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Foreword

Stakeholders Matter: A New Paradigm for Strategy in Society is an
important book. It ushers in a new wave of scholarship in manage-
ment theory. The new era that is upon us obliges us tell a new story
about business, as an institution that is firmly set in society, rather
than apart from it. The authors take globalization, mega-change due
to information technology, and the emergence of new and innovative
business models as normal to this new era. The old way of thinking
about business as a purely economic and instrumental tool for the
benefit of financiers is no longer useful. The new narrative of business
must be told in stakeholder terms to allow for the diversity of business
forms that we are seeing in the twenty-first century.

When the authors claim that a new paradigm has emerged for stra-
tegic management, they are being too modest. Their proposals do no
less than rewrite the contract between business and society. First of
all, they broaden the notion of business as the engine of economic
activity by focusing on value creation for stakeholders rather than
economic value for shareholders. Business in the twenty-first century
must be seen as an institution which creates value for customers, sup-
pliers, employees, communities, financiers and society. Second, one of
their key arguments is that this new narrative about business, indeed
the new social contract, contains three licenses: (1) license to operate;
(2) license to innovate; and (3) license to compete. The combination
lays out a new agenda for thinking about the purpose of the firm, its
strategic vision and its business model for value creation.

Equally as important as the substance of their argument, is the pro-
cess of research on which this book is based. It comes from a multi-
year, multi-company, multi-disciplinary perspective which the authors
have developed over the past decade. It shows us a different way to
conceptualize research that is at once intellectually rigorous, based on
an analysis of good practice, and speaks to academics and thoughtful
practitioners. Business research in the twenty-first century needs to

XV



xvi Foreword

reflect the massive changes that the institution itself has undergone.
We cannot afford only narrow disciplinary studies that stand closer
to scientism than to improving and interpreting business practice. As
the authors demonstrate, there is no trade-off between rigor and rele-
vance. Good research must be both conceptually rigorous and prac-
tically relevant. Stakebholders Matter is such a work.

It is an honor to publish this book in the series on Business, Value
Creation, and Society. The purpose of this series is to stimulate new
thinking about value creation and trade, and its role in the world of
the twenty-first century. Our old models and ideas simply are not
appropriate today. We need new scholarship that builds on these past
understandings, yet offers the alternative of a world of hope, freedom
and human flourishing. Professors Sachs and Ruhli have produced
just such a volume.

R. Edward Freeman

University Professor

Academic Director, Business Roundtable
Institute for Corporate Ethics

The Darden School

University of Virginia

Charlottesville, Virginia USA
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1 Challenges for a new paradigm
in strategic management

The future of business in society: social
and economic changes

During the last decades, both business and the society have undergone
enormous changes. A few key examples may illustrate this: techno-
logical and scientific progress, changes in social structures and mind-
sets, globalization, development of new players in the world economy
such as Brazil, China and India, and the downturn of Communism.
This has opened new horizons for firms but also for customers, sup-
pliers, citizens, and for many other kinds of stakeholder groups.

However, there have also been fundamental challenges and nega-
tive effects caused by these changes that also impact the firm and its
stakeholders. The rising defaults on subprime mortgages in the United
States illustrate such a fundamental challenge, as these defaults trig-
gered a global crisis in the financial system. As a result, leading invest-
ment banks collapsed and the US government carried out massive
bail-outs. Similar observations can be made for Europe and Asia.
Even national economies have encountered serious difficulties. Greece
and Ireland, for example, have had to be bailed out by the European
Union and the International Monetary Fund (IMF).

For economic theory, these incidents turn out to be empirical tests
in the worst sense, as Barbera claimed shortly after investment banks
collapsed worldwide: “But for the majority of economists, those who
use theory to try to make sense of the world, shouldn’t we all agree
that the new classical framework failed in spectacular fashion last
year?”! Not only was the economy greatly affected but also the whole
of society, as Stiglitz emphasized: “The financial sector has imposed
huge externalities on the rest of society. America’s financial industry
polluted the world with toxic mortgages.”” Due to the global crisis in
the financial system the confidence in corporations has waned and led
to a crisis which has had a strong impact on society as a whole. All



2 Challenges for a new paradigm

these developments have become an economic and a social challenge
at the same time.’

In the interplay between business and society today, areas of con-
flict need to be overcome and the focus needs to be shifted away from
the one-sided dominance of the economic sector, as Reich emphasizes:
“Something I call supercapitalism was born. In this transformation,
we in our capacities as consumers and investors have done signifi-
cantly better. In our capacities as citizens seeking the common good,
however, we have lost ground.” Already a decade earlier Habermas
blamed the dominance of the economic sector, when he recognized a
structural transformation that “restricts the latitude of national gov-
ernments, their remaining options no longer allowing them to ‘cush-
ion’ undesirable social and political consequences of transnational

»5

economic transactions.” The roles of the nation state and of the
economy are challenged, as market mechanisms have gained weight
excessively in relation to other social and political processes. Giddens
concludes, “A good society can be defined as one in which there is an
effective balance between a competitive marketplace, a robust third
sector or civil society and the democratic state.”®

The dominance of the economic sector has been questioned by a
wide range of people. This can be illustrated by a worldwide BBC poll
in twenty-seven countries, including over 29,000 people. It showed
that people are highly dissatisfied with free-market capitalism; only
11 percent said that the free market was working well, and the major-
ity thought that the capitalist system was in need of regulation and
reform.’

The economic and social changes also impact individual firms and
their stakeholders. They are confronted with new expectations and
growing complexities and dynamics in the context in which they oper-
ate, and this leads to new or changing and more demanding stake-
holder interactions. Until recently, most corporations concentrated on
one or very few stakeholders who are directly related to the firm’s
value creation process. Freeman et al. describe the concentration on
one stakeholder by using different narratives of capitalism: “These
narratives do not simply ignore other stakeholders. Rather, each nar-
rative presumes that by focusing on the interests and rights of their
dominant group, all other stakeholders will benefit.”® But more and
more firms realize that this narrow business model no longer fulfills
the expectations of their strategically relevant stakeholders, including
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shareholders. The need to shift to a new paradigm in strategic man-
agement is evident and has to be understood in the larger context of
economic and social development.

Requirements for a new paradigm in
strategic management

Historic nature of paradigms

The challenge of change is not only prevalent in reality but also in the
sciences, and can be the kick-off for a paradigm shift. At any given
period of time, scientific ideas are closely related to the dominant
worldview. Worldview is defined by Habermas as the basic construct
with which we interpret the world.” Science is a social construct, as
it is conceived by human beings. Like other social realities, it is sub-
ject to different systems of interpretation, and therefore different sci-
entific worldviews have existed over time (see also the Appendix in
this volume). Since the seminal work of Kuhn’s Structure of Scientific
Revolutions, there is a general understanding that there are no time-
less and universal concepts of science or scientific methods that would
satisfy all claims.!” Insights such as new scientific findings evolve, or
conditions undergo extreme transformations when findings or changes
cause anomalies in previous scientific explanations.

To understand such changes in scientific ideas, Kuhn uses the term
“paradigm”: “On the one hand, it stands for the entire constellation
of beliefs, values, techniques, and so on shared by the members of a
given community. On the other, it denotes one sort of element in that
constellation, the concrete puzzle-solutions which, employed as mod-
els of examples, can replace explicit rules as a basis for the solution
of the remaining puzzles of normal science.”'' This definition makes
evident that each theory has underlying core values. Even though eco-
nomic theory claims to be objective and not to rely on values, it is
grounded in specific values.'” Putnam calls such values epistemic."”
The epistemic values of a researcher impact why he selects a specific
theory and which basic assumptions he presupposes. Putnam con-
cludes with a historic overview of how researchers approach science:
“Many who refer to values as purely ‘subjective’ and science as purely
‘objective’ continue to close their eyes to this same fact.”'* In this
realm he refers to Sen’s book On Ethics and Economics,"” in which
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Sen reflects on the basic assumption of self-interest of actors: “The
idea that only self-interested values are rational is even harder to

defend.”'®

Origin of the economic paradigm

In the natural sciences in the last century, the confirmation and refu-
tation of hypotheses were the ideal methodology, and objectivity
was consequently in the foreground.'” It has also shaped the current
understanding of the economic paradigm, which we will discuss in
more detail in Chapter 2.

The understanding of the economic paradigm is originally rooted
in the period of the Enlightenment. Adam Smith developed his fam-
ous concept of the invisible hand based on the liberal ideas of utilitar-
ianism. It makes the assumption that the actions of individuals based
on self-interest and market coordination lead to an increase in total
welfare: “And he is in this, as in many other cases, led by an invisible
hand to promote an end which was no part of his intention.”'® Adam
Smith makes the moral assumption that human beings — and not the
government — know best what makes them happy and under which
circumstances. His theory is based on his observations of the political
and economic developments in the eighteenth century.

In the course of development, the understanding of the economic
paradigm with the basic assumptions of individual self-interest and
the hypothesis of market efficiency still impacts the strategic man-
agement of firms today,'” the theory of the firm”’ and also shapes our
current understanding of capitalism.”'

Post-Enlightenment Capitalism

Until recently the underlying basic assumptions of the economic
paradigm were accepted by many scholars and were seldom criti-
cized with any effective results by powerful social movements. But
this acceptance started to be questioned as stakeholders manifested
dissatisfaction with economic developments (e.g. negative effects of
globalization). Striking incidents of corporate scandal took place
in 2003 (e.g. Enron) and later in 2008 in the financial crisis. The
oil spill in the Gulf of Mexico caused by a drilling rig explosion in
2010 and the Fukushima disaster in Japan are further examples.
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Since then discussions about a new understanding of strategic man-
agement, the theory of the firm and the capitalist system have taken
place regularly, even at such prestigious events as the Academy of
Management’s annual meeting (see Chapter 2, p. 34) and at the con-
ference of the European Academy for Business in Society (EABIS).>
In this context the responsibility of business schools is also being
questioned, as most of them do not critically reflect on the domin-
ance of the traditional economic paradigm.”’

Shortly after the wake-up calls mentioned above, scientists in the
economic field began to discuss what the future of capitalism could or
should be. Nobel Prize winner Stiglitz, for instance, claims that wrong
basic assumptions are one of the main reasons for the financial crisis:
“Conservative ideology, along with unrealistic economic models of
perfect information, perfect competition, and perfect markets, fos-
tered lax regulation, and campaign contribution helped the political
process along.”?* In addition to these unrealistic models he questions
the basic assumptions of self-interest of the actors: “Our rules and
referees were shaped by special interests; ironically, it is not even clear
whether those rules and referees served those special interests well. It
is clear that they did not serve the national interests well.”>’ He is quite
clear about the boom of regulations taking place at the moment, and
states that they are just of a cosmetic nature and not the solution for
the real problems. Nobel Prize winner Phelps also questions the term
“free market” and calls for more innovation in business: “Capitalism
is not the ‘free market’ or laissez faire — a system of zero government
‘plus the constable’ ... If we still have our humanist values we will try
to restructure these sectors to make capitalism work well again - to
guard better against reckless disregard of uncertainty in the financial
sector while reviving innovativeness in business. We will not close the
door on systems that gave growing numbers rewarding lives.”?* There
seems to be a growing agreement that traditional capitalism based on
abstract models and basic assumptions such as self-interest and effi-
cient market hypothesis is not the solution.?”

Mainstream thinking in strategic management, in the theory of
the firm as well as in the understanding of capitalism, is challenged
to move ahead to a modern way of thinking. Vidal calls this “Post-
Enlightenment Capitalism”: “If a Post-Enlightenment Capitalism
emerges in response, it will require markets that function for the
general interest as much as they do for the private interest, and
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government, firms and civil society working on a scale of effectiveness
the likes of which history has never before witnessed.”?*

Multi-paradigm concepts to reflect reality

To contribute to these diverse expectations, multi-paradigm concepts
are being explored.”’ In this stream of thinking, scholars are trying
to bring together aspects of different paradigms at a meta-level for
a better grasp of reality. But if we are drawing on the bases and the
assumptions of different paradigms we are confronted with incom-
mensurability. Scherer and Dowling emphasize, “In modern times the
problem of incommensurability has been recognized by all sciences
especially since the term was introduced by Thomas Kuhn (1962,
1970) as a catchword for the assertion that one cannot reach a meta-
level point of reference to decide objectively between competing the-
ories from different paradigms.”"

But Gioia and Pitre offer a solution to handle the issues of incom-
mensurability: “The multiple-perspectives view implies a kind of
meta triangulation not across methods within a single theory or para-
digm, as is currently in vogue, but across theories and paradigms.”’'
The authors emphasize that the methodological assumptions of sub-
jective and objective are not clearly distinct notions but actually
a continuum. To capture these blurred boundaries they label the
parts of such continuums as “transition zones.” Our contribution
to the stakeholder paradigm builds on Gioia and Pitre’s concept (see
Chapter 5, p. 80).

Our contribution to the stakeholder paradigm

In our research we are motivated by the challenges mentioned above.
We aim to contribute to the upcoming stakeholder paradigm for
value creation based on a multiple-perspectives view.?”> In today’s
society, human beings are understood to combine their interest and
purposes in different organizational forms from informal groups to
highly professionalized organizations. Giddens deals with the origin
and the development of such organizations in the course of history.*
Every society has to address the issue of integration. In a simple,
small society, social integration is made by face-to-face communica-
tion. In developed and increasingly large societies this kind of social
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integration is not possible anymore due to the complexity. Therefore,
different kinds of organizations (e.g. firms, legal authorities, NGOs,
specific stakeholder interest groups, etc.) are needed for mediation in
large societies.’* These different organizations are connected with
each other through various interactions. Together they make up the
whole of a society. Such organizations can develop the capability to
be part of mutual value creation processes (see Chapter 4, p. 58). A
vision for a strategy to achieve mutual value creation in society is
required, and our aim is to contribute to it. This is the focus of this
book.

Our theoretical and empirical journey of the last nine years has
shown us that the Stakeholder View of Strategy, as described in the
book Redefining the Corporation, to which we also contributed, was
a development in the right direction.* But with respect to the changes
and the challenges mentioned above it did not always go far enough.
What we have experienced, primarily since 2002 when the book was
published, is that if we want to advance the stakeholder paradigm,
we not only have to consider stakeholders as potential risk or benefit
providers for a given firm, but we have to think of the firm and the
stakeholder interlinked in a network with each of them contributing
to value creation. Stakeholders generally have to deal with issues that
are similar to those of the corporations, or are involved in the devel-
opment and use of innovative products or services. This fact emerged
very impressively during our empirical investigations, where we
talked with managers and stakeholders in semi-structured interviews
in order to understand their perceptions of value creation. Managers
increasingly acknowledge that stakeholder relations are a key elem-
ent in their value creation process, and that it is not possible for the
firm to fully control the complexly evolving stakeholder networks.
Stakeholders not only provide potential benefits and risks to the firm,
but very often they are highly qualified and experienced in the field
they are active in. Others are impacted involuntarily by value creation
processes. We also learned during the interviews with representatives
of the firms and stakeholders that they are exploring new forms of
interactions with each other when they engage in value creation.

We therefore have new material from our case research to present:
as an example, pharmaceutical corporations, healthcare insurers and
patient organizations have different and sometimes opposing perspec-
tives on what is useful for advancing the health of patients. In the past,
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the corporations and their stakeholders fought among themselves and
lost sight of their common purpose of enhancing healthcare. Each of
them tried to control the other’s reaction to specific issues and thereby
missed opportunities to advance healthcare for their patients. In the
setting of our action research, they have started to realize that despite
their different approaches, they also have similarities and common
views. Building on these similarities has helped them to overcome the
“old” management paradigm of controlling the other stakeholders,
and has enhanced their ability to find new and innovative solutions
together.>°

Path toward a new stakeholder paradigm

As discussed thus far, firms and their stakeholders are confronted not
only with purely economic change but also with the growing com-
plexities and dynamics of the social context in which they operate, as
well as with more and increasingly differentiated expectations. The
existing theories under the umbrella of the dominant economic para-
digm are not sufficiently developed to tackle the economic and social
changes as discussed above.

On the basis of these considerations, we propose a stakeholder para-
digm for value creation that embraces how corporations and stake-
holders can work together in networks, to create innovative products
and service or innovative solutions for common issues. This suggests
a new understanding about what stakeholders are, and the corpor-
ation’s role in its stakeholder network.

In order to develop our understanding of a stakeholder paradigm
(see Figure 1.1 for an overview), we will begin in Chapter 2 to analyze
and compare according to specific criteria the basic assumptions of
the economic theory of the firm and the dominant theories of strategic
management. In this way, we can recognize the important strength
of these approaches, and can also work out where they fall short.’?”
These approaches are contributing elements to our understanding of
the stakeholder paradigm. In Chapter 3 we discuss those elements of
the stakeholder theory, on which we build our own understanding
of the stakeholder paradigm. Chapter 4 looks at approaches already
discussed in the literature of a stakeholder paradigm in strategic man-
agement. Applying the same criteria in Chapter 2, the basic assump-
tions of the two approaches, the stakeholder theory of the firm and
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Figure 1.1 Structure of the current book

Stakeholder Capitalism, will be analyzed. Here the contributions to
our understanding of the stakeholder paradigm will be identified, as
will the further developments that we perceive as necessary.

The heart of the book is Chapter 5, in which we present our under-
standing of the stakeholder paradigm. Also, the differences in the
basic assumptions from the economic paradigm will be pointed out.
The operationalization of the stakeholder paradigm as we understand
it will be developed by the three licenses: to operate, to innovate and
to compete. These licenses are not exclusively the legal authorization
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for corporate activity, but rather a comprehensive entitlement for a
mutual value creation process between firm and the stakeholders.
The operationalization is supported by our empirical case research.
In Chapters 6 to 8 we discuss how, in the perspective of the three
licenses, the firms and the stakeholders engage in value creation with
greater benefits and fewer risks for themselves and for each other.
The basic assumption is that value creation based on mutuality in
a network view is more valuable than satisfying pure self-interest in
an unrelenting struggle for more individual profit. In the concluding
Chapter 9, we address the question of how such a paradigm shift
could come about, and what the resulting economic, cultural and
legal/structural impacts might be.

This book seeks to stimulate a new approach to the understanding
of value creation. In so doing, it places human beings and their qual-
ity of life at the center of the consideration. The paradigm change
we propose is not a revolution, since it should build on, maintain
and increase previous approaches to value creation. Rather, it is a
fundamental evolution, in which the mutuality of value creation in
networks is the primary concept.



PART I

Development of the basic
assumptions of a new
stakeholder paradigm






2 The economic paradigm and
its basic assumptions

As developed in Chapter 1, a major part of traditional theory build-
ing in the field of strategic management is rooted in the economic
paradigm. Every theory is based on assumptions that allow but also
limit the insights it provides;' therefore it is important to be aware
of these basic assumptions. In the following sections, we discuss
the assumptions underpinning the modern theory of the firm and
those of strategy theory, so as to emphasize the differences from
the upcoming stakeholder paradigm which will be the content of
Chapter 4.

The economic paradigm of the theory of the firm

The neoclassical model of economic theory is anchored in the basic
assumptions of “homo economicus” as self-interested and rational
actor.” In general the theory of the firm shares this understanding.
However, this concept has been increasingly questioned as anomal-
ies have been observed in decisions, which contradict the assumption
of decision-makers acting completely rationally.’ Simon’s early art-
icles established a basis for this development,* by distinguishing two
basic perspectives: “perfect rationality” and “bounded rationality.””
Bounded rationality was based on the limited informational and cog-
nitive capacity of the decision-makers on the one hand, and envir-
onmental uncertainties on the other. Thus, not optimization but
satisfaction is important when making decisions.

In the following section, the questions posed in Figure 2.1 will be
used to describe the assumptions that underpin the theory of the firm.
In fact these questions are commonly used as criteria for analyzing
the underlying assumption of modern firm, organization and strategy
theories.®

13
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Figure 2.1 The firm and its environment

What is the purpose of the firm and its underlying
principle of value creation?

Most probably the theory of the firm was first discussed by Knight
in 1921, but Coase is seen as the father of the modern theory with
his seminal article “The Nature of the Firm” in 1937.7 In this view,
the firm as the unit of analysis is seen as an economic entity whose
purpose is to optimize cost and benefit. Since then different streams
of research have been established for the theory of the firm, such as
the principal agent theory,® the transaction cost theory” and the prop-
erty rights theory'® to explain why firms exist and how firms perform
successfully.'” Freeman et al. emphasize four concepts of business in
this realm: business as markets and maximizing shareholder value
represented by Friedman, business as agency proposed by Jensen,
business as competitive strategy introduced by Porter, and business as
transaction—cost economizing by Williamson.'”

The purpose quite generally of the firm in these approaches is to
allocate resources to activities that increase its economic success.
Friedman emphasizes this thinking in the following quotation: “In
such an economy (a free economy), there is one and only one social
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responsibility of business — to use its resources and engage in activ-
ities designed to increase its profits so long as it stays within the rules
of the game, which is to say, engages in open and free competition,
without deception or fraud.”"® Jensen focuses on the maximization
of a firm’s value that is also expressed in purely financial terms.'
Managers must aim at increasing the firm’s value in the long run.
Jensen claims that firms are not able to maximize more than one
value dimension, and therefore should concentrate on maximization
of the market value as this is also beneficial for social welfare. This
understanding of a firm’s purpose reflects the underlying assumption
of homo economicus, as making rational decisions based on his own
and his firm’s best interest. This is supposedly in harmony with the
aim of society to maximize social welfare.

Who are the actors and who are the owners?

The modern theory of the firm is often called shareholder focused
for two main reasons: first with respect to the principal agent the-
ory, which focuses on the principal as shareholder.'” And, second,
with respect to property rights theory, as the owners are very often
the shareholders as sole residual claimants.'® Based on their property
rights, the owners are also legitimated in controlling the firm. All
other stakeholders are modeled in a nexus of (complete or incom-
plete) contracts.'” Therefore, capital investors are of key importance
as they enable a process of value creation by investing financially in
the firm.

What are the main attributes of actors and their bebhavior?

All the different streams in the modern theory of the firm are still
based on the assumption of rationally behaving individuals;'® how-
ever, they have also examined important limits of rationality. The
amplification of the concept of “homo economicus” means the grad-
ual broadening of the behavioral foundation. Therefore opening the
neoclassical black box leads to the challenging task of building models
that take the new insights on individual behavior into account, while
at the same time preserving the overall uniformity of the former neo-
classical model."” Furthermore, the aggregation of individual behav-
ior is not always the optimal solution for society as a whole.?” Modern
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economic models need to take into account that the aggregation of
individual behavior might not reflect important cause and effect rela-
tionships, and that they therefore have to consider the different condi-
tions under which firms act.

With regard to bounded rationality introduced by Simon,*' Foss??
maintains that not many theories of the firm actually include it. The
reason is that bounded rationality is difficult to model as it describes
behavior as a “decision process response.””’ He also explains that
economists are not interested in modeling bounded rationality, because
they believe that this is not necessary for explaining why incomplete
contracts exist.”* They regard it as self-explanatory. Depending on
the theoretical approach, the boundaries of the actors’ rationality are
considered differently (see also Table 2.1).

What are the conditions of the environment?

In economic theories, the environment of the firm is primarily seen as
consisting of markets. Firms are embedded in these markets. Market
forces, structures and equilibrium are therefore the center of inter-
est and are considered as efficient coordination mechanisms. This is
called the “efficient market hypothesis.”>* Coase raised the question
of why firms exist at all and why transactions are not handled exclu-
sively via the market.’® He found his answer in connection with trans-
action costs. He submits that in some cases the transaction costs are
lower in the hierarchy of the firm than in the market. Therefore it is
more efficient to produce goods and services within the firm rather
than to buy them from the market. This means that competition in
the market is not always the most efficient coordination principle.
This also explains the boundaries of the firm.

Final remarks

In the paragraphs above, we mention some similarities of the differ-
ent approaches of the modern theory of the firm with respect to the
underlying assumptions.

Table 2.1 summarizes these common assumptions, along with some
differences among the three main theoretical approaches, namely prop-
erty rights theory, transaction cost theory and principal agent theory.
We are thankful for Joseph Mahoney’s valuable specifications.



Table 2.1 Main theories of the firm*

Theories of the firm

Common Property rights Transaction Principal agent
assumptions theory cost theory theory

Purpose of the firm and value creation

e Firm as an e Efficient e Efficient e Efficient
economic handling of transfer of design of
institution residual property rights the firm’s

¢ Value creation for claims and and the related management
capital investors property rights transaction structure in

regarding the costs in corporate
value creation corporate value creation
of the firm value creation

Main actors and owners

* Owner ¢ Individual e Individual ¢ Contractual
(shareholder) actors with actors to agreement
primacy (sole right of use whom between
residual claimants)  (property property principal

¢ Nexus of (complete  rights), residual  rights are and agent
or incomplete) control rights transferred
contracts and disposition

e Property rights rights (residual
based on capital claims)
investment

Main attributes of actors and their behavior

¢ Individual profit ¢ Bounded * Bounded ¢ Bounded
maximization/ rationality rationality rationality
opportunism (through (through (information
(aggregation of information information asymmetries)
individual actors) processing processing

¢ Bounded capacity) capacity)
rationality

o Self-interest

Environmental conditions

¢ Hierarchy (firm) ¢ Team e Uncertainty/  ® Adverse

¢ Competition production complexity selection
(market) ¢ Leverage e Specificity ¢ Moral hazard

effect ¢ Hold up
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Summarizing the economic paradigm, we can conclude that the
ability to characterize the firm as a profit-generating institution inte-
grated in markets in abstract models is still salient. As one of the main
advantages of these kinds of models, Hart sees that “theory lends
itself to an elegant and mathematical formalization.”?” The extension
of “homo economicus” does not question the tradition of economic
models as being cause-and-effect related and measurable.

Still it would be narrow-minded to blame the modern theory of
the firm for being a mere caricature of a firm, as Hart claims for the
former neoclassical model.?® Rather we can conclude that these kinds
of models are able to show, on the one hand, fundamental cause—
effect relationships with respect to economic problems of firms; and
on the other hand, that important parts of these relationships are
measurable. The main purpose of theorizing about the firm as models
of limited economic cause-and-effect relationships is to increase eco-
nomic rationality by illustrating why and how firms are more prof-
itable. We will discuss the limitation of these models in more detail
in the last paragraph of this chapter (see pp. 32-34) and turn now to
strategy theory, in which the main premise of economic theory since
the 1980s is to be found.

The strategy theory: general remarks

Strategy theory is particularly concerned with the question of why
firms differ in their strategic behavior and economic success in the
long term, i.e. why they realize different economic rents even when
they operate under comparably competitive conditions and social
environments. The issue is framed by the question, “Why do firms dif-
fer from each other?”?° Hult, Ketchen and Slater,’’ as well as Rumelt,
Schendel and Teece,’' regard this question as the most important one
to be answered regarding differences in firm performance. Also, the
entrepreneurial reality has impressively shown that firms in the same
industry differ in either being successful or remaining unsuccessful
over time. If conditions are comparable, the differences in strategic
behavior and success can be explained by the bounded rationality of
managers and employees. This means that they interpret similar situ-
ations and strategic options differently, and therefore also act differ-
ently regarding strategy. The task of strategy theory is consequently to
develop frameworks for explaining differences in economic success.
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In this vein, Mahoney and Pandian write, “Strategy can be viewed as
a ‘continuing search for rent’.”*

The perspective, which assumes that firms can generate a sustain-
able rent in a competitive environment, was discussed in economic
theory early on. At this point, the Ricardo rent must be mentioned,
which is explained by the limited availability of resources under con-
tinuing demand. Monopoly rent is explained by power over price. And
Schumpeter’s entrepreneurial rent is achieved by the risk-taking activ-
ities of entrepreneurs acting in complex business environments.*’

In the next section, following the mainstream of strategy theory
today, we will focus on the content-oriented argumentation. It con-
tributes in a substantial way to how value creation occurs in a firm,
and attempts to explain the differing strategic success of firms based
on firm-specific, sustainable, competitive advantages in the value cre-
ation process. This perspective is based on the assumption that firms
are different regarding the content of their strategies, i.e. their devel-
opment differs even though they face the same or similar contextual
conditions. The establishment of a sustainable, defensible competitive
advantage, and therefore of differences in the firm’s strategic success,
is influenced by the discretion of managers (actors) making decisions
within the value creation process.

Traditional strategy theory offers two basic justifications for
these differences: the “industry structure view of strategy” (ISV)**
and the “resource-based view of strategy” (RbV). In the following
paragraphs, we will give an overview of these two argumentations
for strategic success and will then elaborate on their basic assump-
tions. Both approaches provide valuable insights for the develop-
ment of the stakeholder paradigm that we develop in more detail in
Chapter 5 (p. 78).

The strategy theory: the “Industry Structure
View of Strategy” (ISV)

Economic theory of competition forms the general theoretical back-
ground of the industry-oriented perspective (ISV). The ISV is pri-
marily rooted in Industrial Organization Economics (IO), which is
concerned with the behavior of competing firms and how market
structures and market forces influence the firm’s success.’* According
to Foss, the focus of early IO is clearly described by Bain:*® “I am
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concerned with the environmental setting within which enterprises
operate and in how they behave in these settings as producers, sellers
and buyers.”?”

Strategy theory in the 1970s and 1980s was built on this body of
knowledge and this environmental, mostly product market related,
orientation.’® The ISV approach led to a breakthrough in strategy,
which has been presented in a comprehensive way by Porter.”” We
hereafter refer to his seminal contributions. “The result of these the-
oretical breakthroughs in the field of strategic managerial and related
disciplines has been a rapid growth in the intellectual maturity of
strategic management.”’ Therefore we will discuss the ISV on the
basis of its most prestigious representative, Porter, whose research
focuses on the ongoing strategic success of firms from the industrial-
economics perspective.

