usually difficult for a firm to implement a product differentiation
strategy. For example, without someone in the organization adopting the role of an
institutional leader, the organizational infrastructure needed for innovation will not
likely be in place. Without a critic, those engaged in an innovative process will not
face pressures that force them to make decisions and choices that will lead ultimately
to a new, highly differentiated product. Without sponsors and mentors, those working
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TABLE 7.5 Leadership Roles in the Innovation Process


Institutional leader


Critic


Entrepreneur
Sponsor
Mentor


Creates the organizational infrastructure needed for innovation
Resolves disputes among other leaders
Challenges investments, goals, and progress
Manages the innovative unit
Procures, advocates, and champions
Coaches, counsels, and advises


Source: Adapted from Van dc Ven. A.. D. Policy. R. Garud. and .S. Vankataraman (1999). The Iniumilion
Journey, New York: Oxford University Press, p. 91.


on an innovation can be chronically short of vital resources, and the entire innova
tion process can get badly off track. Finally, without an entrepreneur, there is no one
individual in a firm who is assigned the task of managing the innovation process, and
thus no one individual who has an incentive to make sure that the innovation
process is successful.


Management Controls and Implementing Product Differentiation
Management control systems are also a very important part of implementing a prod
uct differentiation strategy. Management controls can be used to resolve three of the
organizing dilemmas presented in Figure 7.5. For example, in resolving the dilemma
between chaos and bureaucracy, firms can develop management controls that allow
creative decision making within a broader structure of rules and expectations about
behavior.


A firm that has worked hard to reach this balance between chaos and bureau
cracy is 3M. In an effort to provide a set of guiding principles that define the range of
acceptable decisions at 3M, senior managers at 3M have developed a set of innovating
principles. These principles, presented in Table 7.6, define the boundaries of innovative
chaos in 3M. Within the boundaries defined by these principles, managers and engi
neers are expected to be creative and innovative in developing highly differentiated
products and services.


Another firm that has managed this tension well is British Airways (BA). BA has
extensive training programs to teach its flight attendants how to provide world-class
service, especially for its business-class customers.This training constitutes the standard
operating procedures that define the rules that give purpose and structure to BA's ef
forts to provide a differentiated service in the highly competitive airline industry. In
terestingly. however. BA also provides its flight attendants training in when to violate
these standard policies and procedures. By recognizing that no set of management con
trols can ever anticipate all the special situations that can occur in providing service to
customers, BA empowers its employees to meet specific customer need.s.This enables
BA to have both a clearly defined product differentiation strategy and the flexibility to
adjust thisstrategy as the situation dictates."*"
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TABLE 7,6 Guiding Innovation Principles at 3M as Expressed by W. Coyne^ (1996)
1. Vision. Declare the importance of innovation: make it part of the company's self-image.


"Our efforts to encourage and support innovation are proof that we really do intend to achieve
our vision of ourselves ... that we intend to become what we want to he ... as a business and as
creative individuals."


2. Foresight. Find out where technologies and markets are going. Identify articulated and
unarticulated needs of customers.


"If you are working on a next-generation medical imaging device, you'll probably talk to
radiologists, but you might also sit down with people who enhance images from interplanetary
space probes."


3. Stretch goals. Set goals that will make you and the organization stretch to make quantum
improvements. Although many projects are pursued, place your biggest bets on those that change
the basis of competition and redefine the industry.
"We have a number of stretch goals at 3M.The first states that we will derive 30 percent of all
sales from products introduced in the past 4 years To establish a sense of urgency, we've
recently added another goal, which is that we want 10percent of our sales to come from
products that have been in the market for just 1year Innovation is time sensitive ... you
need to move quickly."


4. Empowerment. Hire good people and trust them, delegate responsibilities, provide slack resources,
and get out of the way. Be tolerant of initiativeand the mistakes that occur because of that initiative.
"William McKnight |a former chairman of 3M| came up with one way to institutionalize a
tolerance of individual effort. He said that all technical employees could devote 15 percent of
their time to a project of their own invention. In other words, they could manage themselves
for 15percent of the time Tlie number is not so important as the message,which is this:The
.system has some slack in it. If you have a good idea, and the commitment to squirrel away time
to work on it and the raw nerve to skirt your lab manager's expressed desires, then go for it.
Put another way.we want to institutionalize a bit of rebellion in our labs.We can't have all


our people off totally on their own... we do believe in discipline ... but at the same lime 3M
management encourages a healthy disrespect for 3M management.Tliis is not the sort of thing
we publicize in our annual report, but the stories we tell—with relish—are frequently about
3Mers who have circumvented their supervisors and succeeded.
We also recognize that when you let people follow their own lead ... everyone doesn't wind


up at the same place. You can't ask people to have unique visions and march in lockstep. Some
people are very precise,detail-oriented people ... and other are fuzzy thinkers and visionaries...
and this is exactly what we want."