What is the purpose of the firm and its underlying
principle of value creation?

To Porter, the essence of strategy theory is the following: “To explain
the competitive success of firms, we need a theory of strategy which
links environmental circumstances and firm behavior to market
outcomes.”! Thereby, the environment is understood as “the indus-
try” and the focus is on the firm and its strategic business units in
industry. “The basic unit of analysis in a theory of strategy must
ultimately be a strategic distinct business or industry.”** This leads
to the SCP paradigm (Structure—Conduct-Performance) as the basic
causality explaining strategic success in the ISV.

The purpose of a firm is seen thereby in an economic sense: “The
generation of above-normal rates of return (i.e. rents) is the focus of
analysis for competitive advantage (Porter, 1985).”* This was recently
confirmed by Freeman et al.: “The primary and, to some scholars,
only important dependent variable was economic performance, typic-
ally measured in terms of profitability or shareholder returns.”** This
fully reflects the economic paradigm.

The causalities leading to above-normal economic performance
(the conducts) are based on the firm’s monopolistic position in the
industry. To determine this position, Porter developed the frame-
work of the five forces. It particularly shows the industries’ structure,
meaning which industries or sections within an industry have a low

)
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level of competitiveness and therefore a potential for monopolistic
conditions, which increases the industry’s long-term potential profit-
ability. The lower the level of these competitive forces, the lower the
level of competition. And therefore the higher the attractiveness of an
industry and the chance for a firm to find a monopolistic position and
thus the strategic potential for success. “Strategy can be viewed as
building defense against the competitive forces or finding a position
in the industry where the forces are weak.”® In recent publications,
the causality between market orientation and strategic success has
been analyzed in more detail, showing that the influence from factors
like culture, market information processing, organizational respon-
siveness, etc. can also influence success.*

Based on an industry analysis using the five forces concept, the firm
must organize its strategy by choosing appropriate activities in its
value chain. This leads to its position in the industry. But a strategic
position is not sustainable unless a firm chooses a trade-off with other
competitor positions and therefore finds a unique position. Continuity
strengthens the strategic position; frequent changes in strategy are
costly and confusing for customers and employees.*’

Who are the actors and who are the owners?

The ISV is characterized by a managerial perspective, and managers
are therefore the main actors. The managers’ decisions, their behavior
and their understanding of the industry determine the strategy. The
general managers’ core role is to establish, shape and maintain the
firm’s position in the market. Managers focus on the industry struc-
tures and the economic causalities to create, maintain and exploit
imperfect competition in order to earn an ongoing strategic rent.*
Managerial choice therefore is fundamental. “The managerial choices
which are made under uncertainty about the future, define the firm’s
concept for competing (positioning), in configuration of activities, and
the supporting investments in assets and skills.”*” Managers should
serve the interest of shareholders as Porter sees the meaning of posi-
tioning in superior and sustainable financial performance.

As competition is basic for the ISV, the new and incumbent com-
petitors, the suppliers and the customers are the most important con-
stituents. But they are not seen in a stakeholder perspective but much
more as rivals in an ongoing struggle, exercising their power against
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the focal firm and constantly competing for a higher proportion of
the firm’s rent. The industry structure is important for rent appro-
priation, i.e. how much rent can the firm retain and how much is
bargained away by customers, suppliers or new entrants.

Interestingly enough, and forced by increasing claims for the social
and ecological responsibility of firms, Porter and colleagues recently
took some first cautious steps toward identifying a broader range of
stakeholders potentially relevant to a firm’s strategic success.’” “The
moment for an expanded view of value creation has come. A host of
factors, such as the growing social awareness of employees and citi-
zens and the increased scarcity of natural resources, will drive unpre-
cedented opportunities to create shared value.”' The major benefit
from these insights is the corporate awareness of social stakeholder
potentials, as firms have to take society as a whole into consideration
and not merely individual stakeholders.

The chain of causalities explaining ongoing strategic success in the
ISV starts with the competitive forces and the activities underpinning
it. At this level, there is no link to the institutions or people (stakehold-
ers) providing these activities and influencing the causalities leading
to strategic success. Therefore even Porter himself sees the necessity
“to push even further back the chain of causality.”*”

What are the main attributes of actors and their bebhavior?

Based on an understanding of the five competitive forces and the set
of activities available to a firm in its value chain, Porter suggests three
generic strategies to choose from, namely cost leadership, differenti-
ation and focusing.’’

In a cost leadership strategy, the focal firm is able to reduce its costs
for products or services below those of all of its competitors while still
maintaining a comparative level of quality. This generates economic
profit available in a dynamic perspective to reduce the threat of each of
the five forces and to exploit opportunities offered by change in the rele-
vant industry (e.g. changes in technology or in demand). Differentiation
focuses on unique features of products and services compared to the
competitors. So the firm can set its price higher than the competitors
and, despite some additional costs, obtain above-normal profit, which
again is available to reduce the threats of the five forces and to exploit
chances resulting from industry development. Finally, focus means
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concentration on specific market segments, on specific geographical
areas or on specific products or services. Compared to non-focused
competitors, a focused firm can realize high prices or lower costs with
the respective strategic advantages mentioned above.

These three generic strategies typically offer basic trade-offs to a
firm’s management. Thereby, as we mentioned earlier, the future is
uncertain and the relevant causalities (activities) are manifold. In such
a situation managerial discretion exists and allows different behav-
ior despite similar conditions. As to the assumptions concerning the
actors’ behavior, there are no elaborated discussions in the ISV. But
given the need to interpret the uncertain competitive conditions and
the complexity of the trade-off decisions including managerial discre-
tion, one can conclude that the actors behave and decide somehow
under the conditions of intended and therefore bounded rational-
ity. “Strategic choice then expresses the top coordinator’s attempt to
maximize the rents.”>*

In their latest publication, Porter and Kramer confirmed that the
invisible hand of Adam Smith is still in charge but with a broader con-
cept of shared value: “It opens the doors of the pin factory to a wider
set of influences. It is not philanthropy but self-interested behavior
to create economic value by creating societal value. If all companies
individually pursued shared value connected to their particular busi-
nesses, society’s overall interests would be served.”” The authors have
developed new strategies to address their broader concept of shared
values connecting their outside-in view to the value chain.’® But this
concept lacks a connection to the former generic strategies.

What are the conditions of the environment?

As mentioned above, in the ISV the firm’s strategic success is explained
primarily, or almost exclusively, by causalities leading from the envir-
onment to strategic positioning, to competitive advantage, and finally
to the ongoing financial success of the relevant unit of analysis.

To show this, Porter refers to some empirical work he has done in
different industries in various nations.’’ The content of “environment”
is reflected in Porter’s five forces of competition (supplemented by gov-
ernment influence in his later publications). This means the “environ-
ment” is represented by a few economically and immediately relevant
stakeholders such as new and potential competitors, customers and
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suppliers. Opportunities for successful strategic actions are particu-
larly seen in product market imperfections (e.g. entry or mobility bar-
riers) and not in a firm’s resource heterogeneity. “The environment
both constrains and influences outcomes.”**

The applied terms and the developed causalities in this context are
overwhelmingly oriented toward competition (competitive advan-
tage, competitors, rivalry, etc.) and not toward cooperation. Only in
later publications does Porter discuss competitive advantage resulting
from firm agglomeration (clustering) in a nearby geographic environ-
ment.’” Complementers are seen as supporting actors. But the next
step, to see complementers as stakeholders providing not only benefits
but also influencing risks on both sides (firm and complementer), is
not yet discussed in these publications.

The link between a firm’s competitive environment and its success
in the ISV is understood in a dynamic perspective. Industry changes
open opportunities to promising new strategic positions.®’ “Firms
create and sustain competitive advantage because of their capacity to
continuously improve, innovate, and upgrade the competitive advan-
tage over time.”' This dynamic perspective relates in a way to an
entrepreneurial type of rent.

With time, Porter also expanded from a more local or proximate
environment as mentioned above to the broader national environ-
ment. He included such factors as demand conditions, supporting
industries or factor conditions at the level of a country in which a
company is acting,®> as well as to society.”> Therefore the dominant
factor for strategic success is still the environment.

Final remarks on the ISV

The earlier publications of the ISV are based on theoretical concepts
of industrial organization economics but also on empirical research
on corresponding mobility barriers or concentration of industries.®*
In a number of later studies, a particular focus was put on measuring
the influence of industry classification (industry effects) or of posi-
tioning (e.g. market share or effects of business segments) on profit
differences between firms. However, the results are contradictory.®’

The ISV and its environment-success assumptions have been criti-
cized in different respects. First of all, some scholars think that this
approach is not in line with the idea of social welfare espoused by
economists.
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Most authors agree that the original purpose of the structure-conduct-
performance paradigm in industrial organization economics was to isolate
violations of the perfectly competitive model to address these violations in
order to restore the social welfare benefits of perfectly competitive indus-
tries ... As applied by strategy theorists focusing on environmental deter-
minants of firm performance, social welfare concerns were abandoned in
favor of the creation of imperfectly competitive industries within which
a particular firm could gain a competitive advantage ... At best, this
approach to strategic analysis ignores social welfare concerns. At worst,
this approach focuses on activities that firms can engage in that will almost
certainly reduce social welfare.®®

In recent publications, Porter and Kramer®” intentionally take soci-
ety into account. They even claim that, “Profits involving a social
purpose represent a higher form of capitalism, one that creates a
positive cycle of company and community prosperity.”*® But all the
adaptations Porter and Kramer have intended in recent years do not
effect the basic assumption they state: “It is not philanthropy but
self-interested behavior to create economic value by creating societal
value.”®” Moreover, these adaptations or even the formulations of new
concepts such as the “shared value” are not coherent with former
publications. Such basic critique of the ISV already comes earlier in
1996 from Foss.”” He compares Porter’s publications over time. He
claims that, at the beginning, Porter had a clear and economically
sound basis in industrial organization economics; IO was a funda-
mental part of the ISV of strategy.”! According to Foss, in Porter’s later
publications,”” he loses this clear line of thinking and makes a shift
toward the complexity of the firm’s internal activities.”” Therefore,
the dominant logic of the influence of the environment on competitive
strategy suffers; the firm is conceptualized in different ways which are
difficult to integrate. Foss criticizes that neither the frameworks nor
the underlying theories are well linked. In their latest publications, for
example, they make no reference to any theory!”

Other critical remarks also emphasize the fact that in the ISV external
factors almost exclusively determine the strategy. Internal, firm-specific
and resource-based causalities leading to strategic success are neglected.
This position is justified in the ISV by the assumption that strategic
resources are highly mobile and therefore available to all competitors.
This assumption eliminates resources as possible sources of competitive
advantage. “There is much about the ‘environment’ but little about the
‘company’ ... the firm-specific components of competitive advantage are
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never seriously addressed.”” These criticisms led to a more resource-
based approach of strategy which we will develop below.

The ISV assumes that constant or at least long lasting factors
exist, which influence the (market) environment structure. Authors
like D’Aveni reject this by emphasizing an environment in constant
fundamental and turbulent change, and that therefore it is nearly
impossible to sustain advantages over time. He describes this as
“hypercompetition.””®
tegic advantage over time seems impossible. Following D’Aveni,””
firms have rather to create a series of temporary advantages. The
capability to maintain such a series of short-term advantages in a
rather hectic battle is the source of ongoing strategic success in the
perspective of hypercompetition. Porter rejected this criticism by
emphasizing that hypercompetition may sometimes be a phenom-
enon at the operational level but not in strategy.”® And even at the
operational level, he thinks behaving in a hypercompetitive way is
leading increasingly more companies down the path of mutually
destructive competition instead of striving for a sustainable competi-
tive advantage. Based on his empirical evidence, he claims on the
contrary that continuity in strategy and sustainability strengthens
the firm’s successful position. Strategic behavior is still determined
by market structure not by market turbulences. This corresponds to
the modern ecological movement in society, attributing a high value
to sustainability.

Despite these criticisms, the ISV induced a breakthrough in stra-
tegic thinking, by addressing fundamental strategic questions of
firms, and by contributing, based on economic and market perspec-
tives, to answering the question of the origin of strategic success. It
has the potential for further development, e.g. deepening the logic
by pushing further back the chain of causalities or broadening it by
including a richer set of the firm’s stakeholder interactions. Chapter
8 contributes to this development in the perspective of the license to
compete.

In this context, building or defending a stra-

The strategy theory: the “Resource-based
View of Strategy” (RbV)

Apart from the ISV, a resource-oriented causality represents the
second main approach of the content of strategy theory.
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What is the purpose of the firm and its underlying
principle of value creation?

The work of Penrose™ is often regarded as the foundation for the cur-
rent discussion on the resource approach. Her ideas were adopted by
Wernerfelt® in his seminal article “A Resource-based View of a Firm”
and were concisely expressed by Grant: “The resource-based view
perceives the firm as a unique bundle of idiosyncratic resources and
capabilities where the primary task of management is to maximize
value through the optimal deployment of existing resources and cap-
abilities, while developing the firm’s resource base for the future.”*!
Barney identified three categories of resources that may enable firms’
value creating strategies, namely physical capital resources, human
capital resources and organizational capital resources.®” Hall empha-
sizes the importance of intangible resources for sustainable competi-
tive advantage.® Over time the focus of the RbV has shifted more
from physical resources to intangible assets, especially to know-
ledge.** “We propose that a firm be understood as a social community
specializing in the speed and efficiency in the creation and transfer of
knowledge.”®> Knowledge is seen as the most important resource of
sustained strategic advantage for firms.

As to the principle of value creation, it is assumed that the sustain-
able strategic success of a firm does not merely depend on industry
and positioning — as discussed in the last paragraphs on the ISV —
but much more on internal, firm-specific factors. Already Hansen
and Wernerfelt noticed that a large part of the differences regard-
ing a firm’s success can be explained by intra-organizational factors.
They are the preconditions for the choice of a specific market and
for creating tangible and intangible assets.®® Empirical research has
originally shown that the firm effect, which mainly affects the avail-
able resources as described in the RbV, cannot or can only marginally
account for the differences regarding the firm’s success. Interestingly,
new studies show that firm-specific factors can be very important, if
they are regarded in a differentiated manner and with regard to their
complementary effect on the industry structure as described in the
ISV.%7

The resource-based view is tied to the Ricardo rent, i.e. to the idea
that the availability of resources is limited, which leads to resource
asymmetries between firms.*® With the development of the RbV,
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authors have frequently commented that the RbV is based on eco-
nomic theory. An example is given by Barney.*” In a retrospective on
his earlier articles, he writes: “I would link the argument much more
closely to other economic traditions, including Ricardian economics
and evolutionary economics.””’ And Foss confirms this when he sees
his contribution to RbV in a “value maximizing manner.”’' However,
the strong alignment of the RbV with the economic paradigm has
been critically discussed at an early stage. Mahoney and Pandian, for
example, already wrote in 1992 on “the resource-based theorists’ dis-
satisfaction with neoclassical theory of the firm.”?

The “core competence concept” by Prahalad and Hamel lent a
specific impulse to this strategy approach as it is geared to entre-
preneurial practice.” Resource asymmetries, i.e. core competencies,
must have specific characteristics in order to generate a sustainable
competitive advantage. Barney points out that resources have to be
valuable, rare and inimitable, as well as supported by an adequate
organization (VRIO framework).”* The search for the cause of sus-
tainable resource asymmetries has led to further insight. They can be
attributed to social complexity, specificity of resources, causal ambi-
guity, irreversible investments, cost effects of resource changes, as
well as their non-substitutable nature.”

Based on this economic background of the RbV, the main purpose
of the firm is seen in the creation of an economic rent for the owners.
Unique bundles of resources, i.e. heterogeneity and immobility of
resources, are in the RbV the preconditions for sustained competitive
advantage which allows these rents.”® In the following statements the
basic causalities in RbV are summarized: “A firm is said to have a sus-
tained competitive advantage when it is implementing a value creat-
ing strategy not simultaneously being implemented by any current or
potential competitors and when these other firms are unable to dupli-
cate the benefits of this strategy.”’” Barney adds, “This conclusion
suggests that the search for sources of sustained competitive advan-
tage must focus on firm resource heterogeneity and immobility.””*
Heterogeneous and immobile resources thus build the basis for a sus-
tainable competitive advantage. Firms must therefore strive to gain
such resources to achieve an above normal economic performance.
Sustainable rent therefore depends on the firm’s ability to make use
of their resources in unique ways.”” Thus, the argumentation of the
RbV is mainly related to the question of strategic success at the firm
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level: “Resource-based logic takes as its unit of analysis the firm.”!%°
Most of the main contributors to the RbV confirm this unit or level
of analysis.'"!

Who are the actors and who are the owners?

The focus on economic rent as an indicator of a firm’s strategic suc-
cess is located in the traditional RbV, combined with the assumption
that the owner (shareholder) is the residual claimant and therefore is
earning this rent. “A firm’s competitive advantage can be defined with
respect to return expectations of that firm’s owners.”'’> And “this
logic ... does not address how the economic rents a strategy might
create are appropriated by a firm’s stakeholders.”'”® Coff follows a
similar approach.'”* Managers seeking rents for their owners are the
main actors.

In the RbV argumentation, the chain of causalities starts with the
choice and combination of unique resources. There is no focus on the
stakeholders providing these resources, and how their behavior and
the stakeholder network influence the subsequent chain of causalities
leading from resources to strategic success.

An important impulse for the development of the RbV in recent
years came from the integration of property rights theory into the RbV.
Already in 1992 Mahoney and Pandian wrote: “The resource-based
view is linked to property rights since delineated property rights make
7105 But a breakthrough of these ideas — which also
opens the horizon for a stakeholder theory of the firm - took place
only around 2005.'°¢ This is developed in more detail in Chapter 4.

resources valuable.

What are the main attributes of actors and
their behavior?

With respect to strategic success, it is important in the RbV that man-
agement makes appropriate decisions in order to develop and sustain-
ably defend resource asymmetries. In this, managerial discretion can
play an important role: “Because of (1) resource-market imperfections
and (2) discretionary managerial decisions about resource develop-
ment and deployment, we expect firms to differ (in and out of equilib-
rium) in the resources and capabilities they control. This asymmetry
in turn can be a source of sustainable economic rent.”'’” The result is
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not a monopoly rent as in the ISV but an efficiency rent (Pareto rent)
based on the different efficient use of resources by management.'’®
Consequently, the manager is the key actor in the RbV.!”” He is the
strategist who decides on the resource deployment in his own or in
the owners’ interest,''’ and he is therefore an important source of
value creation.!'! The RbV moreover intends to support managers in
their decisions. Thereby, the manager is not a fully rational actor,
which Conner and Prahalad,''” for example, confirm by referring to
Simon’s concept of bounded rationality: “As to bounded rationality,
we suppose that individuals are ‘intendedly rational but only limit-
edly s0’.”'" As a result they possess finite cognitive abilities. In many
publications concerning the RbV, the bounded rationality of actors is
directly or indirectly assumed.

The dynamic perspective is used in the RbV in a specific way, namely
by the concept of dynamic capability.''* This refers to the capabilities
of the managers to successfully influence change. Another interpret-
ation of “dynamic” would be the change of core competencies over
time, i.e. a longitudinal analysis of competencies and resources.

What are the conditions of the environment?

The environment in the RbV is essentially seen as the competitors
surrounding the firm.'"” The fact that the RbV links strategic suc-
cess to resources that other firms cannot duplicate (see above, p. 28)
directs attention toward competition, which means activities against
the competitors and other firms. Competition in the RbV is the dom-
inant principle. Cooperation within the value chain occurs in a RbV
only, if this leads to a better use of resources and if this strengthens
the core competencies.''® A certain broadening of this narrow view
can be found in recent contributions of some scholars who discuss
performance aspects in a network environment.'"”

Final remarks on the RbV

Although the RbV makes an important contribution to the current dis-
cussion on the economic aspects of strategy theory, critical objections
are raised as well. In particular, the question is raised regarding the
strategic importance of resource bundles in a fast changing environ-
ment. Altering market and social conditions can lead to a competence
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trap, if the firm is committed to specific resources and thus is unable
to adapt to altering conditions due to irreversible investments.''® The
core competencies can turn into core rigidities.

Porter also criticized the concentration on core competencies to
explain strategic success.'"” He pointed out that a sustainable defend-
able strategic position can only be reached with a coherent system
of core and complementing resources, and not by focusing on just
a few isolated core competencies. “It can be misleading to explain
success by specific individual strengths, core competencies or critical
resources.” And Porter adds, “The competitive value of individual
activities — or the associated skills, competencies, or resources — can-
not be decoupled from the system of strategy.”!’

In their critical article, Priem and Butler analyze in detail the
RbV'?!" as depicted by Barney in his seminal article in 1991.'>> They
criticize — among other aspects — that the RbV is tautological and
that the role of product-markets is underdeveloped in the argument.
Barney has rejected most of these critiques.'”* However, he accepts to
a certain extent that market aspects have been somewhat neglected,
though less so for the resource markets. Market imperfection and
therefore resource immobility are in fact crucial for the RbV. Barney
thus admits, “A complete model of strategic advantage would require
the full integration of models of the competitive environment (i.e.
product market models) with models of firm resources (i.e. factor
market models).”'>* And he concludes that resources must always be
assessed with regard to the firm and its market environment. This
would be a path toward ISV. Foss analyzes the complementarities of
the RbV and the ISV.'>* Despite some basic differences in the theoretic
foundations, he sees clear thematic complementarities. Nevertheless,
his preferences are for the RbV.'>¢

An enlargement of a firm’s interaction with all relevant stakehold-
ers appears to be less important in the value creation perspective of
RbV."?” There is no elaborate discussion of how stakeholder relations
underpin a firm’s core competencies, i.e. why and to what extent
stakeholders are willing to contribute to the firm’s resource develop-
ment and value creation, and how their behavior influences this pro-
cess. This is only discussed later in the stakeholder theory of the firm
(see Chapter 4, pp. 48—53). Stakeholder aspects are briefly mentioned
in the RbV in the context of value distribution,'?® and primarily in the
sense that the expected values of shareholders can be eroded by other
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constituencies (rent appropriation).'?” In RbV there is still a potential
for broadening and deepening the causalities, linking resources and
more precisely the resource owners to success. We will contribute to
this discussion in Chapter 7 on the license to innovate.

In reviewing the RbV it appears to make an important contribution
to some of the key problems of the economic theory of the firm in a
managerial perspective, and to complement other approaches to stra-
tegic management like the ISV. However, the RbV is still anchored
primarily in the economic paradigm; it develops economic causalities
to explain the strategic success of firms but it is also limited by this
paradigm.

The economic paradigm revisited

We can conclude that the economic paradigm of a theory of the firm
and of strategy theory offers important explanations of why firms
exist and why they are different. Several causalities, explaining the
efficient use of resources in a strategic perspective, have been devel-
oped in order to enhance the value for the firm’s owners (sharehold-
ers). However, these models clearly have their limits and weaknesses.

e In a world of complex, dynamic and uncertain interactions, theor-
ies that focus narrowly on shareholder value appear more and more
questionable: in recent years, this kind of thinking has led to misman-
agement, to managers taking excessive risks and to market failures
which not only endangered the affected firms but whole industries
and in the end the global economy (see Chapter 1, p. 4).

Despite these developments, the economic paradigm of the theory
of the firm is in practice at present still widely acknowledged by
management, even though it is well known that its models are not
able to deal with realities that are so complex and dynamic that
they often are not measurable.””’ Neither are these models suited
for problems that are unknown and cannot be captured in simple
cause-and-effect measurements. The faith in measurability based
on economic models has led to a common saying for management:
“You can’t manage what you don’t measure.” Therefore manage-
ment collects data (measurements), determines how these will be
expressed as a standard (metric), and compares the measurement
to the benchmark to evaluate progress. Key performance indicators
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as a result of this thinking are quantifiable measurements, agreed
to beforehand, that reflect the critical success factors of an organ-
ization such as the firm. The institutes for business cycle analysis
serve as dramatic examples of the limitation of measurements.'”!
None of them was able to forecast the financial crisis and the subse-
quent recession. Broader approaches than economic measurements
to evaluate value creation are therefore necessary (see Chapter 5,
pp- 91-92).

e Moreover it seems important to develop new role models in order
to overcome the principle of homo economicus represented by self-
interested, opportunistic behavior and the bounded rationality
of individuals. Some scholars adhere to this assumption of self-
interest but admit that there must be constraints on such behavior
if it is to serve the common good. Others take a more basic view;
one such attempt was initiated by Ghoshal. After the first waves
of corporate scandals, Ghoshal claimed in his seminal paper that
we have to change the basic assumption of strategic management,
and that amoral business with its negative impact should not serve
as a role model.'’> Because “a management theory — if it gains
sufficient currency — changes the behavior of managers who start
acting in accordance with the theory. A theory that assumes that
people can behave opportunistically and draws its conclusions for
managing people based on that assumption can induce manager-
ial actions that are likely to enhance opportunistic behavior.!3* A
theory that draws prescriptions of corporate governance on the
assumption that managers cannot be trusted can make managers
less trustworthy.'** Whether right or wrong to begin with, the the-
ory can become right as managers — who are both its subjects and
the consumers — adapt their behavior to conform with the doc-
trine.” In a similar way Bosse et al. argue that homo economicus
as a self-interested wealth-maximizing individual does not exist.'*’
This suggests that the model of the homo economicus is unable
to understand the complexity of human beings (see Chapter 4,
pp- 60-62).

e In addition, the dominance of the equity owner and therefore of the
shareholder is being questioned. Traditional strategy theory, as we
have seen in this chapter, is still mainly owner-focused. A formu-
lated definition of “Strategic Management” presented by Nag et al.
at the AoM Meeting confirmed this.'** This definition is grounded
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on an empirical investigation, where scholars in the field of busi-
ness policy had to associate characteristic core words with the
field of Strategic Management. Based on this analysis, the authors
come to the following definition: “The field of strategic manage-
ment deals with the major intended and emergent initiatives taken
by general managers on behalf of owners, involving utilization of
resources, to enhance the performance of firms in their external
environment.”"?” As we have already seen in this chapter, it is more
and more accepted that stakeholders other than owners are the
focus in causalities explaining strategic success. This is especially
true concerning knowledge contribution.

To overcome such weaknesses of traditional economic and strategic
thinking, leading scholars in the fields of strategy theory (among others
Mahoney, Coff, Margolis, Kogut and Henriques) and in stakeholder
theory (Donaldson and Freeman) discussed a development of the
stakeholder theory of the firm, based on the property rights approach
at the Annual Meeting of the Academy of Management (AoM) 2008
in Anaheim. “The strategic management literature has begun to util-
ize the Carnegie School behavioral theory of the firm as well as both
classical (Alchian & Demsetz, 1972) and modern (Grossman & Hart,
1986) property rights theory in recent years, with some of the foun-
dational work by Chi (SM] 1994), Liebeskind (SM]J, 1996), Oxley
(JEBO, 1999), Mayer & Argyres (Organization Science, 2004), Foss
& Foss (SM], 2005).”3% “Assumptions of opportunism, self-interest,
perfect capital markets, well-defined property rights, bounded ration-
ality and uncertainty” currently used in the strategy literature were
questioned and new conceptualizations of business are needed."’’ In
this realm, Margolis asked what strategy theory should be guided by,
and offers possible answers such as “accuracy, adherence to economic
theory or equipping managers for the practical reality.”'*"

In this book we aim to contribute to a new paradigm that approaches
the challenges stated above. In the next chapter we present relevant
insights of stakeholder theory to advance such a paradigm.



3 Contribution of stakeholder

theory to our understanding
of the stakeholder paradigm

In the following we give an overview of the current stakeholder theor-
ies, which provide the basic body of knowledge for our understanding
of the stakeholder paradigm.' From the existing literature we have
selected elements that seem of special importance in the light of our
perspective. To analyze these elements, we rely upon the classification
of Donaldson and Preston.” According to these authors, stakeholder
theory can have three dimensions: a descriptive, an instrumental and
a normative dimension.

Descriptive dimension

Donaldson and Preston state that a descriptive approach focuses on
the questions of what the corporation is, its characteristics and its
observable behavior.’ The descriptive dimension is justified by the
fact that the majority of managers believe that not only shareholders
but other stakeholders are to be considered in their business decisions.
Post et al. refer to a number of empirical analyses and studies showing
that managers consider stakeholders in their decisions.* Even though
managers may not always use the term “stakeholder management,”
they apply it in practice. In addition, various countries have specifica-
tions in their laws that give stakeholders and their interests in a firm a
recognized position aside from that of the shareholders.

There is substantial literature on descriptive stakeholder manage-
ment, which focuses on two main questions: who are the stakehold-
ers of a firm, and what are the interactions between the firm and its
stakeholders?

Who are the stakeholders?

An answer to this question can be found either by looking empirically
at who stakeholder managers consider, or by analyzing the definitions
in the literature concerning stakeholders.

35
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Table 3.1 The most important
stakeholders

Stakeholders Ranking

Customers

Employees

Shareholders, investors, owners
Society

Regulators

Business partners

Government

Suppliers

Politicians

o 0 NI N L AW N

—_
o

Unions

Note: The stakeholder rankings are based on
the accumulated number of mentions: top ten
out of twenty-nine stakeholder categories in the
telecom and financial industry in Switzerland.
Source: Sachs, Riihli & Kern (2009).
Sustainable Success with Stakeholders.
Reproduced with kind permission of Palgrave
Macmillan.

Empirical aspects
In our empirical study, managers acknowledge a broad range of stake-
holders. For example, in Table 3.1 one can see the managers’ percep-
tion of the importance of stakeholders in two industries analyzed.’
Five of the top ten stakeholders mentioned belong more to the market
or business area, the other five to the social sphere. This perception of
importance relates to the firms’ economic as well as social function and
emphasizes the relevance of social and political stakeholders for value
creation. The customers, employees and owners are ranked on top. We
call them the magic triangle of stakeholder management.® They are
stakeholders of primary importance, since no corporation or any other
organization can exist without them. In this sense they are constitutive.
Aside from empirical studies, definitions in the literature also
provide insights as to who the stakeholders are.” The literature on
stakeholder identification has focused on examining the two sides
of the firm—stakeholder relationship by addressing how firms impact
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stakeholders, and more recently, also how stakeholders influence the
firm. The basic fact is that constituencies have a “stake” in the firm.
Clarkson defines “stake” as follows: “A ‘stake’ can be defined as
something of value, some form of capital, human, physical, or finan-
cial, that is at risk, either voluntarily or involuntarily.”® Goodpaster
makes a distinction between strategic and moral stakeholders.’

The strategic dimension in stakeholder definitions

Freeman’s hub-and-spoke depiction of the firm and its stakeholders
was pioneering, by suggesting that managers take the expectations
and needs of different groups into account in their strategizing in
addition to the shareholders, and manage these relationships accord-
ingly.'"” Whereby, Freeman defined a stakeholder as “any group or
individual who can affect or is affected by a firm’s operations in
achieving its objectives.”!! Various scholars have a similar firm-centered
understanding of stakeholders.'”

Frooman’s study addressed the stakeholder influence on a firm’s
strategy somewhat differently by adopting the stakeholders’ rather
than the managers’ perspective.'”> Frooman proposed that stakehold-
ers may employ strategies based on their access to resources, and may
either directly or indirectly attempt to use these resources to influence
the firm’s behavior through coalitions with other stakeholders. By flip-
ping sides on the stakeholder—firm relationship, Frooman emphasized
the relevance of studying the stakeholders’ viewpoint in the stake-
holder identification process.

The different stakeholder definitions are classified on the basis of
their strategic dimension by Friedman and Miles:

Along the strategic dimension, definitions differ according to a number
of factors. We can distinguish definitions with a very high strategic impli-
cation that limit stakeholders to those that are critical or affect the very
survival of existence of the organization. At the other end are definitions
with a very high strategic implication that involve legal or institutional
conditions that may force organizations to deal with stakeholders, such as
through contracts, explicit or implicit. In the middle are definitions that
define stakeholders in terms of their power, influence or ability to affect
the organization.'*

All these definitions emphasize the relevance stakeholders have in
strategic management. Stakeholders are seen as those individuals or
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groups that influence the firm’s strategy."” In contrast there are defi-
nitions of the so-called moral stakeholder that focus on normative
aspects.

Normative dimension of stakeholder definition
The definition of stakeholders based on their influence on a firm’s
strategy as discussed in the last paragraphs might be acknowledged
as too broad by some. No specific criteria are mentioned on which
to base whether a particular individual or group can be regarded as
legitimated to influence firm strategy. Therefore a group of scholars
identify stakeholders on the basis of legitimate claims.'® Friedman
and Miles call this a stakeholder definition based on a normative
dimension;'” Goodpaster speaks of a moral dimension.'® Scholars in
search of legitimacy differentiate between categories such as “moral
claims, 720
However, all these definitions are considered to be too narrow by
Mitchell et al.”> They developed a typology for stakeholder identi-
fication based on the three key attributes of power, legitimacy and
urgency. In their stakeholder salience model, stakeholders gain pri-
ority or salience in the eyes of managers, and thus become definitive
stakeholders of the firm when they possess all three of these attributes,
i.e. power, legitimacy and urgency.”> A growing category of stake-
holder definitions emphasizes also an integrative view of the strategic
and normative dimensions.**

119 « 901

risks”2? or “contracts.

What is the interaction between the firm
and its stakeholders?

Basically, one can distinguish unilateral and multilateral modes of
interaction. This leads to significantly different ways of how firms
deal with stakeholders.”” There is a trend from unilateral (dyadic
interactions) to multilateral (networks) forms of interaction, as the
complexity and interconnectivity of business activities grows. We dis-
tinguish therefore between dyadic interactions and networks.

Dyadic interaction

Scholars in stakeholder theory traditionally discuss primarily the
nature of the relations between a firm and a particular stakeholder
as interest-guided, dyadic interaction. But interests are not the only
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factor that matters in explaining differences in stakeholder interac-
tions. Rowley and Moldoveanu add to the interest an identity-based
view with which they explain conditions under which stakeholders
become active.”® Interactions occur when stakeholders either see
their interests jeopardized or when they intend to identify with other
stakeholder groups. Their central claim is that the interest-based view
relies on the assumption of narrow rational behavior. But individuals
are not completely rational, and have multiple interests and different
identities that have to be taken into account. In a dyadic perspective
of stakeholder interactions, the stakeholders’ identities as well as the
firm’s identity are relevant. Brickson defines the organizational iden-
tity orientation as the perception of the assumed relationship between
a company and its stakeholders.”” Depending on how the organiza-
tion sees and understands itself, a company will act differently toward
its stakeholders.”*

Turcotte distinguishes between conflictive and collaborative rela-
tionships of firms with stakeholders.?” Butterfield ef al. suggest how
and why stakeholder groups form collaborative alliances in their
interactions with the firm.’° With respect to collaboration, Savage
et al. criticize that stakeholder theory still understands the corpor-
ation “as the focus for stakeholder relationships. Social partnerships,
in contrast, are unique as a relational form in several ways.”’' The
most important reason for managing stakeholder interactions in a
non-“daunting” way, but as a social partnership, is that such partner-
ships can achieve collaborative advantage.

These collaborative relationships between firms and stakeholders
need a concrete understanding of dialogue forms used for stakeholder
interactions. We refer to the ladder presented by Friedman and Miles. >
In their “ladder of stakeholder management and engagement,” they
distinguish twelve steps, which can be assigned to different levels,
describing the degree of influence of stakeholders on business deci-
sions (e.g. informed of management decisions, consulted before mak-
ing a firm decision, influenced the decision of the firm, involved in
decision). While on the first level a one-way communication prevails,
the communication on the following levels is bi- and multilateral.

Burchell and Cook claim that dialogue should not present and
advocate solutions or give advice, but that it should examine and
search for answers.’ Examples of dialogue forms of interaction are
roundtables, which are composed of business representatives and
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stakeholders, where the corporation and stakeholders work together
on agreements. They develop new solutions that integrate the business
and stakeholder perspective. In such solutions, the decision-making
authority lies not necessarily exclusively with the company. Solutions
arise from mutual agreement.

This form of cooperation is a shift in the understanding from the
idea that managers control stakeholder relations toward dialogue and
exchange between firms and stakeholders in reciprocal engagement.*
It involves increasing dialogue forms of interaction, which are charac-
terized by openness, mutual interest and respectful treatment.

Stakeholder networks

The forms of collective dialogues as mentioned in the last section
go beyond dyadic interactions and emphasize multi-stakeholder set-
tings. With respect to these multi-stakeholder settings, Rowley?*
criticized the original hub-and-spoke model proposed by Freeman®’
for being too firm-centric and for focusing only on the dyadic level
of interactions between independent actors. Rowley proposed that
firms are structurally embedded in networks of relationships with
stakeholders, who are also tied to each other within networks. Thus,
Rowley’s network argument enlarges the original conception of the
stakeholder model and focuses on the structural ties of a firm’s stake-
holder network. Moreover, other scholars also apply a network per-
spective.’® Such a network perspective focuses on embeddedness.”
With respect to embeddedness, Roloff maintains that stakeholder
theory does not sufficiently show what happens in multi-stakeholder
settings, because it still tends to focus the attention on the corpor-
ation, although it is clear that managers cannot always control their
interactions with stakeholders.”” She makes a claim for a new under-
standing of stakeholder networks by making a distinction between
having and being a stakeholder. Therefore, the firms are the center
of a network as long as they have stakeholders, but at the same time
they are a part of it.

Our understanding from a descriptive perspective

In our understanding of the stakeholder paradigm, we consider
those stakeholders that have something “at stake,” namely who have
some possibility of gaining benefits or experiencing risk induced by
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the basic choices of corporate activities in value creation. Therefore
many stakeholders — investors, employees, customers — associate
themselves voluntarily with a corporation in the hope of obtaining
benefits. Others are involuntarily involved with the firm’s activities,
and seek to minimize any resulting negative effects on their welfare.*
Consequently, Post et al. formulate an integrative definition taking
into account strategic and normative dimensions. “The stakeholders
in a corporation are the individuals and constituencies that contrib-
ute, either voluntarily or involuntarily, to its wealth-creating capacity
and activities, and are therefore its potential beneficiaries and/or risk
bearers.”*

The Stakeholder View (SHV), as expounded in the book by Post
et al. published in 2002 and on which we build, still relates primar-
ily to a focal firm’s interactions with its stakeholders. Consequently,
the network aspect was not fully integrated at the time; however, it
provides an opportunity to extend the stakeholder view by consider-
ing value creation based on network interactions. Thus, we under-
stand value creation between firm and stakeholders in the context
of relational embeddedness based on mutual and multilateral proc-
esses. The network view is a key element of our understanding of the
stakeholder paradigm (see Chapter 4, pp. 59-63). We assume that if
corporations want to tap their stakeholder potentials as a source of
continuous value creation, they need more than bilateral dialogues.
Rather they need collaborative procedures to build common ground
with their multiple stakeholders in a network view.

Instrumental dimension

Stakeholder theory has also an instrumental dimension. It establishes
a framework to examine causalities between the firm’s stakeholder
management and its performance goals. The widely accepted hypoth-
esis by Donaldson and Preston claims that by adopting stakeholder
principles, firms will achieve a better financial performance than
without it and will maximize efficiency.*> And Post et al. write in the
same vein: “The descriptive accuracy of the stakeholder model as a
picture of the modern corporation implies that management policies
and practices that take account of multiple stakeholder interests will
prove advantageous.”* As we will show below, there are a consider-
able number of studies which confirm this.
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Stakeholders impact value creation

Again, Freeman must be seen as one of the main originators of instru-
mental stakeholder thinking on the strategic level.* His conceptual-
ization of the stakeholder model was the forerunner in suggesting that
firms in strategizing ought to take into consideration the expectations
and needs of other groups. In addition to the traditional focus on
shareholders, one should manage the relationships to other groups
appropriately to enhance the firm’s potential for value creation.
An instrumental dimension of stakeholder theory is well suited to
a comprehensive perspective of stakeholder involvement in strategic
management.*® Other representatives of this line of thinking focus
on the particular effects on value creation. For instance they empha-
size the risk-avoiding effect, such as the increased pressure of stake-
holders on a firm’s strategy*” or the destruction of value induced by
stakeholders.**

Stakeholders create competitive advantage

Instrumental stakeholder theory also makes the assertion that a firm’s
relations to its stakeholders leads to a competitive advantage as a
result of increased trust and cooperation.”” Managing the links with
key stakeholders proactively or interactively should result in benefits
for the firm.’" It opens a new field for managerial activities and wid-
ens managers’ discretion by building and using stakeholder interac-
tions to enhance competitive advantages.

As mentioned earlier, scholars’' in strategy theory increasingly
question the dominance of the “Grand-Design Principal-Agent
Model” focusing one-sidedly on the owners’ investments.*” In their
perspective, other stakeholders also make firm-specific investments
that support the competitive advantage of the firm (see Chapter 4,
pp- 48-53).

Stakeholder relations pay off

In the instrumental dimension of the stakeholder theory, some
scholars emphasize that the corporate financial performance directly
depends upon interactions with multiple stakeholders.>* Over the past
thirty years, the possibility that some association might exist between
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conventional indicators of corporate financial performance and the
presence or absence of stakeholder-oriented policies and practices
has been extensively explored in academic literature. Margolis and
Walsh analyzed more than 120 studies; over 70 disclosed a positive
correlation between financial and social performance, 30 a negative
correlation and the rest showed mixed findings.’* The study of Banks
and Vera links strategy to performance results as well as to the stake-
holder environment.’> According to them, strategies established on
a contract level lead to a stakeholder strategy on the firm level. And
firms that adapt their strategies to such stakeholder relations will
be more successful in financial and in social terms. Banks and Vera
therefore come to the conclusion that stakeholder management has
both a positive effect on the firm’s financial performance as well as on
its social performance.’®

Our understanding from an instrumental perspective

As already expressed in our understanding of who our stakeholders
are, our focus is on value creation in stakeholder networks in a com-
prehensive sense. A comprehensive understanding of value creation is
contradictory to a one-sided and narrow focus on a firm’s competitive
advantages and financial success. We differentiate the causalities in
the value creation process by distinguishing the roles of stakehold-
ers, as benefit provider and receiver and as risk provider or bearer
in a network view (see Chapter 4, p. 60). And we will show in more
detail with our framework of the three licenses, how benefit and risk
potentials can contribute to a comprehensive understanding of value
creation (see Chapters 5-8).°7

Normative stakeholder dimension

Stakeholder theory is also normative as Donaldson and Preston
claim.’® Normative stakeholder management means that the interac-
tions of firms with stakeholders are based on moral guidelines. The
literature provides two distinct categories of the normative founda-
tion for firm—stakeholder interactions: the economic and the social/
philosophical foundation.’” In the following we emphasize these con-
tributions, which we have considered in our understanding of the nor-
mative core.
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Economic normative foundation

The representatives of the economic foundation attempt to adapt the
assumptions of usual economic conduct to the corporation’s role by
including the social context.®” They try to overcome the so-called
stakeholder paradox, which assumes that ethical and business values
are not compatible.

Goodpaster introduces the notion of “multi-fiduciary” to dis-
cuss ethics in business.®' This notion means that firms not only have
responsibilities toward shareholders, but always toward other stake-
holders as well. Responsibility toward stakeholders is not an “add
on” to the responsibility toward shareholders, but an integral part of
the “multi-fiduciary” concept. From this perspective, the stakeholder
paradox does not exist, as ethics in management is automatically
based on the ethics and moral behavior of the individual managers.
Thus, the conscience of a firm is the sum of the managers’ individual
consciences.®

Hendry aims to offer a pragmatic solution to the stakeholder para-
dox. In his opinion, the disadvantages of the economic approach are
conflicts of values. “Economic morality is the morality of money and
power, of egoism and ‘might is right’.”®® Thus, an adapted theory
must always emphasize relationships with all relevant stakeholders
and include ethics and economic aspects. The firm is not described as
a nexus of contracts but as a dynamic system of relationships between
moral actors.®*

Apart from this interpretation of the enhanced understanding of
the firm’s role in regard to its stakeholders, some scholars propose an
enhanced understanding of property rights as the basis of a norma-
tive understanding.® Property rights are the rights to use resources
that are protected either legally or by social norms.°® Donaldson
and Preston already claimed that property theory can serve as the
normative foundation of the stakeholder theory. Based on their con-
tributions, stakeholders gain property rights and the corresponding
normative basis for a fair distribution of outcomes: “For example,
the ‘stake’ of long-term employees who have worked to build and
maintain a successful business operation is essentially based on
effort. The stake of people living in the surrounding community
may be based on their need, say, for clean air or the maintenance of
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their civic infrastructure. Customer stakes are based on the satisfac-
tions and protections implicitly promised in the market offer, and
so on.”®’

With respect to Donaldson and Preston’s idea of distributive just-
ice and Phillips et al.’s*® addition of procedural justice that involves
the fairness of the rules and procedures of a firm’s value creation
with its stakeholders, Bosse et al. propose further that actors should
not be solely self-interested but should adhere to norms of fairness
and reciprocity.®” Building on this implies that “managing stake-
holders well” involves delivering fairness to them in distributional,
procedural and/or interactional terms.”’ Interactional justice comes
from appropriately sharing information and avoiding rude or cruel
remarks.”!

Social/philosophical, normative foundation

Normative foundations in social and philosophical fields are
diverse.”” Evan and Freeman, for instance, suggested a neo-Kantian
perspective, in which stakeholders are treated as ends and not only
as means.”” The idea is that a new narrative is needed to understand
how joint value creation can be explained. “The very purpose of the
firm is, in our view, to serve as a vehicle for coordinating stakeholder
interests.””

Burton and Dunn make a similar distinction between seeing strat-
egy theory as a masculine theory, in which competition and the pur-
suit of self-interest dominate, and stakeholder theory with feminine
traits such as cooperation and caring for others.”” They propose a
hybrid approach of not harming those stakeholders who are the least
advantaged, and treating those stakeholders well with whom the firm
has close ties.

Our understanding from a normative perspective

In our understanding, we claim that a new paradigm is about how
stakeholders and corporations can work together in value cre-
ation.”® In this perspective, we follow Goodpaster’s integral con-
cept of multi-fiduciary toward all stakeholders,”” whereby we rely on
enhanced property rights thinking and assume that participation in



46 Stakeholder theory

value creation leads to appropriate participation in value distribution.”®
Based on the Kantian claim, it is important not to forget that stake-
holders are human beings, and not only benefit and risk potentials.”
Fromm reflects the Kantian categorical imperative within mutual
human interaction in the sense of “oneness.”®’ Oneness implies that
all human beings are ends. Thereby Fromm emphasizes that human
beings need to interact with other human beings primarily with active
and not only with passive “motivation.”®' The passive motivation
focuses on controlling the interaction only to protect property, for
instance. The output of these interactions can be described as “hav-
ing.” In contrast, active motivation considers “being” as “process,
activity and movement.”*> Fromm describes motivation as an activity
between two human beings as follows: “He gives him of his joy, of
his interest, of his understanding, of his knowledge, of his humor,
of his sadness — of all expressions and manifestations of that which
is alive in him.”* With respect to knowledge, Fromm offers the fol-
lowing examples to contrast the active and passive motivation within
human interaction: “Having knowledge is taking and keeping pos-
session of available knowledge (information); knowing is functional
and serves only as a means in the process of productive thinking.”%*
Based on active motivation, the caring and cooperative aspects of the
interaction between stakeholders are emphasized. In our understand-
ing of stakeholder interaction, we include Fromm’s concept of active
motivation.

Final remarks

Donaldson and Preston claim that:

The stakeholder theory is managerial in the broad sense of that term. It
does not simply describe existing situations or predict cause-effect rela-
tionships; it also recommends attitudes, structures, and practices that,
taken together, constitute stakeholder management. Stakeholder manage-
ment requires, as its key attribute, simultaneous attention to the legitim-
ate interests of all appropriate stakeholders, both in the establishment of
organizational structures and general policies and in case-by-case decision
making. This requirement holds for anyone managing or affecting corpor-
ate policies, including not only professional managers, but shareowners,
the government, and others.*
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We build on this claim when we operationalize the stakeholder para-
digm with the three licenses in Chapters 6 to 8.

In this chapter, we have emphasized important aspects, opinions
and insights of current stakeholder theory. We also clarified our under-
standing of these aspects, which we will build on in the next chapter
and shape our understanding of the three licenses in Chapter 5.
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In this chapter we will first discuss two prominent new theoretical
approaches, the “Stakeholder Theory of the Firm” and “Stakeholder
Capitalism,” both based on revised assumptions compared to trad-
itional economic and strategy theory. These approaches apply a stake-
holder perspective. Both claim that stakeholders matter, but from
different points of view. We will analyze these approaches and their
basic assumptions according to the same criteria as the economic
approaches in Chapter 2. Based on the insights of these approaches
and the conclusions we draw in Chapters 2 and 3, we then will clar-
ify the basic assumption of our understanding of the stakeholder
paradigm.

The stakeholder theory of the firm

Representatives of the stakeholder theory of the firm' increasingly
doubt that shareholder primacy is the most effective way to under-
stand strategic management. In contrast to shareholder primacy,
they assume that different owners of resources, sometimes based on
implicit or incomplete contracts, also contribute to value creation.”
Consequently, Mahoney claimed at the AoM 2008, “The mod-
ern property rights perspective of implicit and incomplete contract-
ing provides a solid economic foundation for the revitalization of a
stakeholder theory of the firm within the evolving science of strategic
management.”’

What is the purpose of the firm and its underlying
principles of value creation?

In the stakeholder theory of the firm, the scholars emphasize that the
nature of the firm as a bundle of resources, as mentioned in Chapter 2
on RbV, is changing.* Intellectual property, intangible assets and

48
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knowledge are becoming more important than financial capital.
This also changes the character of property rights.” They not only
come from the financial capital invested but from any firm-specific
investment made by stakeholders.® Instead of describing the firm as
a nexus of complete contracts with shareholders as the only residual
claimants, they define the firm as a nexus of complete and incomplete
contracts,” or as a nexus of firm-specific investments made by differ-
ent stakeholders, where these investments create residual value.®

In the perspective of this extended interpretation of property rights,
Asher et al. intend to show that in the reality of today, the assump-
tion of shareholder primacy in the traditional theories is unsatisfac-
tory for answering the two fundamental questions of the theory of
the firm: the one of value creation and the one of value distribution.’
They claim that a modern property rights perspective provides a bet-
ter economic foundation for a theoretical understanding of firms
than earlier approaches: “Seminal works in classical property rights
literature include Alchian and Demsetz (1972), Coase (1960), and
Demsetz (1967). The modern property rights approach, discussed
in Hart (1995), builds on Grossman and Hart (1986) and Hart and
Moore (1990). Whereas the modern property rights research litera-
ture equates ownership with residual control rights, classical property
rights theory defines ownership as residual rights to income (residual
claimancy).”!

Uncertainties and the unpredictability of future conditions in and
around a firm make complete contracting almost impossible. This
means that other contracting parties aside from the shareholders are
also not fully protected by explicit contracts. Grandori confirms that
since contracts are incomplete, firm-specific investments by share-
holders or other stakeholders might not be protected.'" Blair also
states that most contracts are incomplete since it is not possible to
assign responsibilities and returns for all conceivable situations. In
such cases, it is preferable to establish decision rules, based on which
the firm can decide how its assets are to be used and how asset owners
are to be compensated.'?

The conclusion is that the firm normally has incomplete contracts
with stakeholders other than shareholders, such as bondholders,
employees or suppliers.'” The incompleteness of contracts implies
that a variety of stakeholders can claim to participate in the firm’s
strategic rent. Such a stakeholder perspective therefore broadens the
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traditional purpose of the firm and requires that the economic value
of the firm include an economic rent, which may reside not only in the
shareholder value, but also in the suppliers, customers, labor or other
stakeholders.'” The inclusion of other stakeholders besides the share-
holders has important implications for the understanding of value
creation and value distribution processes in companies, as well as for
corporate governance and control, as Asher et al. emphasize:

We maintain, however, that there are potential benefits moving towards
the stakeholder view, which we highlight in the text. To balance these
potential costs and benefits may require case specific analysis: there may
not be a single “best” governance structure. Therefore, we are not arguing
that we should abandon the shareholders as an important claimant, but
rather we are arguing that we should at least allow the consideration of
other claimants."”

In this context a key question is under which conditions the differ-
ent stakeholders are willing to make firm-specific investments that
create an economic surplus. Value distribution can have an enhancing
effect: employees, suppliers or other stakeholders, who are attributed
a fair share in value distribution, are more willing to make firm-
specific investments which lead to even higher rents.

Who are the actors and who are the owners?

In the stakeholder theory of the firm, all stakeholders involved in value
creation are considered actors. This is reflected in Blair’s “Model of
the Corporation.”'® Similarly Stout writes, “Advances in economic
thinking and recent practical experiences within corporate scandals
in 2003 and the financial crisis in 2007 have made clear that share-
holders generally are not — and probably cannot be — sole residual
claimants in firms.”"” Legally, shareholders do not own the corpor-
ation and consequently only have limited rights.'"® Stout concludes,
“As a legal matter, shareholders accordingly enjoy neither direct con-
trol over the firm’s assets nor direct access to them.”"” Asher et al.
refer to Stout’s argument and add that the shareholder primacy is also
not based on empirical results.?’

Blair and Stout’s team production theory of corporate law
presents an alternative to the principal agent theory.?! In the team
production perspective, numerous stakeholders make firm-specific
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investments. Firms need inputs from different groups to be product-
ive. Blair thinks that this is especially true for employees, as they
develop firm-specific knowledge and skills that the firm depends on.
This also means that it is often difficult for employees to use their
knowledge and skills in other firms because they are so specific. It
becomes a high risk for the employee: the more specific their know-
ledge, the less marketable it is.??

Blair and Stout also point to rethinking the ownership approach
by focusing more on the importance of intellectual capital: “Viewing
the firm as a bundle of assets owned by shareholders also seems odd
once we recognize that one of the key assets a corporation uses in
production is ‘intellectual capital’ — that is, the knowledge and experi-
ence residing in the minds of its employees, rather than the hands
of it shareholders.””? In the perspective of the stakeholder theory of
the firm, the focus is also on the fact that corporate resources do not
belong to shareholders but to the firm. A mediating hierarchy in the
firm exercises control rights over these resources. Thus, the firm is
rather a nexus of firm-specific investments than contracts. This medi-
ating hierarchy consists of the board of directors. According to Blair
and Stout,”* team production also emphasizes horizontal relations,
since a mediating hierarchy is implemented, which in turn controls
the rights over the resources.

What are the main attributes of actors and their behavior?

In public companies based on today’s legal regulations, a key actor
is the board of directors. The shareholders as owners influence the
firm primarily through the board of directors. The firm’s corporate
governance can be described as director primacy and not shareholder
primacy, as the directors run the firm. Shareholders only have three
rights: the right to vote, the right to sue and the right to sell their
shares. These rights do not give shareholders the right to treat man-
agers as their agents having to serve their interests.”” Team members
of production and shareholders delegate control rights over the firm’s
resources to the mediating hierarchy, the board of the directors.
Thereby, self-interest is reduced. Directors can play the role of trus-
tees representing the interests of both shareholders and other team
members. Above all, in this perspective directors must serve the inter-
ests of the firm as a whole.
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Team production and director primacy are also advantageous
for convincing different stakeholders to make firm-specific invest-
ments. They are more willing to make such investments, if they
know that not only shareholders will benefit but others as well. The
mediating hierarchy can thus coordinate these investments and their
beneficiaries.

In this realm, the question has been asked whether or not the stake-
holders should be part of corporate governance.’® Blair proposes
strengthening the stakeholder role in corporate governance in order to
improve the wealth-creating potential of the corporation as a whole.
As stakeholders make firm-specific investments, corporate governance
ought to be adapted to this fact. Thus, stakeholders should be consid-
ered regarding control rights and responsibilities.”” Blair goes so far
as to declare, “Boards must understand that they are the representa-
tives of all the important stakeholders in the firm — all those whose
investments in physical or human capital are at risk. Thus, individ-
uals who explicitly represent critical stakeholders should be put on
boards, to give those stakeholders some assurance that their inter-
ests will be taken into account.””® There are many questions in this

realm that have not yet been discussed in depth (see also Chapter 9,
pp. 173-178).

What are the conditions of the environment?

In the stakeholder theory of the firm, the environment is represented
by external stakeholders, but the importance of markets and com-
petition to coordinate economic activities is still key: “Market pres-
sure — in the product markets or in the input markets — is thus the
most fundamental mechanism in a free market economy preventing
business corporations from abusing their power, and the one with the
longest pedigree.””’

However, according to stakeholder theory of the firm, the focus
should also be on the internal coordination and functioning of the
organization, and consequently on the so-called “internal” stakehold-
ers. The mediating hierarchy, consisting of the board of directors,
puts market coordination into perspective, which is necessary to com-
pensate for market inefficiencies and failure. The firm consequently
must monitor these aspects that are organized via the market, such as
control rights, decision rights and responsibilities.*°
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Final remarks

In the stakeholder theory of the firm, the dominance of the conven-
tional shareholder-owner is enhanced by all stakeholders making
firm-specific investments. By including more actors in the value cre-
ation process, the firm can achieve an increase in economic value. The
understanding of extended property rights takes into consideration
that stakeholders involved in the value creation process will still be
motivated. The mediating hierarchy by the board of directors serves
as an internal and external control mechanism, which reduces the
risks for stakeholders and makes the firm the dominant actor of value
creation.

However, in this first step toward a stakeholder paradigm, the
implicit assumption of self-interest is not abandoned but rather
reflects enlightened self-interest due to an extended understanding of
property rights. This understanding of homo economicus still does
not embrace human nature in its complexity. Furthermore, the overall
thinking in the stakeholder theory of the firm maintains that, with a
more comprehensive analysis based on a stakeholder orientation, the
capability of firms to control reality is enhanced and will generate
economic surplus for the firm and the involved stakeholders.

In advancing our understanding of the stakeholder paradigm based
on the insights described above, we can conclude that it is still neces-
sary to expand the understanding of value creation from a mainly
economic and market-driven perspective to a more comprehensive
one. Furthermore, we intend to take a further step in the extension of
property rights away from an exclusively firm focused understanding
of value creation to a network perspective, in which the roles of the
firm as well as of the stakeholders as resource owners are emphasized.
Additionally, the complexity of human nature needs to be taken into
account.

Stakeholder Capitalism

Freeman et al. propose a human-oriented understanding of the stake-
holder paradigm.’' Based on an extended analysis of the environmen-
tal trends of current capitalism, and on a broad review of stakeholder
theory, they develop their new vision of capitalism. Stakeholder
Capitalism*” is based on libertarian’’ and pragmatist views.** Freeman



54 The stakeholder paradigm

et al.’ express the most important assumptions of their understand-
ing of a stakeholder paradigm in a set of six “principles,”’*® which will
be addressed according to our four criteria.

What is the purpose of the firm and its
underlying principles of value creation?