5. Commimication.s. Open, extensive exchanges according to ground rules in forms that are present
for sharing ideas and where networking is each individual's responsibility. Multiple methods for
sharing information are necessary.
"When innovators communicate with each other, you can leverage their discoveries. Iliis
is critically important because it allows companies to get the maximum return on their
substantial investments in new technologies. It also acts as a stimulus to further innovation.
Indeed, we believe that the ability to combine and transfer technologies is as important as the
original discovery of a technology."


6. Rewards and recognition. Emphasize individual recognition more than monetary rewards
through peer recognition and by choice of managerial or technical promotion routes.
"Innovation is an intensely human activity."
"I've laid out six elements of 3M's corporate culture that contribute to a tradition of
innovation: vision, foresight, stretch goals, empowerment, communication, and recognition—
The list is ... too orderly. Innovation at 3M is anything but orderly. It is sensible, in that our
efforts are directed at reaching our goals, but the organization ... and the process ... and
sometimes the people can be chaotic. We are managing in chaos, and this is the right way to
manage if you want innovation. It's been said that the competition never knows what we are
going to come up with next.Tlie fact is. neither do we."


".Senior Vice President. Research and Development. 3M
.Source:"Building a Tradition of Innovation." Ilie Fifth U.K. Innovation Lecture. Department of Trade and
Industry. London. Cited in Van de Ven et al. (IW9), pp. l9S-2()().
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In resolving the tension between overconnecting with the past and not connect
ingwith the past at all.managerial controls can again be very helpful. In particular, con
trols can require that innovative products combine both the old and the new. These
combinations can help firms avoid the liabilities associated both with relying only on
the old or only on the new.


Finally, firms can use management controls to resolve the dilemmas associated
with having too narrow a vision about the future of a marketplace, on the one hand, and
no vision about the future of a marketplace, on the other.Two sets of management con
trols that are important in resolving this dilemma are a policy of experimentation and
policies that tolerate, and even celebrate, failure.


A policy of experimentation means that firms are committed to engage in sev
eral related small product differentiation efforts simultaneously. That these product
differentiation efforts are related suggests that a firm has some vision about how a
particular market is likely to unfold over time.Tliat vision is the way that these inno
vative efforts are related to each other. However, that there are several of these prod
uct differentiation efforts occurring simultaneously suggests that a firm is not overly
committed to a particular narrow vision about how a market is going to evolve.
Rather, several different experiments facilitate the exploration of different futures in
a marketplace. Indeed, successful experiments can actually help define the future
evolution of a marketplace.


Consider, for example. Charles Schwab, the innovative discount broker. In the
face of increased competition from full-service and Internet-based brokerage firms,
Schwab engaged in a series of experiments to discover the next generation of products
it could offer to its customers and the different ways it could differentiate those prod
ucts. For example, Schwab investigated software for simplifying online mutual fund se
lection, online futures trading, and online company research. Schwab also formed an
exploratory alliance with Goldman Sachs to evaluate the possibility of enabling
Schwab customers to trade in initial public offerings. Not all of Schwab's experiments
led to the introduction of highly differentiated products. For example, based on some
experimental investments, Schwab decided to not get into the credit card market.
However, by experimenting with a range of possible product differentiation moves,
Schwab was able to develop a range of new products for the fast-changing financial
services industry." '̂


Of course, a policy of experimentation will only be viable if a firm also has a pol
icy that tolerates, and even celebrates, failure. Without this tolerance, no experimenta
tion will occur in a firm, for no managers will be willing to take the risks that will
necessarily be associated with experimentation.


Compensation Policies and Implementing Product Differentiation: The
Balanced Scorecard
Organizational structure can be used to manage the first two of the four organizing
dilemmas associated with implementing a product differentiation strategy described in
Figure 7.4. Different managerial controls can be used to manage the last three of these
organizing dilemmas associated with implementing a product differentiation strategy
described in Figure 7.4. In general, however, the use of these tools to implement a
product differentiation strategy is substantially assisted when they are supported by an
appropriate compensation policy.
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In implementing a cost leadership strategy, compensation should focus on pro
viding appropriate incentives for managers and employees to reduce costs. Various
forms of cash payments, stock, and stock options can all be tied to the attainment of
specific cost goals, and thus can be used to create incentives for realizing cost advantages.
Similar techniques can be used to create incentives for helping a firm implement its
product differentiation advantage.