In Freeman er al’s Stakeholder Capitalism,’” the firm is not only an
economic but also a moral and human institution.*® In their opinion it
is not possible to separate the normative from the positivistic question,
and it is necessary to avoid thinking in trade-offs in order that innova-
tive value creation can take place. The purpose of the corporation
is to create value in both perspectives. A key argument of Freeman
et al.”’ is that managers as well as academics need to acknowledge
that there is no separation of business and ethics, since value cre-
ation in business has a human dimension, which is rooted in the fact
that business decisions always have consequences for “real live com-
plex human beings.”*” They call this integrated view the “ethics of
capitalism.”' “Value can be created, traded, and sustained because
parties to an agreement are willing to accept responsibility for the
consequences of their actions.”*

The assumption underlying Freeman et al.’s principle is that “capit-
alism works because we can pursue our purpose with others.” They
consequently adopt a cooperation perspective in value creation and
emphasize the importance of partnerships in value creation instead
of political processes.** The cooperation between a firm and differ-
ent stakeholders is thereby the key source of innovation.*” Freeman
et al. conclude, “Business is a source of innovation, and it can be a
source of moral innovation as well.”*® However, what the purposes
of cooperation might be depends on the different underlying norma-
tive cores.*’” In this view, a firm’s purpose is not limited to economic
considerations, but allows for a differentiated understanding of the
human dimension of business activities, and is therefore open to a
plurality of values in business.*

Who are the actors and who are the owners?

Freeman et al.” emphasize that over time the different narratives
of capitalism have always empowered one stakeholder group as the
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leading actor, e.g. the shareholders in investor capitalism or the man-
agers in managerial capitalism. This is based on the assumption that
firms compete with each other over limited resources.’’ However, in
their principle of stakeholder engagement (2nd principle), they pro-
pose: “that a large cast of stakeholders are necessary to sustain value
creation,” as the locus of the action in reality is the stakeholders.""
New narratives about doing business have to be found that emphasizes
the partnership of the firm with all kinds of stakeholders for value
creation.

This argument is further strengthened by Freeman et al.’s principle
of stakeholder cooperation (1st principle). Here the emphasis is on the
importance of cooperation between the different stakeholders within
value creation, by satisfying the needs of stakeholders based on vol-
untary agreements. Concerning these agreements, freedom is the cen-
tral notion and property is a derivative. Value is therefore a social
phenomenon and focuses on human relationships and shared sense
making.

What are the main attributes of actors and
their behavior?

Freeman et al. emphasize that Stakeholder Capitalism is not based
solely on the self-interest of the actors but on the cooperation and
responsible behavior of human beings.”> Stakeholder engagement
requires taking responsibility for the consequences of one’s actions.
Stakeholders should not be harmed, but in the event that they are, they
must receive compensation based on negotiations. Freeman et al. call
this “collective responsibility” and label it “responsible liberalism.”*3

This understanding of responsibility is mainly reflected in their
understanding of joint value creation for stakeholders: “We have also
made the point in other places as the need to ‘balance’ the interests
of stakeholders. We prefer the metaphor of thinking about keeping
stakeholder interests in ‘harmony.” ‘Harmony’ depicts a ‘jointness’ to
the interests that is perhaps the major contribution of a stakeholder
approach to business.”* The principle of complexity (4th principle)
takes into account that people are complex, as already mentioned
above: “It is also important to note that since we are complex, we
are able to differentiate between consequences based on who is being
affected.”’
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What are the conditions of the environment?

In Freeman ef al’s approach, the firm is embedded in society and
particularly in the capitalistic system, giving primacy to cooper-
ation rather than competition, as “Business should be the best we
can create together, rather than about avoiding the worst.”*® Freeman
et al. further define their view of competition in the 6th principle:
“Competition emerges from a relatively free society so that stakehold-
ers have options. Competition is an emergent property rather than a
necessary assumption to capitalism.””” They intend to avoid the zero-
sum solution of the economic paradigm, and prefer to make room for
new solutions of joint and additional value creation.’® More detailed
interactions of a firm with the product and the resource markets are
not discussed in this approach.

Final remarks

In developing our understanding of the stakeholder paradigm in
the next section, we will draw particularly on the body of know-
ledge developed by Freeman et al. over the years, as consolidated in
their book Stakeholder Theory: The State of the Art (2010). We have
added our theoretical insights supported by the empirical material
that we have collected over the last few years. Thereby we have sought
to contribute to the proposal by Freeman et al. that further empir-
ical research regarding stakeholder strategies should be initiated (see
Appendix, pp. 181-193).%

We will also deepen the understanding of the “two sides of the
same coin,” the individual vs. the community in Freeman et al.®°
In a globalized world, human beings are increasingly voicing their
interests and purposes in groups or organizations, or are even com-
bining such interests and purposes in new organizational forms.°!
Value creation consequently is more often linked through differ-
ent interests, knowledge and experience, that in turn also redefine
the role of the firm but also that of the stakeholders.®”> In our case
research we could see those bottom-up processes developing from
the level of individuals to groups and then to communities (see
Chapters 5 to 8 for diverse examples). These different kinds of
actors build an interwoven network of direct and indirect interac-
tions among each other.
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By drawing on the property rights understanding of the stakeholder
theory of the firm (pp. 48-53), we extend the property rights in our
underlying basic assumptions even more. The firm and the stakehold-
ers are understood as owners of different kinds of resources, which
they bring into action in networks of value creation.

In the course of the book, we will work on the idea of a firm’s
embeddedness in its stakeholder network and the shift from con-
trolling self-interest to mutuality. We expand the understanding of
Freeman et al.,*’ as we see the firm and the stakeholders as actors for
value creation in a network view. This also implies that stakeholders
are themselves embedded in the stakeholder network. Although we
consider Freeman et al.’s notion of jointness, in our understanding of
value creation, we differentiate between jointness based on similar-
ities, and take into account the threats of a lack of common ground.
Therefore, we prefer the term of mutual value creation to the notion
of jointness, especially if striving for solutions in value creation is
value laden and these values are non-negotiable for some of the stake-
holders (see Chapter 6, pp. 110-111). Moreover, we integrate parts
of traditional strategy theory into the stakeholder paradigm in more
detail than Freeman et al., as we operationalize these insights by the
concept of the three licenses (see especially Chapters 7 and 8).

The basic assumptions for our understanding
of the stakeholder paradigm

The clarification of the assumptions of the two approaches to the stake-
holder paradigms in the paragraphs above emphasize their strengths
but also areas for potential development. In order to further develop
our earlier work, we build on the positive potentials of these approaches
and enhance them for the purpose of tackling the economic and
social change addressed in Chapter 1.°* In the following, we present
the assumptions for our understanding of the stakeholder paradigm
according to the same four questions used for the other approaches.

What is the purpose of the firm and its underlying
principles of value creation?

The overall basic assumption of our understanding of the stake-
holder paradigm is that in a knowledge-based, networked society
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the purpose of the firm is mutual economic and social value creation
with and for stakeholders. The starting point for the understanding
of the purpose of the firm is therefore the corporation as an economic
and simultaneously social institution interacting with a broad cast of
stakeholders.®® This understanding of a firm’s purpose and activities
seems obvious for globally active corporations, but it is also of key
relevance for regional or local firms in their specific environments. It
is linked to our general understanding of organizations: organizations
(e.g. corporations, non-governmental organizations, etc.), unlike liv-
ing organisms, do not have a right to exist and survive per se (see
Chapter 6, pp. 95-98). Their justification is to make a useful contri-
bution to the needs of the society through their coordinated activ-
ities.®® In this way, they are transmitters of intentions and purposes.®’
This function is inherent to all kinds of organizations. Human beings
form organizations based on common interests in order to pursue a
common purpose. The firm is just one possible form of organization
where human beings can participate in a value creation process.

Sometimes, stakeholders are active as individuals or in groups; in
recent years, they are more often likely to form non-governmental
organizations, interstate organizations or civil society organizations,
in which they participate in value creation activities. These organi-
zations have increasingly been professionalized and have gained
organizational capability (see particularly Chapters 6 and 9). These
organizations also illustrate that in a knowledge-based, networked
society, an increasing number of people want to be involved in the
value creation process as stakeholders based on their values, know-
ledge and experience. These stakeholder organizations receive or
maintain their right to exist by fulfilling the purpose of these human
beings. Corporations and their stakeholders have consequently to
keep in mind that their purpose is to serve society.

As to the principle of value creation, it is most important that cor-
porate relations with multiple stakeholders are seen as constitutive
to maintain and increase the corporation’s abilities to create wealth.
We emphasize that the linkages between the corporation and its mul-
tiple stakeholders in the economic and social sphere are in many ways
important vehicles for creating, sustaining and enhancing the corpor-
ation’s wealth-creating capacity.®® These stakeholders are also inter-
acting with each other. The interactions of firms with the stakeholders
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and the interaction of stakeholders among themselves are not only
contextual conditions, but determining variables of a firm’s strat-
egy in a knowledge-based, networked society. Consequently the firm
and the stakeholder embedded in a network view is the focus. In our
understanding of the stakeholder paradigm, we assume that the value
creation contribution not only evolves in the dyadic relation between
the firm and a specific stakeholder, but most prominently within the
stakeholder network (network view). We thereby build on the insights
of stakeholder theory regarding networks (see Chapter 3, p. 40). This
results in a more comprehensive understanding of the unit of analysis
in strategy theory than has been the case thus far.

We can summarize that in our understanding the firm is an eco-
nomic as well as social institution. The purpose of the firm is mutual
economic and social value creation, with and for stakeholders (mutu-
ality principle). Stakeholders are indispensable contributors for firms
and for each other’s value creation (network view). The value arises
from their contributions, which constitute the focus for firm’s but also
for the stakeholders’ strategy.

Who are the actors and who are the owners?

As we have seen, the stakeholder theory of the firm considers an exten-
sion of the property rights understanding of the traditional theory of
the firm, which is based on a financial perspective, to all actors who
contribute in a financial or in a non-financial way to value creation.
The stakeholders’ contributions create property rights of all kinds (e.g.
intellectual, organizational, financial, etc.) for the firm, and therefore
stakeholders become actors in the value creation process. Although
this corresponds to our view, in our understanding the stakeholders
are also the owners of resources. Due to their contribution in the value
creation process, they potentially create and enhance property rights
for the firm as well as for themselves. A broad range of stakeholders
are indispensable for corporate operations but also for the stakeholders
themselves. This has in fact important implications not only for value
creation, but additionally for value distribution. Both are not exclu-
sively of a financial nature but consist of different kinds of values.
Our empirical studies show that firms and stakeholders can con-
tribute in various roles in the value creation processes and thus impact
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the firm, any other stakeholders or the whole network. Benefit and
risk potentials emerge, are influenced, or become accessible by inter-
actions in stakeholder networks. Thereby, we can distinguish the fol-
lowing roles of contributors in networks:*’

* Benefit providers
Participants in value creation can contribute in a variety of ways,
from emotional engagement to sharing resources.

* Benefit receivers
Participants in value creation can benefit due to gaining or enhan-
cing their resources.

e Risk bearers
By making specific contributions, the participants in value creation
take specific risks. It may be difficult for them, for example, to
apply and evaluate specific knowledge outside the network.

® Risk providers
Participants of value creation can pose potential threats to interac-
tions in the network and can even destroy value.

We could also see in our empirical research that some of the value
creation contributions of a participant in the stakeholder network can
be either intensified by an interaction with another participant, or it
can be weakened or even destroyed. Therefore, we do not talk about a
“nexus of value creation contribution,” as does the stakeholder theory
of the firm, but of a “stakeholder network of value creation.”

We can summarize that in our understanding of the stakeholder
paradigm the assumption is that extended property rights are based
on different types of contributions (benefits and risks) to value cre-
ation by participants in a network. The firm and the stakeholders
are consequently understood as owners of different kinds of con-
tributions, causing them to act in the networks of value creation.
Knowledge is of special importance as a value creation contribution.
This opens a broad spectrum of causalities within the mutual value
creation process.

What are the main attributes of actors
and their behavior?

~

Based on the Kantian claim (see Chapter 3, p. 45), we assume that
the actors are human beings with distinctive individual knowledge,
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experience, values, education, personal and family profiles and group
affiliations. As we mentioned above, human beings act on their own,
build groups or even different kinds of organizations in order to
mutually pursue a purpose. The distinct features of human beings
have an impact on a group or organization’s identity, and therefore
also the stakeholders and firm’s identity.”’ This identity influences
how the individual, the group or the organization perceives benefit
and risk potentials for value creation between itself and its stake-
holder network. Based on these perceptions, similarities and dissimi-
larities of the firm and the stakeholders’ understanding of mutual
value creation may arise. To capture the full picture of the firm and
the stakeholders’ behavior, we have to understand all of their per-
ceptions. They shape the possibilities of the mutual value creation
process.

As mentioned earlier, many stakeholders have developed organiza-
tional capabilities in recent years, and consequently they can contrib-
ute to value creation in a stronger and more differentiated way than
before. We could study such bottom-up processes in our empirical
examination.”!

Figure 4.1 illustrates this line of argumentation. This line of interac-
tions and especially the different perceptions of actors is a key assump-
tion in our understanding of the stakeholder paradigm. Respect for
the similarities and differences of the firm and the stakeholder’s per-
ception in the mutual value creation also implies that no one, neither
the firm nor any other stakeholder, is always in a position to dominate
the value creation process. Furthermore, firms and stakeholders have
multiple, sometimes conflicting, roles that can change over time in the
value creation process that also impact their perceptions.”

We conclude that in the stakeholder paradigm the actors are human
beings. They are not only driven by the assumption of self-interest, but
most importantly by their specific perceptions, which are shaped by
individual experience, values, education, personal and family profiles
and group affiliations. The fact that stakeholders are human beings
requires a profound respect for each other, regarding the similarities
and the differences of their perceptions shaping mutual value creation.
Our understanding of the stakeholder paradigm considers individual
human beings and respect for them, as well as the community, built
on the principle of mutuality. This also implies that the participants
in networks sometimes play multiple roles that change over time. No
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Figure 4.1 Perceptions of firms and stakeholders

one always dominates the stakeholder interactions, neither the firm
nor a specific stakeholder.

What are the conditions of the environment?

In our understanding of the stakeholder paradigm, we assume that
the environment of firms is represented by stakeholder networks (see
Chapter 3, p. 41), where firms and stakeholders are interlinked in
value creation. In contrast to this, in economic theory but also in
strategy theory, competition is the focus and, therefore, the environ-
ment of a firm is represented by anonymous markets.

Thus, the original reason in economic theory to focus on com-
petition was to avoid agreements between competitors, each seek-
ing to enlarge their returns by monopolistic practices.”” But it is
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misleading to narrow this idea down to the point of saying that
the market solves all problems. This is especially false when mar-
kets are not perfect, and when market failures occur by not tak-
ing into account externalized costs, as for instance pollution due to
corporate activities. In such cases some governmental regulation is
necessary to improve general welfare. Stiglitz is asking for a better
balance between the market and government, which he formulated
after the financial crisis as follows: “One of the lessons of this crisis
is that there is need for collective action — there is a role for govern-
ment, as [ have repeatedly emphasized.”’* This understanding of col-
lective action corresponds to our understanding of the stakeholder
paradigm. Cooperation with specific stakeholders, as for instance
communities or employees, can lead to better solutions than pure
competition.”

In evolutionary theory it is a central theme that evolution can be
enhanced as much by cooperation as by competition.”® While cooper-
ation often enlarges value creation, competition in our understanding
of the stakeholder paradigm is understood as benchmarking. It serves
as a comparison between similar kinds of value creation processes
to stimulate value creation in the sense of Fromm’s understanding of
active motivation (see Chapter 7).

We can summarize that the environment is represented by stake-
holder networks. With respect to these environmental conditions,
we make the assumption that a balance between cooperation
and competition enhances value creation between firms and the
stakeholders.

The assumptions of different paradigms

In our extended analysis of the underlying assumptions of the relevant
theories, we have shown that the basic assumptions of the neoclas-
sical economic theory, based on self-interest, bounded rationality and
the market efficiency hypothesis, are also predominant in strategy
theory and even partly in the stakeholder theory of the firm. These
assumptions seem however to be a hindrance for a comprehensive
analysis and understanding of value creation in a knowledge-based,
networked society.

We conclude with Table 4.1, which compares the basic assump-
tions of the economic and stakeholder paradigms, and at the same



(mara
vﬁo\fucv ylo

e dN[BA POTRYS
jo sdounid,,

[oed pue SWIY UOTIB[NUIIOJOT
10§ S10INQIIITOD U0 o
s[qesuadsipur uonisod
SE SIOP[OYaBIS e sarpualadwod susijodouow
(ordmourad SIOpIOTYeIS (sToprOyaeIS 2105 onbrun 10J 9AINIS o UONEdO[[E PUE
Anpeninur) I1073 YIm Sunnqrnuoo Jye 10J 9ALIIS o suoneldadxa UoIBUIqUIOD
SIopJOYaY IS 10§ Jjuowadeuew 10§) uonNqLIISIP Aypiqowwut pue 1goad ySiy pue 95IN0Sa1
PUE 1M UOIEBIID Aq pansind pUE uUonEaId £119u93019319Y uonnadwod jo [ewndQ e
anJeA [BI150S pue asodind anJeA dTUWIOU0I 92IN0S3I U0 [PAS] MOT [T (s1oumo
STUWIOUO0D3 [ENINJA] o uowrwio)) e [e10], e  Paseq aSeiueApE uonisod puy o3 [eaded 107 1ual)
SyI0MIdU wsipendes 93pajmouy| aannadwod JUOWIUOITATD 9A1393[q0 Juo 10§
IOpJOYINBIS JO $o1Y10 uo sNd0J ureIsns pue urer) e aannadwos UOI1BIID AN[BA
ur pappaqurd ‘uonnInsul [e1ads & yam $92IN0SAI JO SISA[eUY e  JIWIOUODA [BIO] o
Ao [eos uewny $92IN0SAI JnBIdUASOIpI Ansnpur uonnIIsul
pue JTIIou022 pue Jeiour Jo o[punq Jo o[punq 9ATIORINIE UB UT SIWOU0
ue Se Wil e Se WIT] o B SE WIL] o B SE WIL] e JOJOB UE SB W] e UB SB WIL] o
UOIBIID dNjeA pue wiiy ay1 jo asoding
Surpueisiopun Qo wsijearded  wiIy Yl Jo L1092 AY ASI wiy Ayl
Iapjoyayels Iopjoyayel§ Ry — jo 109y,
wdipered 1opjoyayelg wdipered orwouooy

52140941 puv sudipvivd juvgiodu jsout agy Jo suoypdunssy aqy Jo mataiaaQ 1y dqeL



$92IN0SAI JO SPUTY
JUDISJJIP JO SIAUMO
Se SI9p[oyayels
pue wiy :s3y3u

£3119doid papuaixy e

UOTIBAID ON[BA UT
(3ys1r pue 1gauaq)
SI[0I JUIIAJJIP
[IIM SHIOMIDU

ut sjuedonie o

UonBIId
an[eA Jo YIomiau

I9pIOYaYEIS o

UOTIBIID AN[BA
01 S10INQIITOD
s[qesuadsipur
9IB SIOP[OYaY IS

JO 38D 9318 o

QATIBALIOP SE
£119doad pue
UOTIOU [BIIUAD

SE WOPIIT] e

uoneAOUUT
JO 921n0s £3] se
SIOP[OYaYEIS pue

UL U29M19q

uonerddoon) e

uonearn
anyea uTeIsns o}
AIeSS900U o1B
SIOp[OYaYeIlS

JO 1582 9818 o  YIIM SIOP[OYBIS o

Aoewrad
1030211p
£$1039911p
Jo preoq 4q

paiuasaxdar

wiig e

sIap[oya1eys 9yl
10U S90IN0SaI
a1e10diod ay3 Jo

JoUMO st WIT] e

SJUDISIAUT
oyads-uwry
jo snxou -dsax
S10BIIUOD
a1a1dwoout

JO SNXIN] o

SJUUIISIAUT
oyads way

(7661 1913e
9IN3BIANI[ Y3 Ul

passaippe)
s3y81r £310doad

JO so[punq

SE SI2INO0SAY e

S10310¢®

£33 se sIo8BUBIA o

sjuBwWIED
[enpIsai 9]0s sk
(1opjoyareys)

SIOUMQ) o

SIe9A
JUDII UT AS]
[euonIpeIl 9yl
pauswa(dwod
aaey s10adse
gSsoO pue
SIap[oyaYels
QWOS o
S1010' £
Se s103eUBA e
sjuBWIE]D

[enpIsar 9[OS se

(1opjoyareys)

SIOUMQ) o

JUIWISIAUT

[eardes uo paseq

s1ySir £110doig
sjuBwWIEd
[enpisai Jjos se
(1oproyareys)

sIUMQ

SI2UMO pue SI10)de UrejN



Anjeninw uo
paseq AJrunwiwod
a1 pue 10adsax
yaim guraq uewny
[enpratput oy}
JO UOIIBIIPISUOY)
Iopjoyaye1s
oy1ads Aue
Iou wiy oyl 4q
J1om3iau ay3 ut
9DUBUIWIOP ON o
suondaorad
JULISJJIPp pue
Ie[ruars 10§ 109dsay e
019
‘sonfea ‘9oudrradxo
a3pajmouy| 10unsIp
yum sSuraq uewny
SE SIOP[OYaYEIS o

(ssauurol)
Auowrey ur
SIOp[OYaYEIS
Surdaay e
aInjeu ueBWNY
jo Lyxadwo)) o
Anqiqisuodsar
3ATII[OD) o

159191UI-J]3S
pauaiy3ijuy e
Ayreuonyes
papunog e
SIap[oyaYels
2I4J1P
Surpnput
uononpoid
weaJ e

uo SuIprap
S19Z1321813S
JIe SIOZBURIN e
saroualadwod
3100 anbrun jo

uwuuouﬁﬂum:om
(pauaiydijuy) o

SUOTSIOAP

Jj0-apen

159191UI-J]9S Sunyew 4q
(pauaiySiuy) o SuUOnIPUOd
$921n0sa1 anbrun aannadwod
jo uoneyro[dxa 309510dwr
puE UoneaId yropdxa

puUE urelurewWw
318910 031 dARY
s19z139318138

Se ST1OSBURA e
Ansnpur

uoneyodxa ur uonrsod
pue UoneId J[qeIoA’]
Surpiegdar Sunrojdxas ur Ayeuonies
Ayjeuoner Ayjeuoner papunogq e
papunog e popunog e 1S9I9IUT-J[OS o

J01A®(o( JI9Y] pue SI0jde JO sainqinje urejy

Surpueisiopun InQ wsieardes  wiy ay3 Jo L1093 A9 ASI way oyl
Jop[oyayeIg Iop[oyayeIg Ry Ea— jo K109y T,
wdipered 1opoyayeis wgrpered srwouody

(-140) 1} J1qEL



SYIOMIOU
ur uoneradood
pue uonnadwod
Jo ddue[eq o
SYTOMIoU
IopJOYaBIS
£q payuasaxdar
JUIWUOITAUY o

wsijeades
JO JUAWIA[A JTseq
e jou ‘A119doid
Juadrour ue

se uonnadwoy) o
uonerddood

Jo £yuI011] @
suonn[os
wns 019z

JO 9DUEPIOAY o

aInyrej 193Iew
10§ [0I3UOD
SE S1012311p
Jo pIeoq Jo
Ayorerary

SuneIpIN o
uy
a3 £q omod
Jo asnqe jo
uonuaaadid
se axnssaxd

JIEIN o
sIop[oyayels
[euIaIxa £q
JUQWUOITAUD
ay1 jo

uoneIudsardoy e

wsTueydIW
UOBUIPIOOD
Se s19yIeW
92IN0SIY e
uonIpuod
[BUISIXD
se (A1[eaLr)
uonnaduwo))
(serouazodwiod
9102) $10310€]
[eUINUT YIIm
$5900NS S WY
surejdxa AQY e

sjuowAoIdwt
[e100s Surpnjour
£q wsipeides
JO sarrepuUNOq
oY1 3un19sal

FARLICREN I

wstueydouw
uoneuIpiood se

S193IeW 100POI] e

s[eALl Jsuregde
Suruonisod
onbrun

¢AI[BALI UO SNJO] o

JUSWUOITATD

(o1II0U029)
311 UO paseq
$$9001S S Wiy

sure[dxa AGT e

(A10943
£ouage 39)
sayoeordde

a[3urs ay3
ur suonIpuod
ogads

RyIng e

(s3oyrew)
uonnadurod
Uo Snd0, e

SUONIPUOD [BIUSWUOIIAUF



‘$9 TT0T ‘ToWeIY 29 19110 .

¢aandadsiad ¢aandadsiad

JIWOU0IJ Uk JIWOU0II UE
{MITA Ul JUIJJIP

sway e AyM o

u1 JuL1AJ1p

JIomiau e Ul S9[od sy oJe %E\X/ °

SIoployayels oy 4 ¢ISTXd
o3 pue s, wiIy JU21 013238138 STBALT swiy op Ay e
oY1 TR JBY L\ Juouewrod 01 paredwod 4
o jonjea unean oy uredxa U971 013918118 JoyIRW
pliom A9y1 a1e woym 01 suoneaI juouewrad  9y3 01 uostredwod
[eINJBU OYI JO  IOJ pUE IOJ PUBIS Iop[oyaNeIs oueyuUy o ur SonI[esSNEd
ANTIqeurelsns o) SUIIY Op JBYA\ o uo paseq sonesned STWOU0I U0
pue sSuroq uewny 4 UOnNQIIISIp pUB  JIWOUOII A[UTew paseq wiIy e jo
103 9§17 Jo Aarenb SIOPOTY IS UOTIBIID AN[eA O Pasnd0jy UOTIBIID AN[BA
a3 droxduwr 10} UONEBAID u1 93eiueApe a3ejueApe JUSIOYJ AIOIN o
uonsanb £ay 0] UOTIBIID anjeA (Je100s pue aannadwoo aanmadwod  Jual dSIWou0d3 Y3

pue wiy uo 1oeduf e onJeA [ENINJAl ¢ JTWIOUOD) JUIO[ o J[qeuIRISNS o J[qeUIRISNG ¢  JO UOTIBZIWIXEJA o

uonsanb 4oy pue wiy uo 1oedury

Surpueisiopun InQ wsiearded  wiy ay3 Jo L1093 A9 ASI way oyl
IopjoyaeI§ Iop[oyaeI§ RSy Ea— jo K109y T,
wdipered ropjoyayeg wSipered orwouody

(-1409) 'y S[qeL



Our understanding of the stakeholder paradigm 69

time summarizes the main assumptions for our understanding of the
stakeholder paradigm.

In the next chapter we further develop our understanding of the
stakeholder paradigm. We analyze in more detail the firm’s and the
stakeholders’ roles in value creation within networks. We also ana-
lyze how firms and stakeholders, basing their activities on our revised
assumptions, can develop solutions that better serve society than by
following the economic paradigm.






PART II

Our understanding of the
stakebolder paradigm and its
operationalization






5 Our understanding of the
stakeholder paradigm
operationalized in the three licenses

Our claim for the stakeholder paradigm
The economic paradigm in an endless series of constraints

According to traditional economic and strategy theories, the firm is
mostly seen as a purely economic institution and its actors as driven
by self-interest, with society a constraining factor as we discussed in
Chapter 2." A firm’s total economic value creation, by combining and
allocating factors of production in the competitive environment, is ori-
ented to a utility function that focuses on one objective, namely value
maximization for the owner of capital (e.g. shareholder value).”

If all human beings are modeled as self-interested actors and effi-
cient market functioning fails to occur, there must be additional con-
trol mechanisms over a firm’s value creation, which is normally in
the form of state laws and regulations or in some cases by voluntary
self-regulation (e.g. Global Compact). This continuous need for con-
trol is even more important as some of the actors are not interested in
efficient market functioning.’

Moreover, national states are also unable to sufficiently control self-
interest, as recently experienced in the global financial crisis and in the
BP oil spill in the Gulf of Mexico and in the Fukushima disaster. State
sovereignty is limited to its geographical borders, which leaves gaps
in governmental constraints on self-interest, especially at the inter-
national level where the actors operate across borders. Boundaries
and constraints are challenged as a result.* New kinds of political
unions (e.g. EU, North American Union), institutions (e.g. NGOs,
CSOs) and norms (e.g. sustainability or CSR standards) have been
created which only partly fill the control gaps. Therefore, today we
have a mixture of compulsory and voluntary adherence to regulation.
But in a changing environment there have thus far never been suffi-
cient constraints through regulation or standards. We can conclude
that there will always be a need for further constraints.

73
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Challenging the dominance of self-interest

Until now the exponents of the theory of the firm and strategy the-
ory (ISV and RbV) have resisted the fact that sufficient control of
self-interest is lacking. Only some minor additional regulation has
been attempted as described in Chapter 2. The basic assumption
of pure self-interest is questioned in various streams of literature in
economics,’ biology® and the social sciences.” In particular there is no
convincing empirical evidence that nature foresees pure self-interest.®
Other research based on the so-called co-evolutionary approach
relies on nature (genetic disposition) and nurture (socialization).’
Experimental studies have shown that social norms and institutions
are reinforced when deviation is punished. This is especially evident
in the studies on large groups, in which a lot of differentiated cooper-
ation occurs. In fact in a sufficiently large number of individuals with
a strong sense of reciprocity, selfishness is replaced by cooperation
for better adaptation, because selfishness is penalized by other mem-
bers of the group. Furthermore, the internalization of social norms
leads to better adaptation, when applied for other than instrumental
reasons.'” These insights are especially relevant in a globalized world
where individuals are interrelated through networks. It is against this
background that we suggest a complete shift from the economic to a
stakeholder paradigm.

This paradigm shift away from pure self-interest to mutuality cor-
responds to similar shifts in other fields, such as in climate policy for
example. The latest Hartwell paper advocates shifting from human
“sinfulness” to human “dignity,” emphasizing innovative solutions
(e.g. new energies) instead of restrictive rules (reduction of CO,)."

The fundamental shift to mutuality in a network view

We therefore question why is it necessary for firms to outperform
each other and to be confronted with an endless series of constraints,
when they can build on the mutuality of a broad cast of stakehold-
ers for value creation? Instead, we make the claim for a new para-
digm that focuses on mutuality, and thereby advocate a network view
to create value between firms and stakeholders to enhance quality
of life. According to the most widely acknowledged standards (see,
for example, the Human Development indices, Human Poverty indi-
ces, Happy Planet Index, etc.), quality of life comprises wealth that
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includes primarily sustainable access to resources, education and
health."”

The current debate encompasses the notion of the quality of life
not only from a human perspective but also from the perspective of
the sustainability of the natural world. In the book Mismeasuring
our Lives, Stiglitz et al. reflect on current measurements of GDP and
propose a more comprehensive understanding.'” Thereby, they distin-
guish three approaches to the concept of the quality of life: the first
approach is based on the notion of subjective well-being, which con-
siders the perceptions of human beings in value creation.'* The sub-
jective well-being requires respecting the similarities and differences
of the perceptions of human beings (see Figure 4.1, p. 62). Second,
the capability approach emphasizes human life as a combination of
various activities and the ability to choose between different activ-
ities due to various values and goals. Consequently human beings are
ends and not means (see Chapter 3, p. 45). The third approach takes
into account the notion of fair allocation and goes beyond monetary
dimensions by including the social dimension of value creation (see
Chapter 4, pp. 57-59). In the second part of the book, the authors
propose sustainability that, in addition to the quality of life of future
generations, also considers the sustainability of the natural world.

Stiglitz et al. conclude, “For a long time, economists have assumed
that it was sufficient to look at people’s choices to drive information
about their well being, and these choices would conform to a stand-
ard set of assumptions. In recent years however, much research has
focused on what people value and how they act in real life; and this has
highlighted large discrepancies between standard assumptions of eco-
nomic theory and real-world phenomena.”'” This recognition requires
a comprehensive understanding of value creation. In this sense, Putnam
proposes avoiding the collapse of the Fact/Value Dichotomy.'® Putnam
consequently refers to Sen for the entanglement of fact and value: “In
short, the serious welfare economists have to have a serious acquaint-
ance with the best of contemporary ethical discussion.”!”

In introducing our understanding of the stakeholder paradigm, we
rely on such a comprehensive understanding for value creation and con-
tribute to Sen’s claim. There are useful elements in the mainly fact driven
economic and strategy theory, but also in the stakeholder theory that
includes the discussion of values (see Chapter 3, pp. 43—46). Mutuality
enhances benefits and reduces risks for the firm and its stakeholders that
are embedded in the network, and therefore leads to superior value. We
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The economic paradigm based on control The stakeholder paradigm based on mutuality
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Figure 5.1 Comparison of the economic and the stakeholder paradigm

understand superior value as a continuous search by the firm and its
engaged stakeholders to improve the quality of life of human beings and
the sustainability of the natural world. Figure 5.1 compares the current
economic paradigm with our understanding of the stakeholder para-
digm, which we will operationalize in three licenses.

Putting the paradigm into operation: the three licenses

License as entitlement

Since their beginning, firms have been embedded in a legal frame-
work that provides the basic license to operate. This basic license
is granted to firms by authorities such as national, regional or local
governments, which have the legitimacy to provide or withdraw
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licenses.'® These include regulatory agencies for special matters, such
as security standards for electricity, fire, employees, etc. Firms that
do not fulfill these standards lose their license to operate. In a mod-
ern society, firms, which do not obtain or lose such formal licenses to
operate, have the possibility to appeal the decision of the authorities,
for instance by a court review. In different countries and regions,
however, there may be different regulations for granting the licenses
to operate in similar fields. There are three specific “conditions”
where government must consider a license to operate: (1) decision to
license the original grant (charter) — are the applicants trustworthy?
(2) challenge the license — reauthorization of an operating license
(e.g. telecom or television in the United States); (3) reclaiming a
license to operate after it has been taken away, e.g. deep water drill-
ing licenses after the oil spill which was re-granted in 2010 under
new conditions.

In our understanding of the stakeholder paradigm, a “license” is
not primarily a legal term, but rather a comprehensive entitlement,
granted to the firm by its stakeholders. It includes the descriptive,
instrumental and normative dimensions that we developed earlier in
Chapter 3."” The normative dimension of a license incorporates the
idea of stakeholders as human beings, which are involved in the pro-
cess and the outcome of mutual value creation. Therefore, respect
for persons, their expectations and perceptions are salient. As human
beings are always ends and never means, they are never sources for
value creation but owners of different kinds of resources, which they
contribute to the value creation process. Thereby, they create and
enhance property rights for themselves, as well as for others that are
involved in value creation processes.

The descriptive dimension of a license focuses on the role of the firm
and the stakeholders for mutual value creation. Firm and stakehold-
ers are thereby embedded in a network. The instrumental dimension
of a license emphasizes the influence of mutuality on the enhance-
ment of benefits and the reduction of risks for the firm and engaged
stakeholders. And it implies that value creation always acknowledges
all perspectives, the firm’s and the stakeholders’. As a consequence,
value creation is not only measured by financial success but has an
economic and social dimension.?’

According to the entanglement of facts and values, the descriptive,
instrumental and normative dimensions of licenses are not separate
but interdependent.’! In our framework of the licenses, the descriptive,
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instrumental and normative dimensions reinforce each other, and
together provide an in-depth understanding of the stakeholder inter-
actions for mutual value creation.”” The licenses are ‘managerial’ in a
broad sense according to Donaldson and Preston, because they offer
strategies, processes, structures and attitudes that, taken together,
operationalize the stakeholder paradigm.?’

Licenses stimulate value creation

In the following section we claim that mutuality induces superior
forms of value creation between firms and stakeholders, which are
striving for solutions to complex projects, difficult issues or innovative
products and services. In defining the licenses, according to our under-
standing of the stakeholder paradigm, it seems appropriate to draw
on the body of knowledge contained in the traditional approaches
of strategic management (see Chapter 2, pp. 19-32). We will look at
the industry structure view (ISV) and the resource-based view (RbV),
and develop them further into the perspective of the stakeholder para-
digm. As our previous analysis shows, these two approaches have to
be complemented by a social and political view (SPV).?* Therefore, we
distinguish three licenses, namely the license to compete, the license
to innovate and the license to operate.

Take another look at the Matterhorn

The three licenses are different but complementary views of the same
phenomenon, namely the mutual value creation process in networks.
The three views allow a richer insight than just one specific perspec-
tive. The following metaphor might illustrate the richness we are able
to gain by taking several perspectives into account simultaneously.
One of the most famous mountains in the world is the Matterhorn
in Switzerland. In countless journals, media publications and adver-
tisements the picture of the Matterhorn is shown as in Figure 5.2.
Millions of people know this picture of the mountain, taken from
a specific, particularly attractive and spectacular perspective. If one
takes a closer look at the mountain, one can see that four ridges des-
cend from its peak and thus also four surfaces, i.e. the rock faces.
But the well-known picture (Figure 5.2) shows only two of them.
Therefore, another perspective is necessary to capture the whole
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Figure 5.2 The Swiss view of the Matterhorn (source: Dreamstime)

mountain (Figure 5.3). This additional perspective shows a different,
less spectacular shape. Yet it adds additional topographical and geo-
logical insights, giving a full picture of the mountain.

It follows that in order to capture the full picture of this mountain,
different perspectives are necessary. Since we are proposing that this
is also true for mutual value creation, we have searched for suitable
perspectives in the strategy and stakeholder literature that can con-
tribute to a full picture. The overlaps and incommensurabilities that
may occur are preferable in our opinion than the disadvantages and
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Figure 5.3 The Italian view of the Matterhorn (source: Dreamstime)

imperfections of a one-sided view. We already mentioned the neces-
sity of the multi-perspective view in Chapter 1 (p. 6) for developing
the paradigm shift we are proposing.

The economic paradigm focusing on self-interest is a one-sided view
comparable to the first picture of the Matterhorn. It is impressive with
its elegance and coherency but does not show the full picture. In con-
trast, the stakeholder paradigm is comprehensive because it takes into
account the whole picture with a multi-perspective view. We think
that it provides insight so as to make “climbing the Matterhorn”
accessible under various conditions and in different ways.

In order to understand mutual value creation in networks, the
three licenses provide the multi-perspectives. These licenses, which
we develop in more detail in Chapters 6—8, are described in the fol-
lowing overview:

¢ License to operate
The license to operate focuses on the role of the firm in society
and its acceptance. It includes the social and political stakeholders
as indispensable constituencies in a firm’s value creation.”” Market
stakeholders can also act as social and political stakeholders as
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everybody is part of the society in a network view. Preston and Post
already advocated this view in 1975: “Over the long run, the polit-
ical legitimacy of business organizations depends upon their ability
to serve the needs of society, not the other way around.”?® Mutual
value creation in networks aims at serving society by improving the
quality of life for human beings and sustaining the natural world.
This requires mutual respect for the similarities and differences
regarding the expectations and perceptions of the individuals as
part of organizational entities.?” Stakeholders can provide but also
restrict or even withdraw the license to operate of a firm, depending
on the evaluation of its achievements with respect to the social and
political dimensions.?*

¢ License to innovate
The license to innovate emphasizes the firm’s role as an innov-
ator. Innovation is based on the pooling and development of the
resources owned by the firm and all engaged stakeholders.?” Thus,
innovation is the result of enhancing benefit potentials and redu-
cing risk potentials by mutual value creation.
Some resources such as water, oil or living space are limited. But in
contrast to what traditional economics suggests, key resources in
today’s world such as knowledge, experience, renewable energies,
etc. are not limited.’” Non-limited resources can be enhanced and
improved. Under these conditions, a characteristic of doing busi-
ness is not merely a fight for limited resources among rivals, but
much more a constant striving for the discovery, development and
improvement of non-limited resources among firms and stakeholders.
These resources are generally not only available in anonymous mar-
kets. Stakeholders are owners of these different kinds of resources
and are contributing them to the value creation processes. We can
conclude that the understanding of innovation in this sense means
the superior value creation of firms interacting with stakehold-
ers as resource contributors in a network view. Hence, the firm’s
license to innovate depends on its ability to motivate and cooper-
ate with stakeholders as resource owners based on the principle of
mutuality.

® License to compete
In this perspective, the firm’s role within its environment, concep-
tualized as a stakeholder network, is focused. The firm’s position-
ing in its stakeholder network is salient. These networks not only
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take into account direct market participants, but also other stake-
holders, who are involved in mutual value creation in a compre-
hensive sense. Thus the motivation for mutual value creation is for
a better quality of life, and not the fight to reap greater rents (e.g.
quasi-monopoly rent in the ISV) from direct market participants.
Competing is understood as benchmarking between similar kinds
of value creation processes, and serves to increase the motivation
for mutual value creation.’' In this sense competition is a race in
which the participants spur each other on. Benchmarking between
similar processes and outcomes is essential to motivate superior
value creation rather than outperforming rivals. Consequently,
the license to compete is provided to firms and their stakeholder
network depending on their ability to stimulate value creation in
and between networks. Figure 5.4 gives an illustration of the three
licenses.

Embeddedness in networks

In contrast to the economic paradigm, the stakeholder paradigm is
not focused on the definition of a firm’s boundaries, and therefore
the distinction between internal and external stakeholders, but on the
firm’s embeddedness in a dynamic stakeholder network. Thereby the
firm and the stakeholders are contributors for value creation which
also implies that stakeholders themselves are embedded in stakeholder
networks (Figure 5.5).%

The stakeholder network as resource pool
The illustration (Figure 5.5) shows two firms (A and B), each of which
is embedded in its respective stakeholder network (left and right circle
respectively in illustration). Each stakeholder network, which consists
of all kinds of stakeholders, provides the firm with different resources
(see Chapter 7). The stakeholders contribute to improving and develop-
ing the value creation processes, as both firm A and B can tap and pool
the resources together with their stakeholders for innovative solutions.
The reason such a network perspective is important can be illus-
trated by the experience that Pfizer Switzerland®® gained with respect
to the issue of developing innovative medicines. In the past, the com-
pany did not regard the general practitioners as partners; they were pri-
marily regarded as prescription-givers. However, as new expensively
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Figure 5.4 The three licenses to analyze mutual value creation

developed medicines are often criticized as “me too drugs” by physi-
cians, healthcare insurers and even investors, the company opened
itself to its stakeholder network and initiated a process of discussions.
Pfizer started to recognize that the general practitioners among the
physicians could contribute valuable knowledge with respect to real
innovation, concerning their patients’ needs. At the end of the pro-
cess, the physicians should benefit in the future from innovative medi-
cine more closely tuned to their patients’ needs. This is also clearly a
potential benefit for the patients. Needless to say, this is also in the
interest of the company whose business it is to serve patients with the
best products they can provide.**

Society as a contributor, not as a constraint
As an extension to the traditional management approaches focus-
ing on market participants, social and political stakeholders (® in



84 The stakeholder paradigm in three licenses

Stakeholder network A Stakeholder network B

Q@ Social-political stakeholders
QO Stakeholders

Figure 5.5 Stakeholder networks

Figure 5.5) are considered integral parts of the above stakeholder
networks. These stakeholders also have value creation potential and
thus are active in a firm’s value creation (see Chapter 6). By includ-
ing social and political stakeholders into a firm’s stakeholder net-
work, society is not seen as a constraint or an external factor, but
as an indispensable contributor to mutual value creation in order to
improve quality of life for society itself and for the sustainability of
the natural world.

The “too big to fail” phenomenon in the banking industry pro-
vides an impressive example of the meaning of the firm as an integral
part of society, and social and political stakeholders being import-
ant for firms. In the financial crisis it became clear that some banks
were systemically relevant for the economy and society as a whole.
The decision of the US government not to support Lehman Brothers
and indirectly withdraw its license to operate led to severe effects in
its global stakeholder network. Not only other banks but also other
companies in different industries and even social institutions were
heavily affected by this decision. And because the whole economic
and social systems were in danger, citizens were in the end obliged
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to support other affected banks with their tax money, even though
these banks were not state but private banks. It became clear that, in
such situations, neither a single nation state alone nor the market can
provide the solutions or the necessary constraints. A whole variety
of social and political stakeholders became relevant: in addition to
shareholders and customers, citizens, nation states, political parties,
national banks and international finance organizations were heavily
involved. And these stakeholders in the end had to define to what
extent the affected banks are systemically relevant and whether to
support them or not.*

Positioning and benchmarking

Figure 5.5 also shows that in the context of their stakeholder net-
works a firm’s positioning occurs in two different ways: the firm
needs first to position itself in its stakeholder network, i.e. vis-a-vis
its different stakeholders to enhance value creation (left and right cir-
cle respectively in Figure 5.5). As an example, a bank, ZKB, in our
empirical case studies was striving to establish cooperation with the
World Wildlife Fund (WWF) to have a better position for developing
sustainable financial products for their customers. This cooperation
was favorable for mutual value creation for all three involved stake-
holders (bank, clients, WWF).

Sometimes the participation in one stakeholder network excludes
the participation in another, for example if partners ask for exclu-
siveness. But sometimes, as Figure 5.5 shows, some stakeholders are
stakeholders of more than one firm (intersection of the circles). Thus,
some stakeholders are common to two or more firms. Positioning
occurs also vis-a-vis the common stakeholders. In the recently liberal-
ized market of the telecom industry in Switzerland, the newcomers
Orange and Sunrise had a weak position in the stakeholder network,
as the established firm Swisscom had already had interactions with
the most important common stakeholders over a long period of time.
The newcomers had first to establish interaction forums with these
stakeholders (e.g. the regulator). As we could observe in our case
studies, this drive for positioning strongly challenged the newcomers,
but at the same time enhanced not only their own value creation but
also that of some of their stakeholders.** Also one needs to remember
that stakeholders do not necessarily contribute identical resources to
different firms.?”
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A second dimension is the positioning of the firm and its stake-
holder network vis-&vis other, similar stakeholder networks. This
second dimension is primarily seen as benchmarking to motivate the
process and outcome of both firms and their stakeholder networks for
superior mutual value creation. This took place in the pharmaceutical
industry as we mentioned above; they had to change their business
model to improve the production of more innovative and accepted
medicines. In our Pfizer case study, for example, this was achieved by
first conducting comprehensive interviews with Pfizer’s senior man-
agement team and the firm’s stakeholders to evaluate their percep-
tions of the issue. In a next step, a workshop with Pfizer and one of
their focal stakeholders, a health insurer, was organized in order to
discuss their perceptions of innovative medicines and particularly the
similarities in their perceptions. Thus, the workshop provided a plat-
form for Pfizer and the health insurer to increase their mutual under-
standing of their different approaches to common issues. Based on
the results and insights of the workshop, Pfizer decided on the neces-
sary strategic adaptations, such as changing its whole sales model to a
stakeholder-oriented one.** Based on this mutual value creation pro-
cess, it contributed to improving the benchmark for the whole indus-
try with regard to innovative medicine, which in turn produces better
quality of life for patients.

Positioning in the two ways mentioned above is especially relevant
in the perspective of the license to compete (see Chapter 8). Firms that
are not able to strive for superior value creation will be challenged
sooner or later by their stakeholders, e.g. customers, employees, inves-
tors, interest groups, etc., and their licenses questioned.

Stakebolder licenses

The three licenses are not only salient for the firms but also for all
engaged stakeholders in mutual value creation. Stakeholders such as
shareholders, customers, suppliers, NGOs, etc. have to be aware that
as participants in a stakeholder network they can enhance or weaken
the potential of the network but also of their own projects, issues,
products or services. In doing so, they also need entitlement for their
contributions. This may be even more important the more profession-
ally the stakeholders are organized. However this thinking is not yet
sufficiently anchored in the literature and in practice.*”
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Based on our understanding of the stakeholder paradigm, we make
a strong claim for stakeholder responsibility from the perspective of
the three licenses. Shareholders’ responsibilities, for example, are some-
times challenged by engaged shareholder movements.*’ Financial inter-
mediaries, such as pension funds or investment funds, are especially
important actors regarding shareholder engagement, as they contribute
important resources to value creation. A research-driven company may
be under pressure when major shareholders as resource contributors
demand short-term profits, instead of focusing on long-term benefits.
This pressure may negatively influence the research and development of
the company, as it may have to reduce investments in these areas. The
consequences are fewer innovative products on the market and also
lower profitability of the firm. Other consequences might be that such
a company impacts the performance of pension funds, which in turn
could lead to lower rents for the insured individuals. Retirement funds,
as resource contributors, need to take responsibility by being in close
and proactive contact with the firms they invest in.*!

Stakeholder responsibility was also a focus point for NGOs in the
case of Brent Spar in 1995.# At that time Greenpeace was confronted
with a shrinking European membership. At the same time they were
well acknowledged for their capabilities regarding ecological issues,
which they had built up since the 1960s. Therefore, they looked
intensely for a “target” to prove to their members that their activities
and capabilities were still needed in Europe. Shell was the perfect “tar-
get” for such a campaign, since it was the market leader at the time
and it had not developed strong competences to act on “soft issues,”
such as the disposal of the oil platform required.* Even though the
impact on Shell of the Brent Spar issue evoked a positive change in
the industry as a whole, and one could say that Greenpeace fulfilled a
stakeholder responsibility, the way in which Greenpeace went about
inducing it remains questionable.

Another example of stakeholder responsibility concerns the cus-
tomer, who is often considered king. But especially big and important
customers (e.g. lead users) have to be aware of their responsibility
toward their stakeholder network. Their position in the network allows
them to influence the whole network.** One example is McDonald’s
in its role as a customer of meat suppliers. Its demands not only influ-
ence future animal husbandry but also innovative solutions on this
topic, which include important responsibilities.
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Multiple roles of stakeholders

One important observation we made in studying our cases is that
stakeholders often play more than one role in the mutual value cre-
ation process. Many firms have stakeholders with multifunctional
roles. They are for instance customers, suppliers and investors at the
same time, which implies multiple social identities.* Multiple social
identities, well researched in social sciences, emphasize the tensions
evoked by the different identities of a person, group or organization,
and the lack of transparency for those interacting with them.*®

One example can be derived from the financial industry: the bank
ZXKB that we analyzed has different types of stakeholder with multi-
functional roles. On the one hand, the bank is publicly owned, and
on the other hand, members of the public are customers of the bank
and quite a number also work for the bank. Thus, they are owners,
customers and employees at the same time, which again concerns all
three licenses. The bank is well aware of these multiple roles, but this
might not be true for all of the stakeholders. In our case it appeared
that members of the public were often unconscious of the different
roles, and also the influence they might have on the bank. Therefore
the bank is challenged to make the multiplicity of roles more trans-
parent to the stakeholder network.

Based on such multiple roles, a stakeholder is part of the cast of a
firm’s stakeholders for a variety of reasons and appears differently
in the perspectives of the three licenses. A one-sided perspective of
stakeholders is too narrow.

Common dimensions of the three licenses

The specific characteristics of the three licenses from the point of view
of mutual value creation in networks will be analyzed in more detail
in Chapters 6, 7 and 8. But before doing so, it seems useful to clarify
the dimensions common to all three licenses. Value creation with and
for stakeholders is the focus of each of the licenses. All our empirical
cases have these dimensions in common, independently of the indus-
try, the size of the firms or the characteristics of the human beings
involved, either as firm representatives or as stakeholders. In the fol-
lowing chapters, we have organized the argumentation with respect
to the three licenses as follows:
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Content of the licenses

Each chapter starts with a short overview of the specific content that
is emphasized by the respective license, concerning mutual value cre-
ation and embeddedness in a network.

The cast of relevant stakeholders

The cast of stakeholders of a firm includes everyone who is involved
in mutual value creation.*” The stakeholder paradigm acknowledges a
broad variety of possible stakeholders, which may vary according to
the interpretation of the three licenses.

In identifying the cast of relevant stakeholders of a firm, we first of
all identify stakeholders as owners of limited or unlimited resources
which they contribute to the value creation process. This is based
on an extended view of property rights (see especially Chapter 7).*
Second, the cast of stakeholders is also influenced by the fact that the
firm can have different and changing positions in its environment,
and is always embedded in evolving stakeholder networks (see espe-
cially Chapter 8).*” As these stakeholders are interrelated with other
stakeholders, sometimes they contribute not only directly to the value
creation process but also indirectly.’® Third, some of the stakehold-
ers, e.g. employees, contribute voluntarily to value creation. Some do
not (e.g. neighbors) but are forced to contribute or cannot abstain
from contributing.’! This is quite often true for social and political
stakeholders (see especially Chapter 6). In response, these involuntary
stakeholders have specific expectations of a firm’s value creation pro-
cess, and sometimes even have the power to influence it.

Mutuality as a value creation principle also emphasizes the need
for the stakeholders to adhere to their own three licenses as already
claimed above (pp. 86—87). The analysis of the three licenses helps to
clarify the cast of relevant stakeholders from different perspectives.

Contributions to value creation

Each license can shed light on specific benefit and risk potentials regard-
ing mutual value creation. They might occur due to the expectations of
the social and political stakeholders (see Chapter 6), the nature of lim-
ited or non-limited resources owned by the stakeholders (see Chapter 7)
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or the positioning in the stakeholder networks (see Chapter 8). The
benefit and risk potentials within these interactions may be seen differ-
ently from the corporate or the stakeholder perspective.’”

The benefit and risk potentials are not only salient for the firm’s
licenses but also for the stakeholders’. If for instance a specific stake-
holder contributes or challenges the firm’s license to operate, at
the same time its own licenses are impacted. The above mentioned
example of Shell’s Brent Spar illustrates this; not only was Shell’s
license to operate challenged but so was that of Greenpeace.

Value distribution

Value creation in the sense of mutuality is at the heart of our under-
standing of the stakeholder paradigm, and enhances ownership of the
firm and the engaged stakeholders in proportion to their contribution
to the benefits and to their adoption of risks in the value creation proc-
esses. But there are times when one of the participants of mutual value
creation takes more of the value added than they deserve. In these cases,
value distribution in proportion to contribution comes into play.

How much of these values will be appropriated to the firm or to
the capital owners in the classical perspective, and how much will
be appropriated to other involved stakeholders depends on the social
processes among the firm and its stakeholders.’ In the stakeholder
paradigm, value distribution appears not to jeopardize, but on the
contrary to stimulate, future contributions of stakeholders to improve
superior value creation.

Value distribution, and particularly the question of who should par-
ticipate and to what extent, can be reviewed in the light of all three
licenses, from the firm but also from the stakeholders’ perspective.
This also includes indirect stakeholder contributions that occur, for
example, when a stakeholder — e.g. a patient organization — transfers
the experience of another stakeholder — e.g. patients — to a firm, such
as Pfizer. This impacts not only Pfizer’s licenses but also the patient
organization’s licenses.

Firm and stakeholder strategies

The principle of mutual value creation and distribution chal-
lenges firms and their stakeholders to engage in specific kinds of
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strategic activities. Strategies consider common actions of firms
and stakeholders in a network view. The three licenses emphasize
different aspects of firm and stakeholder strategies. With regard to
the license to operate, a comparison of the similarities and differ-
ences between the firm and its stakeholders’ perceptions, regard-
ing common issues, projects, products or services, reveals different
solutions for firm strategy (Chapter 6). From the perspective of the
license to innovate, capabilities such as resource pooling, resource
development and motivating stakeholders are elements of a firm’s
strategy (Chapter 7). The license to compete emphasizes strategies
for cooperation, coopetition and competition that enhance benefit
potentials and reduce risk potentials within and between the stake-
holder networks (Chapter 8).

Evaluation of mutual value creation

Traditional strategy theory normally evaluates value creation by the
surplus of economic rent. Strategic success due to competitive advan-
tages based on positioning (ISV) or core competencies (RbV) is mostly
expressed in financial terms, as discussed in Chapter 2.

In our understanding of the stakeholder paradigm, value creation
takes place within a network of stakeholders of which the firm is a
part. From this perspective, it is not only the outcome for one stake-
holder (e.g. shareholder) that is the focus, but the mutually defined
value for all stakeholders. Value measured in financial terms is often
the top priority of business, but it does not necessarily reflect the
full picture. Value in the stakeholder paradigm is consequently not
understood only in financial terms, but encompasses a broader under-
standing of financial and non-financial components, as is the case in
the three perspectives of the licenses. Moreover, we propose that the
notion of value cannot be defined in a general way in the perspec-
tives of the three licenses and for all situations, issues and specific
contexts. The parties involved in a given value creation process have
to define what they mean by value, and which components are to be
included or excluded.’* The mutual value creation and distribution
process is not only efficient for the firm in an instrumental sense, but
also creates motivation and satisfaction for the stakeholders. In this
context, we refer to the differentiation of Fromm’s active motivation
(process) and the passive motivation (outcome).’® This understanding
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Figure 5.6 Evaluation concept (we thank Ruth Schmitt, Tom Schneider and
Michael Sitte, with whom we are collaborating on a research project con-
cerning evaluation of stakeholder engagement)

corresponds to the original meaning of “value” since it implies esti-
mation in a general way.

The definition and evaluation of value creation can lead to differ-
ences that are induced by the different stakeholders involved. Such
differences cannot be resolved by a one-sided financial perspective,
rooted in the illusion of the efficient market hypotheses. Social proc-
esses are inevitable.”® In such processes, firms may sometimes be able
to manage their stakeholder interactions, but very often they are just
a part of the stakeholder network.’” For both situations, firms need to
understand the similarities and differences of the stakeholder percep-
tions of value to recognize the common ground for solutions.’*

We can conclude thatin evaluations, the processisasimportantasthe
outcome (see Figure 5.6).°” The evaluation standard “AccountAbility”
also relies on this distinction of process and output: “Such ‘engaged
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Figure 5.7 Key elements of the three licenses (we thank Jean-Paul Thommen
for stimulating the discussion leading to this figure)

learning’ is built on the notion that stakeholder engagement is both
high quality (i.e. the process is fair, transparent, inclusive and respon-
sive) and outcome-based (i.e. it makes a difference).”*’

To evaluate the process of mutual value creation as well as the out-
come requires an assessment of the benefits and risks, which differs
according to the perspective of the three licenses. In concrete situ-
ations, the firm together with its stakeholders will need to develop
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indicators for the evaluation of mutual processes and outcomes.
Based on this broad assessment of indicators, benchmarking between
different stakeholder networks and their value creation capacity can
be made. And given these benchmarks, the stakeholders can decide
if they want to stay with a certain firm and its network or change to
another.

In the next chapters, we will operationalize what the stakeholder
paradigm means for mutual value creation between firms and stake-
holders along the dimensions of the three licenses. Figure 5.7 gives an
overview of the key elements.

It is important to note that the discussion of the three licenses in
the following chapters is the result of initial work and is not complete;
considerable work remains to be done.



6 License to operate

The content of the license to operate

The license to operate perspective focuses on the role of firms in soci-
ety and society’s role in the value creation of firms in stakeholder net-
works. On the one hand, the firm has to contribute to the quality of
life in a society. On the other hand, social and political stakeholders,
aside from economic stakeholders, are indispensable contributors to
the mutual value creation of firms.! The perception of a firm’s activ-
ities and its relevance in society may depend on different factors:

Size of the corporation

Large corporations, like Nestlé, Philip Morris, General Motors or
Wal-Mart with many thousands of employees and activities and
assets worldwide, are more closely watched than small ones. NGOs,
for example, concentrate on large corporations, and the press reports
daily on large corporations. The reason lies in their market power
and the extent of their social impact (e.g. laying-off thousands of
employees, mergers and acquisitions or strategic failures with conse-
quences on tax income or communities). The more stakeholders are
dependent on a corporation, the higher the standards are for retain-
ing a license to operate. Given the economic and social challenges
that were evoked by the financial crisis in 2008, and particularly the
requests for public funds for firms “too big to fail,” the license to
operate of banks has become of tremendous importance. The phe-
nomenon of “too big to fail” implies the existential relevance of one
single corporation not only for the financial system, but for the whole
economic and social system.