However, since the implementation of a product differentiation strategy gener
ally involves the integration of multiple business functions, often through the use of
product development teams, compensation schemes designed to help implement this
strategy must generally recognize its multifunctional character. Many firms, facing this
multifunctional compensation task, have chosen to implement what is now known as
the balanced scorecard approach to compensation.'̂ "


Compensation policies that reward individuals in a firm for realizing only a sin
gle objective—whether that objective is lower costs, higher accounting profit, or
higher economic profits—may or may not create incentives for cross-functional coop
eration. depending on the extent to which such cooperation is seen as essential in
reaching this single objective. The balanced scorecard approach to compensation can
build incentives for cross-functional cooperation into organizational policies by rec
ognizing what the key components of success in an organization are.


Suppose, for example, that in order for a firm to implement its product differ
entiation strategy, it must create a perception of high-quality service on the part of
customers, it must deliver products to distribution channels in a timely manner, it
must provide a string of creative new products to the marketplace, and it must gen
erate a positive economic profit. Notice that the first three critical elements in the
successful implementation of this product differentiation strategy are activities
that are usually associated with different business functions: service with the sales
function, product delivery with the manufacturing function, and the creation of new
products with the R&D function. The balanced scorecard approach to compensation
recognizes this multidimensional nature of performance. Under this approach,
specific measurements for each of these critical dimensions of performance are
identified. For example, one measure of high-quality service might be an annual sur
vey of important customers: a measure of timely delivery of products to distribution
channels might be the average dollar value of final product inventory in a firm; one
measure of the number new products introduced to the market might be the number
of patents obtained: and one measure of positive economic profit might be return on
invested capital.


As shown in Figure 7.6, once the critical elements of firm performance are identi
fied and concrete measures of these elements specified, then each of these elements
must be weighted and combined to form an overall measure of the performance of an
individual, a function, or a business. In this manner, incentives are created for managers
throughout the firm to cooperate across multiple functions in order to implement suc
cessfully a strategy such as product differentiation.


Of course, the balanced scorecard can be used to help implement other business-
level strategies besides product differentiation. In particular, this approach can be used
to help implement cost leadership strategies. Indeed, to the extent that the implemen
tation of cost leadership requires intense multifunctional cooperation in a firm, this ap
proach to compensation can be very helpful as part of the process of implementing that
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FIGURE 7.6 Using the Balanced Scorecard to Help Implement a Product
Differentiation Strategy
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strategy. However, because product differentiation strategies require a high level of
multifunctional integration, the balanced scorecard approach to compensation is de
scribed here.


7.6 IMPLEMENTING PRODUCT DIFFERENTIATION AND COST
LEADERSHIP STRATEGIES


I


The arguments developed in Chapter 6 and in this chapter suggest that cost leader
ship and product differentiation competitive business strategies can, under certain
conditions, create sustained competitive advantages. Given the beneficial effects of
both strategies on a firm's competitive position, an important question becomes:
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"Can a single firm implement both strategies simultaneously?" Alter all. if each
separately can improve a firm's performance, wouldn't it be better for a firm to
implement both?


Simultaneous Low-Cost and Product Differentiation Strategies
Hurt Firm Performance


A quick comparison of some of the organizational requirements for the successful
implementation of cost leadership strategies and product differentiation strategies
is presented in Table 7.7 and summarizes one perspective on the question of whether
these strategies can be implemented simultaneously. In this view, the organizational
requirements of these strategies are essentially contradictory. Cost leadership requires
simple reporting relationships, but product dilferentiation requires cross-divisional/
cross-functional linkages. Cost leadership requires intense labor supervision, but product
differentiation requires less intense supervision of creative employees. Cost leadership
requires rewards for cost reduction, but product differentiation requires rewards for
creative flair. It is reasonable to ask: "Can a single firm combine these multiple contra
dictory skills and abilities?"