Public exposure

Depending on different events or issues, firms have higher or
lower public exposure and are faced with various levels of critique.
Labor relations are often particularly closely watched by society.
Orange Switzerland,” one of the telecom firms we analyzed, had
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such an experience. In the beginning, when it entered the market
after deregulation, as a newcomer it profited from an enormous
growth rate. However, after a few years the market became satu-
rated, and the growth rate slowed considerably. In the end, the firm
had to close a call center and dismissed hundreds of employees.
Without informing its employees adequately in advance, several
hundred employees were laid off. This caused protests not only
from the employees but also from unions and the media. The status
of the employees also changed. In the beginning, they were highly
regarded and provided with a luxurious work environment. When
the firm faced financial problems, the employees suddenly became
a cost factor that needed to be cut. The firm then realized that it
had made a mistake, and established an employee forum. Its aim
was to regularly inform employees regarding developments in the
firm, and to improve the cooperation and communication among
the parties involved.?

¢ Complexity of value creation
Companies with complex value creation activities, that are even
obscure for those outside the company, present more opportunities
for anxiety and criticism, and do not have transparent stakeholder
relationships. They often arouse suspicion if they are involved with
new technologies (e.g. genetic engineering).*

® Degree of sensitivity
In the public awareness of firms, there are basic differences regard-
ing the various kinds of value creation. Entertainers as a rule are
seen positively.” In contrast, those whose products are judged to be
“socially sensitive” are regarded critically. Yaziji and Doh regard
products to be socially sensitive that can threaten or save lives.®
Examples are weapons, tobacco, alcohol or pharmaceutical prod-
ucts, as well as products sold in delicate markets, such as to chil-
dren, the poor, the poorly educated, etc. Such products and services
quickly raise the suspicion of “profit versus people.” The image of
an industry substantially influences individual perception of a firm,
and also investors.”

¢ Property
In Europe, publicly owned companies are seen differently than pri-
vately owned ones. Swisscom is an example of a firm mainly owned
by the Swiss government. For this reason, the public regards itself
as part owner of Swisscom, and has a closer relationship to it than
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to other firms. Moreover, the obligation of companies listed on the
stock market to report publicly means that more information about
them is available to the public.®

Based on the growing trend toward more transparency in society,
the “license to operate” of firms will be increasingly scrutinized in
the future, especially for those firms not dealing appropriately with
stakeholder concerns. For example UBS, Switzerland’s largest bank,
experienced such a challenge from its customers in the financial crisis
of 2008. UBS underestimated the concerns of their retail customers,
who reacted by withdrawing their money and closing their accounts.
According to the UBS Annual Report 2009, before the crisis the bank
had a net inflow of CHF 125 billion in 2007.” This changed dra-
matically in 2008 and 2009, when the bank suffered net outflows of
CHF 107 billion and CHF 90 billion respectively. This affected UBS’s
license to operate substantially, and it could only be maintained by
credit from the national government.

The overwhelming importance of social and political stakeholders
to a firm’s value creation also became evident in the case of the BP oil
spill case in 2010, when all the media reported in detail on the acci-
dent. In a survey in June of that year, 70 percent of Americans wanted
President Obama to intervene by being tougher on BP."> As people
become more dissatisfied with business, a new debate on regulation
and self-regulation, and on ethical, moral and community standards,
is likely to ensue in the coming years. In this context, the claim that
a firm needs the acceptance and the legitimation, not only of a broad
range of economic but also of social and political stakeholders, is of
high priority."

The legal framework is still the important part of the license to oper-
ate. However, some additional agreements are also relevant. Already
Preston and Post have advocated, “Public policy — the principles that
guide action relating to society as a whole — may be made explicit in
law and other formal acts of governmental bodies, but a narrow and
legalistic interpretation of the term policy should be avoided. Implicit
policies — policies that can be implemented without formal articulation
of individual actions and decisions — may be even more important.”'”
Today social and political groups, with their multifaceted interests,
purposes and perception, are gaining increasing importance within
these processes, as Porter and Kramer also state: “Every company
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needs tacit or explicit permission from governments, communities,
and numerous other stakeholders to do business.”'?

As one can see from the examples above, the social and political
environment is not only a constraint on a firm’s activities. As the firm
is an integral part of the society, social and political stakeholders pro-
vide necessary contributions for superior value creation between firms
and stakeholders.

Not only firms but also stakeholders, including social and pol-
itical ones, have to earn their license to operate, as already pro-
posed in Chapter 5. This is particularly obvious for stakeholders
that are highly professionalized and organized, such as powerful
global NGOs (e.g. Greenpeace) or powerful media organizations
(e.g. CNN), and that have developed a high level of organizational
capability.'

The cast of stakeholders: society as an end and value
contributor, not as a constraint

In the perspective of the license to operate, the cast of relevant stake-
holders is that which contributes to the mutual value creation between
the firm and the stakeholders, and serves society as an end. Reich closes
his book Aftershock with this insight: “The most fortunate among us
who have reached the pinnacles of power and success depend on a sta-
ble economic and political system. That stability rests on the public’s
trust that the system operates in the interest of us all.”"’

Research concerning social and political aspects of firm—stakeholder
relations has increased in recent years as Mattingly and Greening
state.'® On a generic level, stakeholder theory focusing on the social
and political stakeholders often speaks about “the public,” “society at
large,” “civil society” or the “government.” Both “public” and “pub-
lic interest” are often mentioned in the context of public affairs'” and
community relations;'® however, the terms are hardly ever defined in
stakeholder theory. “Society at large” as a category of stakeholders
is criticized as a useless term, because it is conceptualized at a differ-
ent level than “government,” or it is too comprehensive as a residual
pool of stakeholders."” “The public,” divided into different stake-
holder groups, with highly differentiated characteristics, seems to be
more appropriate.”’ From these different parts of society, only those
stakeholders who can organize their “stake” are effective.’' The other
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“stakes” are often invisible and ineffective, and are also referred to as
“silent voices.”?”

“Civil society” is an increasingly important term in stakeholder
theory, and it is often used in the realm of NGOs (non-governmental
organizations) and CSOs (civil society organizations).”> According
to Yaziji and Doh, the number of NGOs increased from 52,000 to
1.4 million between 1993 and 2001.>* NGOs are seen as the “tan-
gible manifestation of civil society.””’ Thus, as Yaziji and Doh state,
individuals are grouping around common ideas, causes or needs in
order to promote collective benefits.>® Forming into groups is cru-
cial for individual social actors in order to be capable of action (see
Chapter 4, p. 58). Thus, CSOs and NGOs have indirect, representative
stakes.

Sometimes “the government,” including its different departments,
is also considered as a stakeholder;”” however engagement explicitly
and primarily with government is rather rare.”® Therefore, Galang
distinguishes the role of the government as enforcer and enabler for
a firm’s activities, thus directly linking this role to the formal license
to operate.”” Government as an enforcer is a powerful and coercive
stakeholder from the perspective of the license to operate. Its main
instruments are laws and regulations, which in the case of the non-
compliance of a firm can lead to costly sanctions or the loss of the
legal license to operate. The government is often a multifunctional
and complex stakeholder, providing infrastructure besides laws and
regulations. Government, including legislative and executive bodies,
acts at different levels (local, national, international).’° Governments
as enablers provide conditions that may bring firms and stakeholders
advantages or disadvantages. Firms and stakeholders can push for
favorable policies through lobbying.*!

Furthermore, government as one actor in multi-stakeholder con-
stellations is prominently discussed in the global governance debate
(see also Chapter 9, pp. 173-178).?> Through regulation, governments
often pave the road for firms’ breakthrough products and services
(e.g. automobiles, the Internet).’’ Innovations can lead to adaptations
both in the respective industry and in society, as they become part
of everyday life. As Wilson et al. claim, “Integrating these innova-
tions into mainstream use requires the involvement of many and var-
ied partners from government agencies, nonprofit organizations and

»34

commercial firms.
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In a broader perspective, the government is part of the political
system.”” However, the politicians are often following self-interest
instead of public interest due to short election cycles.’® They receive
their license to operate from the electorate. Since political groups and
parties can have a great deal of influence on business (e.g. legisla-
tion), firms exert as much influence as possible on politics through
lobbying, the main task of the public affairs departments of most
firms.”” At times firms also financially support political parties or
their candidates.*®

The interaction between business and politics is often limited by
deficiencies. Before the financial crisis politicians failed to exercise
sufficient influence on this industry, thereby laying the groundwork
for the crisis. In the United States, for example, the Glass-Steagall
Act, which called for the separation between investment and com-
mercial banking, was repealed due to political pressure. In addition,
the Securities and Exchange Commission neglected its duties, and
home ownership was encouraged by lowering mortgage rates beyond
a healthy limit. Questionable in this realm is also the steady exchange
of personnel such as between Goldman Sachs and government (revolv-
ing door).?” We can conclude that the political stakeholders need to
find a way to balance their supervisory duties and their contribution
to value creation in a stakeholder network.

A further important social and political stakeholder is “the media.”
Sometimes it is characterized as an intermediary between other stake-
holders.** Although the media is mentioned in this way, it is usually
not discussed in depth in stakeholder theory.*’ When it is mentioned,
then it is mostly as a risk provider for firms.*> Moreover, the media
tends to play a minor role in stakeholder theories. Perrin made a
detailed study of the role of the media based on its dual structure
as publisher and editor.*’ She was able to show that the one-sided
role as risk provider in stakeholder theory does not correspond to the
complex role of the media. Perrin’s case study of the pharmaceutical
company Pfizer unveiled that the reports in the media about the com-
pany were mostly neutral, and only critical regarding current but not
firm-specific scandal topics such as manager salaries.** Against this
background, the media as legitimacy provider and its own “license to
operate” needs to be questioned. It is far more likely that the media,
similarly to other private companies, is striving to secure its own eco-
nomic success.
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Table 6.1 Most important social and political

stakebolders

Stakeholder Frequency of mentions
Regulators 115
Society 107
Politicians 64
Government 64
Union 40
NGO 34
Media 33
Social partners 24
Local communities 16

Note: Clear differences are shown in the frequencies (in
absolute numbers) with which the interviewees in the
telecom industry mentioned the respective potentials.

The importance of social and political stakeholders is also sup-
ported by our case studies. Managers often mention “regulators” and
“society” as the most important social and political stakeholders of a
firm. This was particularly salient in our case studies in the telecom-
munications industry (see Table 6.1).

Not surprisingly, the regulator played a dominant role in the newly
liberalized telecom industry, as it had to build and monitor the new
market conditions. Therefore, all firms we analyzed in this industry
agreed on the salience of the regulator for themselves and the whole
industry. Additionally, after liberalization the society also became
an important stakeholder for the telecom firms. The reason was that
firms had to deploy a whole series of antennas, which were and still
are strongly opposed by the residents (see p. 107).* An interviewee of
a telecom firm stated:

The antenna problem is still critical for us, since we need them to send sig-
nals in order to phone. But it is like highways: everyone wants to drive on
highways but no one wants a highway in their yard.

In our research we also looked at firms that were not founded by
entrepreneurs, but by the state during difficult economic times. Up
to the present time, they still have a public mandate (e.g. employee
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insurance in Switzerland). For this type of firm, the legal license to
operate is based on a broad stakeholder orientation. In such cases,
political decisions are more important than market forces or investor
decisions. And the managers of such firms see their responsibility pri-
marily toward society, not toward capital markets.*®

Besides the typical social and political stakeholders discussed above,
all kinds of stakeholders may entertain social and political expecta-
tions regarding value creation. In the case of Monsanto, sharehold-
ers made a claim for the appropriate handling of the issue of “gene
technology.” Institutional investors such as pension funds have also
begun to represent social and political expectations, and contribute to
mutual value creation of firms with their knowledge and experience
to develop innovative solutions for a sustainable quality of life.**

Furthermore, all kinds of business partners can address social
issues by not doing business with firms that neglect important social
aspects. This is especially true for the choice of suppliers. Companies
often choose only those suppliers who follow principles accepted by
their social stakeholders.*” For instance, after the issues arising from
Brent Spar and Nigeria, Shell formulated a special area of responsi-
bility in the realm of doing business with business partners: “Shell
companies insist on honesty, integrity and fairness in all aspects of
our business and expect the same in our relationships with all those
with whom we do business.”’

Mutual value creation with and for social
and political stakeholders

To better understand mutual value creation it is salient to analyze
how the interactions between the corporation and the social and pol-
itical stakeholders take place.’' In what follows, we will differentiate
between the corporation and the stakeholder perspective.

Corporation perspective

Various approaches to a firm’s interaction with social and political
stakeholders are discussed in the literature.’> From her empirical
insights, Sloan emphasizes three aspects as especially important for
successful engagement between firms and social and political stake-
holders in a partnership mindset.”> Management has to take into
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account, first, the inclusion of the stakeholders; second, collaboration
by learning; and third, integration in the core business and the stra-
tegic processes.

With respect to these social partnerships, Savage and colleagues
focus on multi-sector, inter-organizational collaborations, which
aim to solve “messy problems” that cannot typically be solved by
an organization acting alone.’* Thereby they advocate a collabora-
tive advantage similar to Sloan.’” In such collaborations a distinction
between intra- and inter-organization partnerships in labor rela-
tions can be made according to Park-Poaps and Rees: “Internal dir-
ection characterizes a firm’s intra-organizational orientation toward
commitment to fair labor conditions throughout the supply chain.
External partnership conceptualized as cooperative and collabora-
tive inter-organizational management of labor issues in the supply
chain.”’ Such typologies are relevant in a stakeholder perspective as
they show the great variety and complexity of the social and political
interactions a firm has to consider.

The interest of business in developing partnerships with social and
political actors has increased in recent years, leading to the creation of
PPP, public—private partnership.’” This interest has resulted in a grow-
ing number of common projects of firms with public institutions, and
in the foundation of various organizations such as the World Business
Council for Sustainable Development (WBCSD). In addition, the UN
and other global organizations have developed numerous public—
private partnerships.

However, the financial crisis of 2008 showed that there were
few attempts to solve the issues arising between the finance indus-
try and the social and political stakeholders on the basis of mutual
value creation. Following on from the financial crisis, however, a
fast growing number of appeals in parliaments and in the media in
different countries are urging governments to intervene and regu-
late the financial sector. At present, a wave of regulation is being
discussed, with remarkable differences between the various coun-
tries. The result is that in many countries (particularly in the United
States and Europe) new government regulations are in the making,
to compensate for the lack of consideration of the public interest on
the part of the financial industry. This could have been prevented
if the financial industry and its stakeholder network had developed
common solutions earlier.
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Such cases (see also pp. 106-108) lead to the claim that in the
future firms need to analyze more systematically and professionally
the benefit and risk potentials of social and political stakeholders, in
order to avoid value destruction and to enhance value creation for the
firm and for stakeholders at the same time.

Stakeholder perspective

The key problem from the social and political stakeholders’ perspec-
tive is how to have a “voice” in the interactions with firms. Friedman
and Miles’® see the mobilization of groups as a central condition enab-
ling stakeholder interactions with firms to take place.’” Besides mobil-
ization, stakeholder collaboration is often mentioned as an important
0 Some scholars have analyzed
in more detail the conditions that are necessary to establish inter-
action among stakeholders.’’ One of the critical points is the organ-
izational capability of stakeholders (see Chapter 4, pp. 61-62).%> The
interests of stakeholders need to be organized, in order to have a voice
and to be responded to by others. Public opinion can be expressed
by different civil-society stakeholder groups, the focus being on the
action and mobilization of these particular groups. Thus, exactly
this grouping and sorting of stakeholders, and the avoidance of the
abstract term “society at large,” is distinctive for the stakeholder per-
spective.® The public has to be understood as different subunits, and
is thus operationalized. The problem that then emerges is the question
of the representation and legitimacy of such groups.®* This empha-
sizes the importance of our claim that stakeholders also have to strive
for a license to operate (see p. 98).°° The question of whether they
represent the public interest they claim to, is an essential part of their
license to operate.

We observed such an example in our case research. Patient organi-
zations and the pharmaceutical company Pfizer conducted a multi-
stakeholder dialogue regarding the issue of health literacy. Both sides
agreed on the importance of the issue and also saw the benefits of
cooperation, as a win-win situation could result from it. However,
the patient organizations did not act in unity, but instead several fac-
tions pursued their own particular interests, each differing consid-
erably from the others and not necessarily representing the patients’
interests. In addition, many patient organizations are rather small

condition for stakeholder interaction.
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Example of neighboring
community and its population

Provider Provides good infrastructure for
the firm (water, streets,

) transportation infrastructure, etc.)
Benefit

Receiver | Gets tax payments from the firm

Contributions of and jobs for population

social and political
stakeholders to value
creation of a firm

Bearer Supports noise or pollution from
firm activities

Risk

Provider Releases of regulations hindering
firms’ activities

Figure 6.1 Types of social and political stakeholders’ contributions

and their organizational capability is not yet advanced. Both cir-
cumstances contributed to the fact that the patient organizations did
not appear on the stakeholder radar of the pharmaceutical company
before the multi-stakeholder dialogue, although they could obviously
make valuable contributions to developing solutions for health liter-
acy, and thus improving the quality of life of human beings.

Important benefit and risk potentials from the perspective
of the license to operate

In the firm’s relations to social and political stakeholders, four basic
types of contributions to mutual value creation exist.

Figure 6.1 illustrates these contributions of a social stakeholder,
namely the neighboring community, to the value creation of a firm.

In our empirical case research, managers of firms in the telecom-
munication and the financial services industries assessed the benefit
and risk potentials (Figure 6.2, p. 106) they expected, if they inter-
acted with social and political stakeholders.

The benefits of the firm’s political cooperation, its social responsi-
bility, as well as the risks of a high exposure, are clearly mentioned
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Political cooperation
Social responsibility
i Benefit
. potential
High exposure
E Risk
. potential
Lobbying
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Figure 6.2 Expected benefit and risk resulting from stakeholder interactions
(this figure shows clear differences in the frequencies (in absolute numbers)
with which the interviewees in the financial and telecom industry mentioned
the respective potentials)

as most relevant, when firms interact with these stakeholders. One
of our interview partners mentioned that, based on its competencies
and social responsibilities, his firm is highly regarded by the regula-
tor, which represents a benefit potential and certainly strengthens the
firm’s license to operate:

Regulators refer to us as a credible partner, because of the work we do.
We are regarded as a source of information. We have a lot of very talented
people in this firm who have become specialists. The regulators have come
to trust their opinions.

Cooperation like this between a firm and a regulator can without
doubt be advantageous for both sides. However dependencies between
regulator and firm must be avoided so that they do not find themselves
under the same blanket.

In the following we illustrate further benefit and risk potentials, as
well as some aspects that might strengthen and secure a firm’s license
to operate:

e After the wake-up calls of Brent Spar and Nigeria in 1995 that
challenged Shell’s license to operate, Shell came up with the term
“listening and responding” to stakeholders (see p. 102).°® With this
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term Shell initiated a new process that was explained in its report
“People, Planet and Profits,”®” one of the first comprehensive sus-
tainability reports. Furthermore, Shell hired former Greenpeace
employees to use their capabilities to interact more beneficially or
less riskily with social and political stakeholders.

e If firms know and systematically consider the expectations of the
social and political stakeholders, they are better prepared to deal
with upcoming issues. They run a lower risk of ending up in a cri-
sis affecting their license to operate. As we mentioned earlier, the
two newcomers, Orange and Sunrise (formerly Diax), to the Swiss
telecom market after liberalization in the 1990s had to deploy large
numbers of antennas in order to offer mobile phone service to their
customers (see p. 101).°® Both firms were faced with resistance from
residents, who were afraid of health risks such as insomnia, head-
aches, etc., if antennas were to be built in their vicinity. Sunrise
refused to discuss the problem with their stakeholders, and in the
end all involved parties appealed to the government and went to
court to pursue their claims. The conflict was finally resolved and
Sunrise’s license to operate was saved, when all parties agreed to
make concessions. For Sunrise, the one-year fight resulted not only
in a delay in building its antennas, but also in negative national
press coverage and damage to its reputation. Orange chose a differ-
ent, proactive strategy in order to avoid similar difficulties. The firm
discussed its intended locations for antennas openly and respect-
fully with the affected residents, explaining its position (that it was
forced by law to build antennas) but also listening to the residents’
concerns. The firm’s goal was to find a compromise among partners
and not to just insist on its formal rights. Thanks to such discus-
sions, mutually acceptable solutions were found without delay for
the antenna locations.®’

e Firms can draw on resources, such as the infrastructure, knowledge
and experiences, of the involved social or political stakeholders as
benefit potentials. These resources can be especially crucial for new
and upcoming issues. As mentioned above (see p. 109), Pfizer was
looking for solutions to health literacy by cooperating with patient
organizations as social stakeholders.

e Companies are sometimes pressured by social and political
stakeholders to carry on despite economic difficulties, in order
to avoid loss of value for other stakeholders in the network. An
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example is not closing plants or reducing jobs despite finan-
cial losses. The case of Opel, the General Motors’ subsidiary
in Germany, showed that the social and political stakeholders
were able to pressure the company to maintain the location and
the jobs until economic recovery is reached (see also Chapter 8,
p. 151).

¢ In an extreme way, the license to operate “on probation” became
a topic in the international financial crisis of 2008. In some cases,
countries prevented the risk of bank failures with very high pub-
lic credits. These banks were “too big to fail” and their collapse
too high a risk for the economic system as a whole (see p. 95).
During the crisis countries kept such banks in business through
financial aid and support. This was a conditional continuation
of the licenses to operate, as the aid was linked to a variety of
obligations for the firms and the expectations of recovery. Social
stakeholders were obliged to involuntarily support the banking
business. UBS, for example, had to be bailed out by the Swiss
government; it agreed to support the bank with up to USD 60
billion. This corresponds to over 10 percent of Switzerland’s
GDP. The government regarded the aid to UBS as so urgent and
important, that the emergency measure was decided on with-
out consulting parliament or the population. The government
support was intended to protect the entire economic system of
Switzerland. After intervening in the crisis, the Swiss parliament
and the public discussed the measures that needed to be devel-
oped so as not to be dependent on a dubious license to operate.
Partial solutions are tightening the regulations for the banking
sector, and the demand that the future goal must be sustainable
value creation.

e The license to operate can be threatened, even when it succeeds
in fulfilling legal obligations and meeting social expectations, but
fails to fulfill the expectations of its business partners (e.g. suppli-
ers). The license to operate can therefore extend beyond company
borders over numerous links in the chain of value creation. The
company is held responsible by social and political stakeholders
for the complete picture, as the example of the intolerable work-
ing conditions of Chinese workers for the suppliers of Honda and
Apple show (see Chapter 7, p. 129).7°
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Value distribution to social and political stakeholders

There are spectacular cases of value distributions to social and pol-
itical stakeholders by owners of firms, such as the donations of Bill
Gates and Carlos Slim announced in 2010. Each of them donated 50
million dollars to the health systems of countries in Central America
(e.g. Mexico, Guatemala).

But the value distribution problem to social and political stakehold-
ers is not limited to the voluntary redistribution of capital that the
sponsors earned from their firms’ profit. Our understanding of the
stakeholder paradigm, under the consideration of the extended prop-
erty rights concept, includes value distribution to the stakeholders,
including social and political ones, who engage in the mutual value
creation. In our cases, we found various examples of value distribu-
tion of firms to social and political stakeholders. Some firms — usu-
ally state owned or partially state owned — have conducted fair value
distribution of this kind since their founding. The publicly owned
bank ZKB, that we analyzed, is obliged by law to distribute value
to society. However the firm does more than that, by distributing
large parts of its profits directly back to the local and regional govern-
ments. Moreover, it has implemented a generous plan of public wel-
fare spending, which includes the support of sports or other leisure
activities.”!

Aside from the bank we analyzed, another example of transparent
value dissemination of a corporation to economic and social stake-
holders is Novo Nordisk (see Chapter 7, pp. 114-115). The firm set
up an “economic stakeholder model,” in which it reports the total
sum of salaries paid to employees, the sum paid to suppliers for their
services and products, the taxes paid to the government and the divi-
dend attributed to the shareholders, etc. Novo Nordisk’s credo is that
customers and society should be included in the value distribution
process, and that this should occur in a transparent way.””

In some cases, firms are forced to distribute value to involuntary
stakeholders. This can be illustrated with the example of the BP oil
spill in 2010 in the Gulf of Mexico. The US government forced BP to
pay USD 20 billion into a fund. The money was then quickly distrib-
uted to victims of the oil spill, i.e. to fishermen who lost their income.
This was done to compensate for the hardship suffered by those living
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along the Gulf Coast and to save them from having to sue BP for
damages.”

Strategies from the perspective of the license to operate

The special aspect, which the license to operate perspective contributes
to the strategic management, is the systematic inclusion of the percep-
tions of social and political stakeholders in strategy formulation and
implementation. The similarities and differences of these stakehold-
ers’ perceptions must be collected and taken into account systematic-
ally, if in the long run the license to operate is to be guaranteed.

In our action research (see Appendix, pp. 186-188), we developed
a process to clarify similarities and dissimilarities between firm and
stakeholder perceptions.” As we could see, the perceptions of the
participants in a stakeholder interaction can be shaped by individual
experience, values, education, personal and family profile, and group
dynamics. Sometimes these result in big differences. The precondition
for the clarifying process requires that the firm and stakeholders are
willing to listen to each other, and to acknowledge that solutions can
be found even when perceptions differ.””

Firms and their social and political stakeholders naturally do not
always agree on whether cooperation should take place or what degree
of cooperation is desirable.”® Similarly, stakeholders among themselves
may have different perceptions on common issues, projects, products
and services.”” But the level of agreement or disagreement influences
the strategic activities of firms and stakeholders. Being aware of this
in our action research, we identified three possible situations with
corresponding impacts on strategies (Table 6.2, p. 111).

If the involved parties have similar perceptions of an issue, these
perceptions can be deepened, which in turn leads to a strengthening
of one’s own perception. This means that common solutions can be
found. If perceptions are partly similar and partly different, there is
common ground to start on. Cooperation in areas of similarities can
enable the parties to develop common rules to develop solutions. This
cooperation allows learning from each other and is especially prom-
ising for innovative solutions.” Later, such rules can be transferred
from the areas of similarities to the areas where the perceptions are
different. If no common perceptions exist, the limits of interactions
and problem solving become apparent. These situations are the most
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Table 6.2 Strategic activities based on similarities and differences of
stakeholder and firm perception of an issue

Perceptions of firm and stakeholders  Strategic activities

Similar perceptions Deepening of common solutions
Some similar, some different Exploration of common ground
perceptions for solutions

Different perceptions Recognition of the limits of

interactions and lack of solution

challenging, particularly if they are rooted in value differences, which
is often the case with social and political stakeholders. In this realm, a
distinction is made between value laden issues that are still negotiable
and protected values where negotiations are not possible.” If issues
are value laden or if new situations develop, in which the involved
stakeholders do not yet have any experience of interacting with each
other, it might be important for the firm and the involved stakehold-
ers to clarify, evaluate and compare not only their perceptions but
also their values.

Comparing and discussing the perceptions of an issue thus helps the
firm and the stakeholders to better perceive and appreciate the part-
ners’ perspectives, values and their “world” in general. This serves as
a basis for developing strategies. In one of our ongoing cases, we can
observe a firm searching for common ground with two social stake-
holder organizations. This stimulates the development of capabilities
of all participants, which in turn can be used to shape their distinct
strategies.

Evaluation from the perspective of the license to operate

In the research to date, a distinction between the financial and social
performance of the corporation is made.** With regards to CSP (cor-
porate social performance), Carroll emphasizes the importance of
stakeholders.®' Similarly, Rowley and Berman come to the conclu-
sion that CSP must be regarded in relation to the firm’s stakehold-
ers and their needs.®” Stakeholders such as NGOs and communities,
but also shareholders and customers, are increasingly interested in
the social engagement of firms. This has led to a substantial growth
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in rating agencies, which assess the firms’ social and environmental
performances and are calling for “One report,” which implies sus-
tainable reporting.®> Examples include the UN Global Compact,
KLD (Kinder, Lydenberg, Domini Research & Analytics), the Dow
Jones Social Index or International Integrated Reporting Committee
(ITIRC). Estimations indicate that approximately 2,000 firms and 150
NGOs assess the CSR activities of other firms.** However, with so
many rating agencies in the market, it is hardly surprising that no
agreement exists on the characteristics that are to be assessed and the
weight they should be given in the CSR reporting.

The findings on the financial consequences of corporate social per-
formance are mixed.*’ Freeman et al. challenge stakeholder theorists
in this realm: “However, this approach simply tries to patch up the
old model. It falters on the question of determining what counts as
‘economic’ versus ‘social’ performance.”®® To find a new approach,
recently some authors have not focused directly on social perform-
ance, but on the reasons why companies increasingly engage in social
action and in new forms of partnerships with social and political
stakeholders.®” Marquis et al. emphasize that orienting according
to local “peers” is a strong factor, which explains why companies
engage in specific social action, and also what forms of social action
they pursue.®® The more an activity becomes accepted, widespread
and institutionalized, the more it becomes legitimate. Or it may even
be mandatory to be aware of the license to operate: “As a form gains
legitimacy, more and more companies adopt it, until it eventually
emerges as a dominant practice.”®

As we have seen, cross-sector initiatives and partnerships have
developed involving both businesses and other actors. They also have
to be evaluated, as we know little about the impact of such part-
nerships on the involved actors.”’ Therefore, new impact assessment
methodologies are necessary to evaluate how such partnerships
work.”! The acceptance of such impact assessments depends on who
conducts the assessment. The results will differ significantly, since
every stakeholder involved is interested in telling his own “truth”
based on his particular perceptions (see pp. 110-111). Furthermore,
the partnership may result in simultaneous gains and losses for the
same stakeholder.”