Porter has argued that firms that attempt to implement both strategies end up
doing neither well. This logic leads to the curve pictured in Figure 7.7.This figure sug
gests that there are two ways to earn superior economic performance within a single
industry: (1) by selling high-priced prodticls and gaining small market share (product
differentiation) or (2) by selling low-priced products and gaining large market share
(cost leadership). Firms that do not make this choice of strategies (medium price,
medium market share) or that attempt to implement both strategies will fail. Porter
calls these firms ".stuck in the middle."'* ''


TABLE7.7 Organizational Requirements for Implementing Cost Leadership and
Product Differentiation Strategies


Cos! Leadership
Organizational Structure
1. Few layers in the reporting structure
2. Simple reporting relationships
3. Small corporate staff
4. Focus on narrow range of business functions


Management Control Systems
1. Tight cost control systems
2. Quantitative cost goals
3. Close supervision of labor, raw material,
inventory, and other costs


4. A cost-leadership philosophy


Compensation Policies
1. Reward for cost reduction


2. Incentives for all employees to be involved
in cost reduction


Product Differentiation
Organizational Structure
1. Cross-divisional/cross-funciional product
development teams


2. Willingness to explore new structures to
exploit new opportunities


3. Isolated pockets of intense creative efforts


Manayemeni Control Systems
1. Broad decision-making guidelines
2. Managerial freedom within guidelines
3. Policy of experimentation


Compensation Policies
1. Rewards for risk taking, not punishment
for failures


2. Rewards for creative flair


3. Multidimensional performance measurement
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FIGURE 7.7 Simultaneous Implementation of Cost
Leadership and Product Differentiation
Competitive Strategies: Stuck in the
Middle"
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Simultaneous Low-Cost and Product Differentiation Strategies
Help Firm Performance
More rcccnl work contradicts Porter's assertion about firms being "stuck in the middle."
This work suggests that firms that are successful in both cost leadership and product dif
ferentiation can often expect to gain a sustained competitive advantage.ITiis advantage
reflects at least two processes.


Differentiation, Market Share, and Low-Cost Leadership
Firms that are able to differentiate their products and services successfully are likely
to sec an increase in their volume of sales. This is especially so if the basis of product
differentiation is attractive to a large number of potential customers. Thus product
differentiation can lead to increased volume of sales. It has already been established
(in Chapter 6) that an increased volume of sales can lead to economics of scale, learning,
and other forms of cost reduction. So, successful product differentiation can, in turn,
lead to co.st reductions and a cost leadership position."*"*


This is the situation that best describes McDonald's. McDonald's has traditionally
followed a product differentiation strategy, emphasizing cleanliness, consistency, and
fun in its fast-food outlets. Over time, McDonald's has used its differentiated product
to become the market-share leader in the fast-food industry. This market position has
enabled McDonald's to reduce its costs, so that McDonald's is now the cost leader in
fast foods as well.Tlius McDonald's level of profitability depends on both its product
differentiation strategy and its low-cost strategy. Either one of these two strategics by
itself would be difficult to overcome: together they give McDonald's a very coslly-lo-
imitatc competitive advantage."*"'
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Managing Organizational Contradictions
Product differentiation can lead to high market share and low costs. Some firms may
also develop special skills in managing the contradictions that are part of implementing
low-cost and product differentiation strategies simultaneously. Some recent research
on automobile manufacturing helps describe these special skills.


Traditional thinking in automotive manufacturing was that plants could either re
duce manufacturing costs by speeding up the assembly line or increase the quality of
the cars they made by slowing the line, emphasizing team-based production, and so
forth. In general, it was thought that plants could not build low-cost/high-quality (that
is low cost and highly differentiated) automobiles simultaneously.


Several researchers at the Massachusetts Institute of Technology examined this
traditional wisdom. They began by developing rigorous measures of the cost and qual
ity performance of automobile plants and then applied these measures to over 70 auto
plants throughout the world that assembled mid-sized sedans. What they discovered
was six plants in the entire world that had. at the time this research was done, very low
costs and very high quality."'''


In examining what made these six plants different from other auto plants, these
researchers focused on a broad range of manufacturing policies, management practices,
and cultural variables. Three important findings emerged. First, these six plants had the
best manufacturing technology hardware available—robots, laser-guided paint machines,
and so forth. However, manufacturing hardware by itself was not enough to make
these plants special. In addition, policies and procedures at these plants implemented a
range of highly participative, group-oriented management techniques, including partic
ipative management, quality circles, team production, and total quality management.
As important, employees in these plants had a sense of loyalty and commitment toward
the plant they worked for—a belief that they would be treated fairly by their plant
managers.