In our case research, we could see some first attempts for broad-
ening the evaluations. In order to evaluate the cooperation with its



Concluding remarks to the license to operate 113

social and political stakeholders, Pfizer developed indicators to meas-
ure the impact of such stakeholder interactions. The indicators were
defined in cooperation with the stakeholders and linked to the bene-
fit and risk potentials of the corresponding stakeholder relation. For
its relations to the regulator, as an example, the indicator measured
the time needed for new medicines to achieve market approval. Such
indicators are useful for both firms and stakeholders as they provide
them with an instrument for communication. This in turn helps the
company in its mutual value creation process.”

Concluding remarks to the license to operate

The concept of the license to operate, which suggests professional and
systematic interactions between firms and social and political stake-
holders, challenges the issues for both sides in the coming years. The
firm and stakeholders’ role as integral parts of society seems not to
be readily understood by many firms as well as by the stakeholders.
More research and practical experience are needed to clarify what
mutual value creation between the firm and its social and political
stakeholders means from the perspective of the license to operate. A
key problem for research is the development of accepted processes
and methods for the evaluation of social action and management.

The identification of relevant social and political stakeholders,
and the assessment of their benefit and risk potential to enhance or
destroy value creation, is a particularly difficult management task.
It presupposes social and political knowledge, and the capability to
assess the firm’s impact on society and the importance of social and
political stakeholders for mutual value creation. To improve this cap-
ability, and depending on the situation and the relevant issues, firms
sometimes elect former politicians to their boards or individuals with
special relations to the social and political sphere, in order to gain
knowledge pertaining to the social and political stakeholders and to
sustain the firm’s license to operate.

A key challenge for the social and political stakeholders seems to be
establishing organizational structures and procedures, in order to have
a voice. Concerning their own license to operate, they have to be able
to bear responsibility in a mutual value creation process with firms and
other stakeholders.
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The content of the license to innovate

Sustainable value creation of firms under rapidly changing conditions
depends on ongoing innovation.' The license to innovate emphasizes
the firm’s role as an innovator based on its interactions with stake-
holders. Furthermore, the license to innovate implies that stakehold-
ers also have a key role as innovator in a knowledge-based, networked
society.

Innovation is salient for the traditional RbV that we analyzed in
detail in Chapter 2. The traditional RbV relies on the basic assump-
tions of self-interest, and focuses on the exploitation of bundles of
unique resources in order to create superior financial value for one
specific resource owner, the shareholder. Recently, this thinking is
being questioned increasingly by scholars of the stakeholder theory of
the firm, discussed in Chapter 4, on the basis of what they consider
to be enlightened self-interest.” They consider stakeholders making
firm-specific investments, and their entitlement to participate in value
distribution based on their contributions.

The license to innovate incorporates elements of the traditional
RbV, namely the key importance of resources for innovation. But the
license to innovate considers further that the firm and the involved
stakeholders are pooling and developing resources in value creation
processes.’ Thereby, the firm and the stakeholders can own different
types of resources, e.g. physical assets, intangible assets, financial and
social capital, services, components of products and — most import-
antly — knowledge. Mutuality in resource development enhances ben-
efits and reduces risks for the firm and the stakeholders, thus leading
to superior value and therefore to the improved quality of life for
human beings and greater sustainability of the natural world.

This corresponds for instance to the understanding of innovation
of Novo Nordisk. This company enhances the pooling of knowledge
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from a broad cast of stakeholders to develop new solutions for dia-
betes, which ultimately improves the quality of life for patients.* In
this understanding, value creation in a firm is a process, in which
a broad cast of stakeholders are involved in differentiated ways, as
resource owners to create superior value. These stakeholders provide
the firm with the license to innovate.

The same is true for the stakeholders involved in value creation.
They can also acquire a license to innovate from their own stakehold-
ers including firms, as the following example of patient organization
emphasizes. In some countries direct communication with patients
is legally limited for pharmaceutical firms. In such cases, patient
organizations are important contributors of knowledge for pharma-
ceutical corporations concerning the patients’ needs and experiences.
Therefore the license to innovate of patient organizations is at stake:
they need to provide knowledge and experiences, which are essential
for the patients. Mutual value creation between the patient organiza-
tion and the pharmaceutical corporation enhance the firm’s capabil-
ities to discover innovative medicines, which provide a better quality
of life for patients.

The cast of stakeholders: from the resource-based
view to the resource owner view

Stakebolders as resource contributors

In the traditional RbV, the focus is on unique combinations of resources
as a basis for a firm’s economic success. Therefore it is assumed that
the firm selectively acquires such specific resources from anonymous
factor markets, and can then combine them to unique and inimitable
core competencies.

The stakeholder paradigm opens a somewhat different perspective:
it emphasizes that important resources, which make up unique core
competencies of a firm, are rarely if ever acquired from anonymous fac-
tor markets, but rather are the result of interactions between firms and
stakeholders as both are owners of different kinds of resources. “All
of the firm’s resources are represented in some way by various stake-
holders, and it is the firm’s relationships with stakeholder that make
resources available to the organization. Similarly, customers, suppli-
ers, regulators, and other players will be more (or less) collaborative,
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Figure 7.1 Benefit and risk potentials as perceived by managers (this figure
shows clear differences in frequencies (absolute numbers) with which the
interviewees in the industry mentioned the respective potentials)

supportive, and reliable in their dealings with the firm depending on
the kind of stakeholder relations the firm has developed with them.”
In our case research, we could observe that if mutuality between
firms and stakeholders exists, then it leads to superior value creation
for the firm and their stakeholders. As an example, an interviewee
from a telecom firm speaking about customer relations mentioned:

When we acquire a customer for the first time, it is important that we pro-
vide a benefit for him. I think in the long run we have a good chance to
establish a partnership, particularly with large companies, which represent
a corresponding value, i.e. banks and insurances with whom we already
have a relationship. On the one hand, we help them to improve their ser-
vices; and on the other hand, they help us actively to improve ourselves,
be it services or support. They make presentations for our technicians, for
example about what it means for them if a branch of their bank has to be
closed, and why they expect a corresponding service from us. I think this is
where we have interactions, which lead to mutual improvements.

In the perception of the managers in the two analyzed industries (tele-
communication and financial services), the risk and benefit potentials
in the RbV were highly ranked (see Figure 7.1).

The outstanding importance of knowledge as benefit potential is
evident. As an example, the benefit and risk potentials of a firm’s cus-
tomer are illustrated in Figure 7.2.
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Example of customer

Provider | Contribution of knowledge
enforcing core competencies
by a customer based on his
Benefit own stakeholder network

Receiver | Receiver of specific services
based on core competencies
Contributions of of the firm

stakeholders to value
creation of a firm

Bearer Risk bearer due to specific
experiences with the firm's
products or services

Risk

Provider | Risk provision due to specific
knowledge contribution

Figure 7.2 Types of stakeholder contributions

As the above example shows, a single stakeholder, in this case the
customer, can exhibit all four types of contribution. It is therefore
important for firms and stakeholders to recognize and consider all
these possibilities. From a resource perspective, the roles of the “bene-
fit provider” and “risk bearer” may often be in the foreground of the
perception as our cases revealed.

These types of interaction are also valid from the point of view of a
firm’s stakeholders in their interactions with their own stakeholders,
including the firm. As an example in our case study of Pfizer, a broad
cast of stakeholders see each other as important knowledge provid-
ers and risk bearers in the process of enabling access to innovative
medicines.® Physicians in their own stakeholder network often see sci-
entific experts as the most important knowledge contributors. As our
studies showed, physicians value the opinion of these experts more
than the opinion of the representatives of the pharmaceutical firms.
Therefore, Pfizer changed their approach to physicians, and no longer
accessed them from a market-driven but instead from a stakeholder-
oriented approach as knowledge partners. For example, a physician is
now always visited by an expert of certain diagnostic indicators and
no longer by product specialists (see Chapter 5, pp. 82-83).
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Stakeholders as providers of non-limited resources

In the perspective of the license to innovate, the distinction between
limited and non-limited resources is relevant. Non-limited resources
(knowledge, experience, etc.) can be further developed in the inter-
action between the firm and their stakeholder.® From this perspective
it is important to be aware that the focus is not mainly — as economic
theory sometimes assumes — on limited resources that must be opti-
mally allocated. By considering the non-limited resources which are
decisive in a knowledge-based, networked society, these resources
are not only combined in a better way but can also be developed
further, creating innovative solutions with respect to issues, projects,
products or services. This thinking has already been realized by the
innovative product development of Novo Nordisk, as mentioned
above (see pp. 114-115), and by Pfizer as seen before (see Chapter 5,
pp. 82-83).

Besides knowledge, important raw materials, construction parts
and highly specified services, which are often the source of a firm’s
unique core competencies, are mostly defined and developed, some-
times even discovered, in differentiated interactions with suppliers.
The interaction process with the respective stakeholders is the key. In
these processes, the stakeholders (in this case with the suppliers) as
owners of all kinds of resources are indispensable contributors to core
competencies as one interview partner emphasized:

The suppliers are creative and often involved as they try to find new solu-
tions for the market ... They act as an accelerator who gives us new ideas
... And very often the supplier is also a strategic thought leader, two years

ahead.

Our case research clearly shows that in such interactive processes,
firms and stakeholders can motivate each other in the contribution of
resources.

However, it is also noticeable that as far as we can see today very
few firms and stakeholders systematically put these contributions to
use. There exists an untapped potential for all involved parties. With
respect to this systematic approach to stakeholders’ resource contri-
butions, it is important to keep in mind that stakeholders are ends and
not means. This was emphasized by an interviewee as follows:
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Employees as stakeholders play an integral role because if you treat employ-
ees as interchangeable commodities, that can just be switched in and out,
you’re never going to get the transfer of knowledge; and you’re never going
to achieve the real efficiency, that you can with the development of know-
ledge and expertise.

In order to mutually develop non-limited resources, the capability
of the firm to stimulate and motivate mutual value creation is cru-
cial, especially to gain above-the-norm resource contributions from
stakeholders. “Above-the-norm” as we use it in this context refers to
resource contributions exceeding contractual obligations.

Some particular aspects of above-the-norm contribution of resources
have been discussed already in the literature. For example, the so-
called lead user concept focuses on the extraordinary knowledge con-
tributions of front-running customers to a firm’s innovations.” Lead
users are particularly progressive customers (users or buyers), who
have the qualifications and mindset required for change. Lead users
are customers with needs which will be marketable broadly only in
the future. In many ways, the concept of the lead user is in accord-
ance with the idea of the customer as a stakeholder contributing non-
limited resources. The lead user becomes a valuable partner to be
taken into account in the firm’s process of value creation.'’

Peter Drucker already stated that “the basic economic resource —
‘the means of production’ to use the economist’s term — is no longer
capital, nor natural resources (the economist’s ‘land’), nor ‘labor.’ It is
and will be knowledge.”"" As knowledge is crucial for many firms, an
increasing number have established knowledge management of some
type. In close cooperation between firms and stakeholders, knowledge
can be transferred, exchanged and enhanced. The mutual value cre-
ation benefits both sides: firms develop new ideas and products; stake-
holders as contributors can improve the quality of their products or
improve their processes; customers can buy products and services that
better suit their needs; and patient organizations can enable access to
more innovative medicines.

The importance of knowledge is also confirmed in our case stud-
ies, as it is acknowledged as the second most important benefit poten-
tial after cooperation by our interviewees in an overall perspective
(see Chapter 8, Table 8.1, p. 142) and the most important in a RbV.
Motivating resource contributions may require considerable effort
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on the firm and the stakeholder’s side, as the example of Pfizer and
a healthcare insurer illustrates (see Chapter 5, p. 86)."> The health-
care industry in Switzerland was broadly challenged on how one
could come to grips with costs and benefits, and was confronted
with the accusation of making pseudo innovations when bringing
new drugs on the market. In an attempt to solve this problem, Pfizer
decided in a first step to collaborate with one of its major stakehold-
ers, a leading healthcare insurer. However, the breakthrough, which
helped them to develop a more beneficial way to interact with each
other, was only achieved when they concentrated on the common
benefit potential of combining resources such as experiences and
knowledge.

Stakeholders as direct and indirect resource contributors

For the firm and the stakeholders as resource owners, the value cre-
ation process is not just about the direct resource deployment in the
traditional economic sense. Both firm and stakeholders contribute
directly but also indirectly. Also in this perspective, stakeholders’
contributions to and participation in mutual value creation are the
results of differentiated social processes among the various parties
involved. In the same sense, Nahapiet and Ghoshal claim that know-
ledge and knowledge capabilities come about through a social process
in which the various actors take part: “Knowledge and knowing cap-
ability of social collectivity ... created through a process of combining
the knowledge and experience of different parties ... occurs through
social interaction and coactivity.”!?

With respect to the direct resource contributors for the firm,
broad access to differentiated resources is important to be capable
of developing innovative products or services or solutions for issues
and projects. It allows firms to “pool imperfectly tradable resources
in order to gain greater efficiency in the use of existing resources
as well as opportunities to create new resources.”'*
differentiated stakeholder interactions also allows the development
of products, services and solutions for issues and projects. These
can achieve wide acceptance due to the fact that such solutions are
innovative not only for the specific firm but from the perspective
of the contributing stakeholders. Therefore, the identification of
stakeholders, which directly contribute to mutual value creation, is

The focus on
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a key in strategic management. Relevant stakeholders can be iden-
tified based on an in-depth analysis of specific value creation proc-
esses, such as for example the nature of a firm’s production process
(e.g. innovative medicines) or a concrete common issue (e.g. health
costs).””

Indirect contributions occur if a given stakeholder influences or is
influenced by another based on the network interactions. His influ-
ence takes a detour (see also example patient organizations, p. 115,
or Zurich Airport, p. 112). These indirect contributions are challen-
ging for the firm and the stakeholder, as these indirect contributions
are not always transparent and can cause risks instead of benefits,
such as misunderstandings or misinformation. Patient organizations
for pharmaceutical firms are an obvious example. It might be unclear
for pharmaceutical firms, whether the patient organizations represent
the real needs and experience of the patients or just the organizations’
own interests.

Stakebolders as voluntary and involuntary resource
contributors

Prominent voluntary stakeholders are shareholders, customers,
employees or suppliers, but also other stakeholder groups may become
involved in a voluntary way, such as NGOs, media, etc. They can
mainly decide if and under what conditions they want to engage in
mutual value creation, and thereby provide their resources to the firm.
And if they are already a stakeholder of a firm, they can choose to
leave or stay in the network.

Voluntary stakeholders have an active interest to cooperate with a
firm or another stakeholder, and even to take the initiative to cooper-
ate. They are those who are interested in finding innovative solutions
for new products or for an issue. In our case research, we have seen
how the WWF contributes know-how to the bank ZKB to create sus-
tainable products for the bank’s customers, and also contributes to
innovative solutions with regard to the issue of climate change (see
Chapter 5, p. 85).'¢

However, not just those stakeholders who voluntarily contribute
resources to value creation are important, but also those who are
affected involuntarily by the activities of the firm (noise, air pollution,
mental effects, etc.). Often, they have no exit strategy and are not
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able to leave the network. They cannot avoid the negative effects of
value creation, but can only seek to have a strong voice in matters so
that their demands receive consideration. They have to be taken into
account due to the concept of extended property rights, since as risk
bearer and sufferers they are also involuntarily contributing resources
to value creation. This shows that value creation is not always a win-
win process, and not only contributed to by motivated stakeholders,
but also by stakeholders who pay the price of suffering. However, in
the long run sustainable value creation has to be mutual and accept-
able for all participants in the understanding of the stakeholder para-
digm (see pp. 123-125)."7

The example of the neighboring communities of Zurich Airport
illustrates how important the involuntary value contributions by
stakeholders can become if they are neglected by a firm.'® As the land-
ing corridor for Zurich Airport extends beyond the Swiss—German
border into the southern part of Baden-Wuerttemberg in Germany,
Switzerland had to find an agreement with Germany to protect citi-
zens on both sides of the border who were involuntarily suffering
from air traffic at Zurich Airport. In the face of demands for reduced
noise pollution for their citizens, Germany requested substantial
changes in the existing treaty with Switzerland. However, the Swiss
authorities resisted making these changes. The German government,
pushed by its citizens, unilaterally declared new restrictive regula-
tions regarding flight altitudes and landing times. These restrictions
were put in effect unilaterally by Germany within several weeks,
since a mutual understanding between Switzerland and Germany
was not foreseeable in the near future. In this situation, the neigh-
boring population and communities as involuntary stakeholders
became of strategic importance for Zurich Airport, since they could
leverage their right to live with bearable noise emission through the
political power of the German government. The example of Zurich
Airport also illustrates the importance of a firm’s ability to interact
with its stakeholders. This capability can become a kind of meta core
competence.

Exploring and considering the specific nature of stakeholders (dir-
ect/indirect; voluntary/involuntary), and of the resources (limited/
non-limited) based on the necessities of the given situation, is part
of a firm’s and stakeholder’s responsibility in achieving the license to
innovate. This reshapes the perspective of the traditional RbV to a
resource owner view.
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Mutual value creation
The motivation of stakeholders to contribute resources

When the relevant resource contributors have been identified, the next
question is how firms and stakeholders can motivate each other to
contribute their resources to the value creation process. From a purely
economic perspective, resources are acquired by the firm in return for
payment in resource markets, based on a complete contract between
the firm and the resource owner.

In the stakeholder paradigm, the contributions of the stakeholders
to value creation are not seen as completely determined, meaning that
incomplete or even implicit contracts exist. Asher et al. comment on
this: “Fundamentally, incomplete contracting occurs because making
(ex ante) complete contingent claims contracting is too costly, if not
outright impossible, to achieve.”'” Therefore, the question of why and
how the stakeholder as owner relinquishes resources is placed in a
broader framework than in the traditional RbV.

Moran and Ghoshal mention three conditions that must be satis-
fied for an exchange of resources.”’ First, an opportunity must exist;
second, parties must expect such an exchange to create value; and
third, those involved must be sufficiently motivated for a knowledge
exchange and combination. The motivation of stakeholders to con-
tribute resources to value creation therefore becomes a key question
of our understanding of the stakeholder paradigm that recognizes
firms and stakeholders as owners of resources. Often stakeholders
can be motivated to make contributions of various kinds, sometimes
even above-the-norm:

e Employees can be motivated to spend a part of their own time and
also money to develop skills (e.g. training), which increase their
professional capability and therefore their resource contributions
above the norm. This often implies that this kind of knowledge is
firm-specific and cannot be applied easily in other workplaces. The
firm has to acknowledge the limited transferability of these firm-
specific resources with respect to value distribution.

e Customers, especially lead users, can be motivated to make their
experience with the firm’s products or services available toa firmas a
specific type of resource. This makes customers “co-entrepreneurs”
as they enable innovative products or services that comprise super-
ior value for both sides.
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¢ Suppliers can be motivated to develop products or services for the
exclusive use as resources of a company. In doing so, they bear
risks. Or suppliers work without remuneration on a project in order
to submit an offer to the firm. This implies that firms acknowledge
specific conditions also on the part of their suppliers.

Based on good experience in the past and faith in the future, various
stakeholders may be willing to maintain their loyalty to a company, even
bearing benefit-losses or higher risks, if the company is going through
a difficult period or has had to accept setbacks and losses. Shareholders
for example can be convinced to maintain their investment, even when
no dividends are paid or the share price falls. Customers can maintain
their brand or firm loyalty. Unions can refrain from social demands
and seek constructive solutions to conflicts in order to avoid damage
to the firm. Policy-makers and regulators can be motivated to main-
tain supportive relations, etc. In such cases, anonymous market mech-
anisms are replaced by highly differentiated stakeholder interactions.
These stakeholders are prepared to contribute above-the-norm, not
only for monetary compensation. Other motivating factors are also at
work, such as human commitment, sense of obligation, trust, loyalty,
enthusiasm for particular technologies, etc.

However, above-the-norm contributions by stakeholders may reach
their limits when contributions are too risky, compensation is lacking
for too long a time, or if one stakeholder category is favored systemat-
ically in value distribution (e.g. managers). An example for above the
norm contributions causing risks for stakeholders may be offshoring
for employees in industrialized countries. Globalization has opened
markets, which gives firms the opportunity to produce their goods
and services abroad, particularly in countries such as China and India,
where wages are considerably lower than in Western countries. But
offshoring may not just cause problems for the employees in the home
country, but also in the country to which jobs are transferred. This
can be illustrated with by protests of the Foxconn and Honda work-
ers in China in 2010 (see Chapter 6, p. 108).>' The employees fought
for higher wages and decent working conditions, as they realized that
their contribution involved high-risk potentials such as intolerable
stress conditions, separation from their families, etc.

From a strategic perspective, firms not only have to ask what the
core competencies of their corporation are today and in the future,
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and what resources they rely on. They also have to clarify the condi-
tions under which stakeholders, as resource owners, are motivated to
contribute resources. The goal is to be able to create core competen-
cies that will in return create value through innovative solutions for
the stakeholders and the firm.

The stakeholders themselves also have to be aware of the fact that,
while being involved in the mutual value creation process, their own
license to innovate is challenged. In our empirical investigation we
could see that stakeholders experienced such challenges. Sometimes
new interaction with their stakeholders had to be found. As a stake-
holder of the pharmaceutical companies, Swissmedic, the Swiss
agency for therapeutic products, provides such an example.”” They
institutionalized interaction with their own stakeholders to enhance
their understanding of how access to innovative medicine is perceived
by their stakeholders. This is part of their license to innovate.

The dynamics of resource contribution

The relevant stakeholder network and the interactions between firms
and stakeholders are not static.”’ This is a most important factor in a
stakeholder perspective. Interactions change over time due to driving
forces in and around the firms. Similarly, the significance and role of
stakeholders as resource contributors can change.

We observed such changes for example in our empirical stud-
ies of stakeholder relations in connection with the privatization of
the telecommunication industry in Switzerland.”* The former state
monopolist Swisscom was suddenly confronted with a competitive
environment that fundamentally challenged its traditional resource
contributing stakeholders. Some of the traditional interactions with
these stakeholders that had been sustained over decades even became
obsolete; new interactions had to be developed with new stakehold-
ers. The stakeholder network of Swisscom changed dramatically.
Four types of changes in the stakeholders’ roles and positions as
resource contributors in the network could be observed in this case:
privatization first affected a change in the importance (strengthen-
ing or weakening) of some of the existing stakeholders as resource
providers (e.g. enhanced importance of contributors of marketing
knowledge). Second, new risks arose for some stakeholder categories
(e.g. enhanced risks for employees without competitive experience).
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Third, the existence of competition challenged a new interpretation
of the role of the previous stakeholders (e.g. the state as the former
sole owner became one investor alongside others), and finally pri-
vatization led to an extension of the networks through new resource
providing stakeholders, which had not existed before the privatiza-
tion (e.g. external shareholders).

As to the dynamics of stakeholder interactions, a dilemma between
“continuity” and “change” was emphasized in the interviews with
the corporations. On the one hand, strategic persistence over time
can facilitate the building up of sustainable core competencies in har-
mony with stakeholders. On the other hand, continuity can turn into
core rigidities.”’ Firms need to find answers to these contradicting and
difficult challenges.

One can observe this clearly in the BP oil spill issue”® in 2010, which
in many respects is similar to Shell’s Brent Spar issue in 1995.” In
both cases, the two oil companies relied on their technically oriented
core competence for drilling oil. In both cases, there was a concen-
tration on a very narrow economic and technical perspective of value
creation with few stakeholders (e.g. shareholders, customers and sup-
pliers). Both companies underestimated the social dimension of value
creation due to a lack of knowledge of and experience with several
important stakeholders, even though both of them claimed to have
contact with these stakeholders. The original core competence, which
was based on few stakeholder interactions, turned out to be a core
rigidity, not only with respect to the superior value of innovative solu-
tions but also finally with respect to the financial bottom line.

Furthermore, the dynamics of stakeholder relations are often con-
sidered positive as they can open opportunities to access untapped
resources. But changes in the stakeholder network do not only affect
changes in the resource pool. Long-term collaboration of firms with
stakeholders creates social contracts, which in turn can influence
access to resources. They have value in themselves, as they regulate
and simplify the interactions. For instance, as trust is built based on
such social contracts, knowledge and experience sharing are more
likely to occur than in new interactions. The newcomers in the tele-
com industry experienced the importance of such social contracts,
as the traditional monopolist had well-established relations with the
regulating authorities (see Chapter 6, p. 107). Obviously history mat-
ters as an interview partner pointed out:**
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On the one hand, I have to say that Swisscom as former monopolist has
relations to numerous people who are closely connected to parliament.
They have so many advantages, that we as newcomers could never make
up for, even if we had had countless people for this job.

Frequent change from one resource contributor to another or exit
strategies of stakeholders may destroy values, as this disrupts social
contracts and benefit potentials, such as trust or credibility. Instead
new risk potentials can arise and strongly influence the sustainable
value creation of a firm. The literature on the effects of mergers or
layoffs on motivation documents this with respect to employee rela-
tions (e.g. survivor sickness).”’

A further aspect that can emerge from a dynamic perspective is
the change in the role of a firm or a stakeholder in the network over
time. In certain phases of the stakeholder’s resource contributions,
the firm may be able to lead the interaction process; in other phases a
stakeholder may take the lead and the firm’s influence is limited. The
idea that stakeholder relations are always “managed” over time by the
firm does not correspond to the challenges of the knowledge-based
networked society.

The so-called Camisea project of Shell, starting in 1994 and ending
in 1998, illustrates this impressively.’° During this time, an ongoing
process of interactions between Shell and a whole variety of stake-
holders contributing resources (knowledge) took place. These activ-
ities exceeded the total and undisputed control and dominance by
Shell. “Although a firm does not naturally possess a sovereign pos-
ition but has to earn it, it can be reasonably assumed on the ground
of the Camisea case that a focal actor can indirectly but imperfectly
influence the process of relationship building.”’"

From a dynamic perspective also the identification of the relevant
cast of stakeholders contributing resources is not a mechanistic-
economic decision that can be made uno actu. It results from ongoing
social processes, and from the discretion exercised in the decision-
making of the managers and the stakeholders. As the above mentioned
Camisea case demonstrated during the issue solving process, stake-
holders can withdraw from or enter in the stakeholder network as late
contributors. Closing the stakeholder identification at the beginning
of the process runs the risk of missing the chance to gain the full cast
of important resource contributors in an ongoing process.
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The fact that from the perspective of the stakeholder paradigm the
dynamic of change is of major importance makes the discussion on
“dynamic capabilities” seem particularly relevant for this approach,
all the more if it is extended to a broader than purely economic
perspective.*?

When the stakeholder relations are seen dynamically, then the
question arises of how a firm or its stakeholders are able to make
valuable estimations to consider future developments and conditions
in resource contribution. Future stakeholder relations can hardly be
fully recognized, understood and handled ex ante. This means that
stakeholder relations cannot be completely “managed” in advance
in a conventional sense, but may come about or change unexpect-
edly in the course of the mutual value creation process. These
changes in the interactions and dealing with them require that the
firms as well as stakeholders continually develop their capabilities to
interact. In our empirical studies it was evident that the cultures of
the firm and of the stakeholders have to be open for change in this
realm. Whereby, situational factors (e.g. national cultures) can also
be relevant.®

This means that in the complex and interactive processes of motiv-
ation and organization of stakeholders’ resource contributions,
managerial discretion will lead to different solutions despite similar
situations. Different solutions include different benefit and risk poten-
tials and have different effects on value creation. The capability to
interact with resource contributing stakeholders can become a (meta)
core competency itself.

Value distribution to stakeholders from the perspective
of the license to innovate

As we mentioned earlier in Chapter 2, in the traditional RbV the
economic rent is the indicator of a firm’s success. The shareholder
(owner) is the only residual claimant and therefore earns the whole
rent. In recent publications on the RbV, first steps are being made
toward a broader perspective of value distribution. Wang and Barney
see value distribution to employees making firm-specific investments
as follows: “The rents generated by these firm-specific investments are
often shared between a firm’s employees and its owners ... and, thus,
can be a source of wealth for both the employees and the owners.”**
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The perspective of the stakeholder paradigm is that if stakeholders
as owners contribute resources to a firm’s value creation, they also
participate accordingly in value distribution.”* Therefore, mutual
value creation inevitably raises questions of the rent that could be
acquired by a firm or any other stakeholder.’® A well-known example
of employees participating in the value distribution is compensation
plans. In our case research, we found a variety of examples.’”

The principle for value distribution is also important for above-the-
norm contributions and residual profits. Novo Nordisk, for example,
accounts for its value distribution in detail to employees, suppliers,
governments, shareholders, etc., as they have all contributed to the
development of Novo Nordisk’s innovative products for diabetes (see
pp. 114-115).°% Furthermore, some insurance corporations grant their
customers a premium bonus after a good business year. Similar value
distributions based on financial success have been announced in 2010
by German firms like Siemens, BMW and Porsche. Value in the form
of a loyalty bonus is also given to long-term customers.