What this research shows is that firms can implement cost leadership and
product differentiation strategies simultaneously if they learn how to manage the
contradictions inherent in these two strategies. The management of these contradic
tions. in turn, depends on socially complex relations among employees, between
employees and the technology they use. and between employees and the firm for
which they work. These relations are not only valuable (because they enable a firm
to implement cost leadership and differentiation strategies) but also socially com
plex and thus likely to be costly to imitate and a source of sustained competitive
advantage.


Recently, even Porter has backed off his original "stuck in the middle" argument
and now suggests that low-cost firms must have competitive levels of product differen
tiation to survive and that product differentiation firms must have competitive levels of
cost to survive.''^


7.7 SUMMARY


Product differentiation exists when customers perceive a particular firm's products to
be more valuable than other firms' products. Although differentiation can have several
bases, it is. in the end, always a matter of customer perception.


This document is authorized for use by Depeng Mo, from 1/3/2017 to 4/30/2017, in the course:
STRT 4501: Strategy in Action - Lamin (Spring 2017), Northeastern University.
Any unauthorized use or reproduction of this document is strictly prohibited*.








CHAPTER 7 Product Differentiation 239 •


A variety of bases of product differentiation have been described in the literature.
These bases of product differentiation can be discovered by the use of multidimen
sional scalingor by regression analysisof the determinant of product prices. In the end.
however, product differentiation is limited only by environmental opportunities and
creativity in exploiting those opportunities.


Tlie value of product differentiation has been studied by both Chamberlin and
Robinson.Their work suggests that a firm with a differentiated product can set its prices
higher than average total costs and thus obtain an above-normal profit. Each of the
bases of product differentiation can be used to neutralize environmental threats and
exploit environmental opportunities.


The rarity and imitability of bases of product differentiation vary. Highly imitable
bases include product features. Somewhat imitable bases include product mix, links
with other firms, product customization, and consumer marketing. Cost-to-imitate
bases of product differentiation include linking business functions, timing, location,
reputation, and service and support.


The implementation of a product differentiation strategy involves managing sev
eral organizing tensions, including (1) lockstep collaboration across all of a firm's func
tions versus no collaboration. (2) chaos versus bureaucracy, (3) overconnecling with a
firm's past versus disconnecting with a firm's past, and (4) overcommitment to one
view of how a market is likely to evolve versus no vision about how a market is likely
to evolve. Firms can use organizational structure, managerial controls, and compensa
tion policies to help manage these dilemmas. Organizational structure can be used to
manage the first dilemma through a U-form structure with cross-functional product
development/management teams when appropriate. Leadership roles can also help to
resolve the second of these organizing dilemmas. Managerial controls can be used to
manage the last three remaining organizing dilemmas through the use of broad deci
sion-making guidelines that provide managerial flexibility within those guidelines, a
policy of combining the old and the new in an organization, and a policy of small exper
iments. Compensation policy can be helpful in resolving these dilemmas by creating ap
propriate managerial incentives for implementing a product differentiation strategy.
Because of the multifunctional nature of this implementation, firms often have to use a
balanced score card approach to compensation.


A variety of organizational attributes are required to implement a product differ
entiation strategy successfully. Porter has argued that contradictions between these or
ganizational characteristics and those required to implement a cost leadership strategy
mean that firms that attempt to do both will perform poorly. More recent research
notes the relationships among product differentiation, market share, and low costs and
observes that some firms have learned to manage the contradictions between cost lead
ership and product differentiation.


Review Questions


1. Although cost leadership is perhaps less re- firm pursuing a product differentiation
levant for firms that pursue product differ- strategy?
entiation, costs are not totally irrelevant. 2. Product features are often the focus of product
What advice about costs would you give a differentiation efforts, yet product features
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are among the easiesl-to-imitate bases of
product differentiation and thus among the
least likely bases of product differentiation
to be a source of sustained competitive ad
vantage. Docs this seem paradoxical to you?
If not. why not? If yes, how can you resolve
this paradox?


?>. What are the strengths and weaknesses of the
different empirical approaches to describing
the bases of product differentiation discussed
in the chapter? What can these empirical ap
proaches do for a manager that more concep
tual approaches cannot do? What can the
conceptual approaches do for a manager that
the more empirical approaches cannot do?


4. "Monopolistic competition" is the term that
Chamberlin developed tt) describe firms pur
suing a product differentiation strategy in a
competitive industry. In Chapter 4 it was sug
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