There are no limits to the ideas providing employees the opportun-
ity to participate in the value distribution of a corporation in general
or in the residual profit in particular, as an interviewee in one of our
cases said:

Three years ago, we made an extraordinarily high profit and we paid
almost 500 millions into the pension fund without being legally obliged to
do so. But our opinion is that it was the right thing to transfer this money
from the shareholders to the employees.

Strategy and core competencies from the perspective
of the license to innovate

As we have seen in this chapter, in order to enhance its license to
innovate, a firm can have access to resources contributed by stake-
holders according to three types of core competencies.

e Innovative resource pooling
The resources contributed by the different stakeholders can be
combined and bundled with those of the firm that form capabilities
which enable firms to find innovative solutions. An example of this
is Shell after the Brent Spar case (see Chapter 6, pp. 106-107). Based
on knowledge that Shell acquired in dealing with NGOs through
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stakeholder roundtables, the firm achieved a capability in dealing
with messy issues, which Shell could later use in the Camisea case
(see p. 127).%
¢ Innovative resource development
Based on the contribution of resources by different stakehold-
ers, the firm and the stakeholders can be motivated to mutu-
ally develop these resources. The bundling of such developed
resources forms new core competencies with which innovative
solutions for mutual value creation can be found. The firm Novo
Nordisk that, together with various patient organizations, devel-
oped and extended knowledge on diabetes is an example of this
(see p. 129).
e Capability to interact with stakeholders

Firms and stakeholders are able to structure and handle the
stakeholder interactions in order to motivate innovative solutions
within mutual value creation. Interactions of firms with resource
contributing stakeholders can become a meta core competency.
By approaching physicians as partners and no longer via conven-
tional marketing, Pfizer developed a new interaction capability
(see p. 120).4°

These three categories of firm core competencies are founded in
the different roles of stakeholders as resource contributors, the dif-
ferent kinds of contributions and the different nature of resources.
Analogous forms of core competencies can be developed from the
perspective of stakeholders.

Figure 7.3 displays these contribution possibilities, which firms and
stakeholders can apply to develop such competencies.

In the process of strategy development and implementation, firms
and stakeholders have to assess the different types of core competen-
cies and decide to what extent they can be part of their strategy for
mutual value creation.

Evaluation from the perspective of the license to innovate

Evaluation in the perspective of the license to innovate has to focus,
on the one hand, on the social processes of resource contributions
mentioned above. It includes the fact that innovative solutions are
not only created by the firm, but are also supported by stakeholders
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Stakeholder Role of resource Kind of contribution: Kind of resources:
contributions contributor: e voluntary/ * limited
 benefit provider involuntary * non-limited
or receiver e direct/indirect
* risk provider or
Core bearer

competencies

Innovative
resource pooling

Innovative
resource
development

Capability to
interact with
stakeholders

Figure 7.3 Possible contributions by stakeholders to core competencies

with relevant resources. The processes of identifying and motivating
stakeholders to contribute resources to value creation have therefore
to be part of the evaluation.

On the other hand, the outcome of the mutual value creation proc-
esses is important. It relates to the improved value creation of the
firm and its stakeholders, which arises from the pooling of resources,
the stimulation of resource development and the unique stakeholder
interactions. Criteria or indicators for assessment have to be defined
by firms and the contributing stakeholders according to the issues,
projects or products and services.*!

Concluding remarks to the license to innovate

Compared to the traditional RbV the perspective of the license to
innovate deepens the causalities of value creation, since it introduces
stakeholders as resource owners and contributors (see Figure 7.4). It
also broadens the horizon as it enlarges the value creation and distri-
bution processes to all relevant types of resource contributors, and
does not limit them to a small set of market participants.

A comprehensive cast of stakeholders as human beings have to be
motivated to provide their resources for mutual value creation with
the firm. Not only economic and instrumental, but also normative
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The traditional RbV The license to innovate perspective

Residual profit distributed
to shareholders (capital
owners)

A A A A h

Distribution of value to contributing
stakeholders

Superior value creation with
stakeholder by developing innovative
solutions

f I I 1

Core competencies by
resource pooling, resource developing
and interacting capabilities

A A A A

Exploitation of core
competencies

Unique and inimitable core
competencies

Narrow set of economic
resources from factor
markets

Broad range of limited and non-limited
resources provided by stakeholders

=

y y A

Stakeholders as resource owners
and contributors

Figure 7.4 Comparison between traditional RbV and the license to innovate

and social aspects matter. Providing these resources, the stakehold-
ers also participate in the value distribution based on their resource
contribution.

As to the firm’s strategies, the perspective of the license to innovate
offers three types of core competencies: resource pooling, resource
development and interacting capabilities. This allows superior value
creation with and for stakeholders by developing innovative solutions.
In the perspective of the license to innovate, the resource-based view
(RbV) is developed to a resource owner view.
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Content of the license to compete

From the perspective of the license to compete, the focus is on the
roles of the firm and its stakeholders in their environment. In the trad-
itional strategy theory, an environment-oriented perspective is taken
by the ISV, which is concerned with the positioning of competing
firms and how market structures and market forces influence the
firm’s success. The firm is seen as an actor in an economic environ-
ment, more precisely in an attractive industry; stakeholders are not
the focus as we discussed in Chapter 2.

In the perspective of the license to compete, we consider some elem-
ents of the traditional ISV. We rely on the concept of positioning and
on the importance of the environment. The environment and especially
the markets are not anonymous institutions, but are represented by dif-
ferent human beings forming groups or organizations as stakeholders
(see Figure 4.1, p. 62). The firms and the stakeholders are interrelated
by mutuality in networks, which implies various forms of positioning
and cooperation between the firm and its stakeholders. The environ-
ment is consequently represented by stakeholder networks.

Environmental interactions are not seen as a fight between firms to
reap economic rents from market participants, to threaten the actors
in the industry and to strive for a quasi-monopoly in a zero-sum game.'
Instead they are understood as a constant search to improve value cre-
ation for the firm and the stakeholders. Competition is considered as a
source of active motivation not as threatening of competitors.

The cast of stakeholders: from the industry structure
view to the dynamic network structure view

The nature of stakeholder networks

In the traditional ISV, the focal firm aims to find imperfect markets
in an economically attractive industry, where competition is low
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and the chance of a monopolistic rent high. Five forces characterize
such industries in the ISV, representing the threats of four types of
stakeholders (new entrants, suppliers, customers, incumbents) and a
more technical relationship, namely the substitution of products and
services. The focus is on rivalry. These five forces challenge firms to
reduce the bargaining power of suppliers and customers, hinder new
entrants and oppose existing rivals from securing their own rents, and
thus reflect a threat and reap mentality. Society is seen as a constrain-
ing factor on competition.

In their more recent publications, as already mentioned in
Chapter 6, Porter and Kramer, the main representatives of the ISV,
make a claim for a more comprehensive view and are searching for
interdependencies between firms and the society.? But they still focus
on trying to reduce constraints on competition in order to gain add-
itional competitive advantages against rivals. From a similar perspec-
tive, other authors suggest cooperation as a source of competitive
advantage.’ However, the central argument of all these positions
remains the same: the most important thing a corporation can do for
society is to contribute to a prosperous economy by outperforming
rivals.

With regard to the environment, in our understanding of the stake-
holder paradigm we extend this view in two ways (see Chapter 5,
pp- 81-82):

e First, we focus not only on the attractiveness of industries but on
the attractiveness of stakeholder networks.

e Second, we assess the attractiveness of networks from the firm’s as
well as the stakeholders’ perspective.

Thus, a firm may influence its network but the stakeholders in the
network may also influence the firm.* These interactions are the
essence of mutuality and an important strategic asset for firms and
stakeholders.

The interactions may open benefit and risk potentials that can be
included in a value creation between firm and stakeholders. Examples
for benefit potentials are access to high quality information, identi-
fication and use of complementary benefits, risk reduction, differen-
tiation potentials, economies of scale, access to competencies, cost
reduction, loss prevention, innovation, trust enhancement, stimu-
lation of motivation, etc. Risks in a network configuration can be
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cultural differences, opportunistic partners, different strategic inter-
ests, knowledge leakage, disproportional advantages, structural dif-
ferences, barriers to exit, etc. Benefiting from the advantages of the
stakeholder network includes the consideration of these risks. The
license to compete perspective offers the opportunity to look more
closely at the network view.

The attractiveness of stakeholder networks

The firms and stakeholders are challenged to build and to sustain an
attractive network together. Sometimes they can choose with whom
they want to interact, and which interactions and potentials they aim
to base mutual value creation on. Sometimes the choices are inevitable,
such as with local community or government agencies. In our case ana-
lysis in the telecommunication industry, we saw that the firms could
not in fact build their antennas for the mobile phone network without
cooperation with local citizen organizations and representatives of the
environmental protection movement (see Chapter 6, p. 107).°

Thus, the attractiveness of a network is shaped by two aspects:
first, the stakeholders, who the firm or any stakeholder can choose or
who they have to accept; and second, the kind of relationships that
can be built by positioning in of the network.

An example for this is the pharmaceutical firm Pfizer that we ana-
lyzed. As the pharmaceutical industry is highly regulated, the firm
has “compulsory” stakeholders, such as the regulator or the agency
for authorizing and reviewing therapeutic products. On the other
hand, the firm has interactions with such stakeholders as physicians,
patients, organizations or experts, which it is mostly free to choose. In
order to better position itself in its stakeholder network, the pharma-
ceutical firm aimed to intensify the cooperation with some specific
groups of physicians (see Chapter 5, pp. 82-83).°

As a firm normally belongs to a certain industry, its stakeholders
typically act in or around this industry. However, the focus is not the
industry but the network, which can include other industries or seg-
ments of society beyond the industry. This relativizes the focus of the
traditional ISV on a specific industry. The healthcare insurer Suva,
as an example, attempted to build a comprehensive network for its
patients. It included not only physicians and rehabilitation specialists
but also lawyers, the employer and the patient’s family in the recovery



136 License to compete

and reintegration process (see pp. 148-149). Thus, stakeholder net-
works are often complex, as illustrated in Figure 5.5 (see p. 84).

The following characteristics might influence the attractiveness of
a network for a firm or a stakeholder and are important for building
it up and extending it:

e Size of the network
Large networks usually contain more differentiated value creation
activities than small ones. In large networks, there are also more
indirect interactions among stakeholders, which can again contrib-
ute to value creation. However, there are possibly also more risk
potentials. As an interview partner in the pharmaceutical industry
confirmed:

From the perspective of our firm, an area of conflict is that on the one
hand, cooperation with network partners promises reducing risks, but on
the other hand, important stakeholders have reservations regarding the
pharmaceutical companies as true cooperation partners.

* Importance of the stakeholder network

Stakeholder networks can achieve varying degrees of acceptance,
legitimacy, power and influence in the industry.” The newcomer
Orange was part of a large international network in the liberal-
ized Swiss telecom market. Thanks to its embeddedness in this
network, Orange was able to be innovative and to quickly bring
new products to the market.® One of the interview partners of the
firm stated:

I think the group we belong to is very important for innovation. Clearly
this group is necessary for giving us input, because our competitor also has
access to a large international network.

¢ Form of interactions
Networks have different forms of interaction among stakeholders
such as communication, consultation, dialogue, partnership, etc.’
Applying such highly differentiated forms of interaction influences
the value creation of a firm and its stakeholders. The significance of
a differentiated approach was also emphasized by one of our inter-
view partners, as indicated by the following quote:
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We have the task of looking at the whole customer relationship; we don’t
just look at the customer—supplier relationship but also the reverse. This
means involving ourselves in partnerships with these customers.

¢ Embeddedness and match quality
Embeddedness in a network can be based on various types of
exchanges, such as information, material, experiences, emotions, etc.
Network participants may complement each other in these respects
by sharing skills and activities.'” The better the expectations and
potentials of the actors match and the better they know each other,
the closer the ties between them are.'' However, relations that are
too close can lead to “network rigidities” (see p. 145)."”

¢ Configuration of the network
A network may be strongly oriented to a dominant participant or
may be composed of equal stakeholders.'® This impacts also the
question of leadership (see Chapter 9, pp. 167-171). In our empir-
ical studies it was obvious that in cases in which value creation is
intense and heavily exposed to public view, it is necessary that the
firm and the stakeholders regard each other as equal partners.

¢ Value creating capability of individual firm and stakeholders
Participants in a network fulfill a specific function in connection
to each other. Those with specific value creation capability can
increase the worth of the network for the others; weak ones can
decrease it."

e Stability and durability
Long lasting relationships with positive past experiences can
enhance the network ties among the constituencies, and therefore
lead to economic and social advantages.'” However, such ties can
also suffer from fast and frequent changes in the stakeholder net-
work. For example, the frequent entering and exiting of stakehold-
ers in networks causes uncertainty, and is especially worrying for
employees and investors of specific interest groups. Such unstable
social contracts might negatively influence mutual value creation.
In contrast, stable networks are important assets,'® as the following
quotation of an interviewee confirms:

We see the suppliers as partners and together we want to achieve as much
good as possible. A supplier has truly to disappoint us before we exclude
them. We build up partnership relations over long periods.
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Continuous reinforcement of the network ties becomes an import-
ant task for participants.
¢ Threat or support

In a stakeholder network, the different members can be more
or less willing to make contributions and enhance mutual value
creation.'” Accordingly, different emotional forces, such as trust,
mistrust, enthusiasm, etc., impact the mutual value creation of
the stakeholders. In our interviews we observed that there is a
growing awareness to engage with such emotional forces:

I think we can create the expertise and dedicate resources, which means
dedicating people to talk and to work with the different stakeholders ...
with people who would be really committed to developing relationships
and understanding and to working together on a common strategic project
or on a common vision.

Dynamics of stakebolder networks

As mentioned in Chapter 7, stakeholder networks are not static
and stable structures. Our case analyses showed that a significant
dynamic occurs and influences the license to compete. This was also
obvious in the telecom industry, when it was privatized (see also
p. 144). Stakeholder relations come about, evolve and sometimes dis-
appear over time.

The beginning and evolution of stakeholder networks can be
described along three distinguishable phases: “Negotiations to create
the network, enforcement and enlargement.”'® The network continu-
ously evolves when stakeholders enter or exit the network. In add-
ition, changes can occur regarding the ties, and the intensity and the
type of stakeholder contributions. Both the membership and bound-
aries of stakeholder networks are accordingly dynamic.

By analogy and concluding from successful mergers and acquisi-
tions, we expect that firms and stakeholders that have positive expe-
riences in building, adapting and handling networks are in a better
position to pursue mutual value creation with others than those who
have no such experience and knowledge or have experienced risk in
such networks."

By extending the environmental perspective of the ISV, as mentioned
above, a broader and changing range of stakeholders is considered.
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The traditional industry structure view becomes a dynamic network
structure view.

Mutual value creation: positioning in and among
stakeholder networks

Forms of positioning

The environment seen as stakeholder network implies a more com-
prehensive understanding of positioning than is understood in trad-
itional strategy theory. In Chapter 5 (pp. 82-83), we mentioned two
basic positions a firm or a stakeholder has to consider:

* Position in a stakeholder network
The firm or stakeholder can have different and changing positions
and relations to other network participants. In large networks
where complex direct and indirect relations exist, neither the firm
nor any other stakeholder is by definition always the center of the
stakeholder network.?’ The position in a network can change over
time. Firms and also stakeholders need to interact in order to clar-
ify their positions and the changes in the networks.
In this realm, Butterfield et al. discuss how and why stakeholder
groups form collaborative alliances by taking into account the
motivation of the stakeholders and the development of the alliances.
Savage et al. emphasize three general factors that motivate organi-
zations to seek partnerships, namely achievements that could not
be accomplished in any other way, mutual problem solving and an
adaptive advantage.”’
Firms and also stakeholders sometimes have to position themselves
vis-a-vis stakeholders who are part of a competing stakeholder net-
work. Two pharmaceutical companies may have relationships to
the same physicians. In this case, it is important that the focal firms
can motivate the physicians to contribute to product development.
Thus, the goal is the motivation of mutual value creation for a bet-
ter quality of life and not the fight to reap rents.

e Positioning between the stakeholder networks
This relates to the comparison of similar value creation proc-
esses among the participating stakeholder networks. It means a
new interpretation of competition in comparison to ISV, namely
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benchmarking between networks. The goal of this benchmarking
is different from pure competition. First of all, it should stimulate
motivation for improving the value creation of the networks; rent
reaping should not be the center of attention. Further, this bench-
marking is not focused only on monetary value, but rather includes
all the benefits and risks of the participants. In this way a high degree
of transparency is achieved regarding the quality of value creation
for the participating networks. On this basis, firm and stakeholders
can decide which network they prefer, where they can best actual-
ize their potential and in which network they are better able to
follow their goals. Networks that fail to attract, or lose, important
stakeholders due to a lack of quality must massively improve their
attractiveness or they will be eliminated sooner or later. Their con-
tribution to the quality of life is judged to be insufficient.

The financial crisis has shown, dramatically, how complete and pri-
marily transparent benchmarking between banks and their networks
occurs. When, during the crisis, more complete and transparent
information on the partly unfriendly behavior toward stakeholders
became apparent, the stakeholders drastically changed their pri-
orities regarding the various banks. For example, on the basis of
its mistakes, which were suddenly transparent for the stakeholder,
UBS experienced a large drain of capital as well as employees. In
addition, investors pulled back so that its stock sank to one-fifth of
its previous value.?’ Important shareholders changed to other, less
negatively regarded banks. UBS would have even gone bankrupt,
had the Swiss government not made the decision to support it, as
it was considered too big to fail (see Chapter 6, pp. 95-97). Only
the intervention of the state gave the UBS network the opportunity
to improve the quality of its value creation and thus continue to
exist.

Making comparisons between different stakeholder networks is
undoubtedly demanding, and thus far we do not have much experi-
ence. However, such comparisons are necessary in order to avoid
one-sidedness, mistakes and bias.

Benefit and risk potentials in stakeholder networks

From the point of view of a specific firm or stakeholder, the value cre-
ation contribution of individual network members can be evaluated by
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an analysis of the benefits and risks that stakeholders can potentially
contribute. For example, in one of our case studies, the following risk
and benefit potentials on the basis of stakeholder interactions (Table
8.1, p. 142) were frequently mentioned by the interviewees of Pfizer,
regarding the issue “access to innovative medicine” (see Chapter 5,
p. 86).%

To illustrate Table 8.1, an interviewee of a pharmaceutical firm
explained:

The prominent benefit potential lies in the opportunity for better cooper-
ation with the partners in the stakeholder network. But the gap between the
possible and previous cooperation potential is still conspicuously large.

As an example, the benefit and risk potentials of a firm’s supplier can
be shown as in Figure 8.1 (see p. 143).

Network participants can contribute directly to each other, or indir-
ect effects can occur. A network participant can, for example, (posi-
tively or negatively) motivate another stakeholder, and therefore can
indirectly affect a firm. When Shell wanted to dispose of Brent Spar
in the North Atlantic, Greenpeace stepped in and prevented the sink-
ing of the storage buoy (see Chapter 6, pp. 102, 106-107).>° Based on
this intervention other stakeholders (e.g. customers and even govern-
ments) reacted negatively, which in turn affected Shell.

Moreover, benefits and risks result not only from the interactions
among the stakeholders, but also from the characteristics mentioned
above of the network as a whole (see pp. 136-138). For example, if
the size of a network increased, then this could lead to changes in the
benefits and risks of the individual members of the network.>®

Network connections therefore have many positive and negative
effects on mutual value creation. It is important for the firm and its
stakeholders to clarify the benefit and risk potentials connected with
direct and indirect interactions, and to consider them when develop-
ing strategies.

Multiple roles of stakeholders

The complexity of a stakeholder network is particularly increased,
if individual network participants carry out more than one role
in the network, as we already mentioned in Chapter 5 (p. 88).
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Example of suppliers in the
stakeholder network

Provider | The suppliers and their
networks create additional
market opportunities for the
Benefit firm

Receiver | The network provides stability
for the firm’s suppliers
Contributions of

stakeholders to value
creation of a firm

Bearer Suppliers share the risks of
other network members

Risk

Failure of important suppliers
create risks for the whole
network

Provider

Figure 8.1 Types of stakeholder contributions

Multifunctionality leads to multiple positioning. In such cases, the
important question is how multifunctional stakeholders organize
and use their multiple and partly contradicting roles in the network
to reduce complexity and contradictions. Other questions that may
arise are how these stakeholders avoid conflicts of interests and
contradictions in their behavior, and how these multiple roles are
coordinated by the stakeholders or the firm. And finally, it is also
important to assess how other strategically important stakeholders
perceive the multifunctional stakeholder’s potential to impact the
network. As an example in the case of Swisscom, the national gov-
ernment plays three different roles for the newly privatized telecom
firm. At the same time, it is the major shareholder, the regulator and
one of the most important customers, so that the perspective of all
three licenses is relevant. The firm was well aware of this fact but did
not consider it to be a problem as the relationships were institution-
alized through different units, tools and processes. For some time,
this multifunctionality did not pose any problems as the govern-
ment did not interfere with the firm’s business decisions. However, it
turned out that the firm had underestimated this multifunctionality:
a few years later, the tables turned as the government vetoed the
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firm’s plans to acquire another telecom firm and to expand abroad.
The government based its decision not only on its role as the major
shareholder, but also enforced by its power as key customer and as
regulator.”’

Therefore, it is relevant to clarify whether there is multifunctional-
ity in the stakeholder relations, and whether there are complementary
or conflicting benefit and risk potentials in the network for mutual
value creation. For example, we have seen such conflicts in our case
research with the bank ZKB. Should this firm, when contracting with
suppliers, consider whether a potential contractor is one of its custom-
ers, or not? In the case in which a potential contractor is a customer,

should it turn down a better offer from a non-customer?2®

Positioning on the continuum between cooperation and
confrontation

The original ISV focuses on confrontation. In this perspective firms
are intent on outperforming rivals. In contrast, the license to compete
concentrates on the idea of mutuality in stakeholder networks that
asks for a new understanding of competition and cooperation.

Within the continuum between total confrontation and complete
cooperation, among firm and stakeholders there are zones of com-
mon interests. Within them many moderate forms of cooperation are
possible, which promise a superior value than the extremes. In any
given situation, firms and stakeholders have to identify these zones,
to expand them and encourage interactions with each other in these
zones. They must find a balance between total confrontation and
total cooperation in their interactions. The necessity of such a bal-
ance was confirmed by an interview partner who was faced with a
powerful competitor:

It is a fact that one cannot act without taking one’s biggest competitor into
consideration. This means finding a fine balance between the competitive
challenge and how one can get along with a very powerful partner in a
somewhat friendly atmosphere ... This means that one cannot drive the
competition beyond reasonable limits.

The degree of cooperation that best suits value creation not only
depends on the interest of the firm but also on its stakeholders. As
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already presented in Table 8.1, our research has shown that in the
perception of the firms, the potential of cooperation was identified as
the most important source of benefit in the perspective of the license
to compete (see p. 143).

Cooperation may not only lead to benefits but may also be con-
nected with risks; therefore cooperation partners are not only benefit,
but also risk providers. Possible risks include opportunistic behavior at
the expense of others, cultural differences, knowledge and core com-
petence leakage, heterogeneous priorities, etc. Uzzi even believes that
network relations that become too close will decrease the diversity of
the network partners and therefore its value.?” Too close relations can
lead to “network rigidities.” “Network rigidities” can appear if some
network partners oppose necessary adaptations; for instance, if they
hinder stakeholders with new ideas from entering the network, or if
they oppose the exclusion of network participants. This harms the
network’s license to compete.

Among others, Brandenburger and Nalebuff, in a purely economic
perspective point out that competitive behavior not only brings about
advantages but also costs and risks, which could be avoided through
cooperation.’’ For example, they mention the hidden costs of competi-
tive behavior, such as falling prices and margins, which will then serve
as benchmarks for both customers and new competitors. Therefore,
they see a mix of cooperation and competition, called coopetition, as
the better solution.

From the different aspects and examples discussed in this para-
graph, with regard to positioning between confrontation and cooper-
ation in stakeholder networks, different solutions represent varying
degrees of cooperation. They represent the different positions and
outcomes, from which management must choose in developing strat-
egy, thus influencing to a large extent the firm’s and stakeholders’
license to compete.

Value distribution to stakeholders from the perspective
of the license to compete

Following our understanding of the stakeholder paradigm, the
value creation of a firm impacts the value distribution for engaged
stakeholders. In the perspective of the license to compete, the value
distribution aspect can be exemplified by looking at how in the
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traditional ISV strategies the values of the most important stake-
holders, such as customers, employees and investors, can be affected
differently:

* From the point of view of investors, positioning for example as a
cost leader can be attractive, if it leads to an improved profit margin
and finally to an improved residual profit. For employees, position-
ing as a cost leader may result in stressful performance pressure
and low pay.

¢ Positioning as a differentiator can open attractive professional
development opportunities for employees. However it can be
unattractive for investors, when instead of paying out dividends
the firm has high research and development expenditures, in order
to achieve a level of differentiation that is attractive for employees
and customers.

As to the residual profit, the traditional ISV follows the economic
theory of the firm by considering exclusively owners (shareholders) as
receivers. In the newer publications on ISV, a first step is being made
in the direction of broader value distribution so that society can bene-
fit from the firms’ potentials.’' Thus, the relations between firms and
society not merely prevent harm but improve social conditions. But
despite the acceptance of the community as a benefit receiver, value
distribution to all stakeholders in the firm’s network has not yet been
considered in these newer publications.’”

In contrast to this rather narrow understanding of value distribu-
tion, we could observe other kinds of value distribution to stakehold-
ers in the firm’s network. As an example, since their founding, state
or partially state-owned firms have at times, and due to their specific
position, implemented value distribution to a wide range of stake-
holders. As a result of high profits, the accident insurer Suva, one of
the firms we analyzed with a public mandate, reduced the premiums
of its clients by 5 percent, with the clear intention of letting them
participate in its annual profit.>’ But there are also private insurance
corporations that grant their customers a premium bonus as the result
of a good business year. Value in the form of a loyalty bonus is some-
times also given to long-term customers. From the perspective of the
license to compete, the portion a participant receives in value dissem-
ination is based on the contribution made, based on the position in
the network.**
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Generic strategies from the perspective
of the license to compete

In the traditional ISV it is assumed that the strategic success of a
firm, aside from the attractiveness of the industry, also depends on
the trade-off decisions of the management, which are expressed in
the choice of activities in the generic strategies of cost leadership,
differentiation or focus on market niches (see Figure 8.2). These
three strategic options refer exclusively to the customer perspective.
“At the heart of any strategy is a unique value proposition; a set
of needs a company can meet for its chosen customers that others
cannot.” Strategies bring the customer either the lowest prices, the
functionally best product or serve niches that had previously been
neglected. For each case, the customer is the decisive factor for the
type of strategy in the ISV; therefore this perspective addresses one
specific stakeholder.

Extending these three generic strategies of the traditional ISV in the
perspective of the license to compete, one can develop the following
strategies for mutual value creation:

¢ Risk reducing strategy
The firm and stakeholders can keep the sum of the risks as small
as possible. Costs for the firm are not the only criteria, as was the
case in the original cost leadership strategy of the ISV, but rather
all the categories of risks of the relevant stakeholders in the net-
work. Orange, one of the telecom firms we analyzed, discussed the
strategy of locating new antennas together with the residents, thus
trying to find solutions that were acceptable for both parties. Such
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a solution reduced the risk of the residents to suffer from negative
effects, and on the other hand, reduced the costs for the firm that
would have resulted from a legal battle and the ensuing image loss
(see p. 136).%°

* Benefit enhancing strategy
Extending the original differentiation strategy of traditional ISV,
the strategy is characterized not only by the specific characteristics
of products or services from the perspective of the customer, but
by the total benefits for the firm and all its relevant stakeholders.
Suva, the insurance company we analyzed, implemented so-called
New Case Management as we already mentioned above (pp. 135-
136). When customers have an accident, in addition to receiving
the best medical care, their families, their employers, the physicians
and hospitals, and the case manager are all involved in the recov-
ery process. Thanks to this approach, accident victims are able to
retain their jobs and to be re-integrated into the work process more
quickly and comprehensively than before, benefiting not only the
patient but also the firms and society.’” Figure 8.3 illustrates the
stakeholder value chain of Suva’s New Case Management, embed-
ded in its stakeholder network.

¢ Focusing on specific stakeholder categories
The original niche strategy of the ISV can be extended in that it
increases benefits or reduces risk for specific segments of stakehold-
ers. These stakeholders previously received little notice, but are of
special importance for a network or are related to a specific issue.
An example of a focus strategy for a specific segment in the finan-
cial sector, are institutions that provide microfinance (MFIs) in
poor areas of the world. Through this kind of focused financing,
new stakeholder groups can be bound into mutual value creation,
and thereby open largely neglected market niches. Thanks to MFIs,
people can develop financial literacy, a livelihood, and organiza-
tional and technical skills for professional services.
In the course of our research, we had the opportunity to see that
microfinance takes place in very specific network structures. Three
different stakeholder environment sectors can be distinguished
in the microfinance stakeholder network. First, the professional
environment represents the business world that supports the func-
tion of MFIs to provide loans and services to the poor. Second,
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the customers’ environment is reflected in the self-help groups and
their families. And third, the network consists of social stakehold-
ers who are representatives or advocates of the society at large, such
as the government or the media (see Figure 8.4).3

All three of the above mentioned strategies aim at achieving super-
ior value in the stakeholder network through mutual value creation.
In the perspective of the license to compete, the traditional generic
strategies of ISV can be developed further. This can be illustrated as
in Figure 8.5, analogous to the illustration of the traditional ISV (see
p. 147).

Evaluation from the perspective of the license to compete

As already shown in Chapter 2, the original ISV was oriented to find-
ing strategies that increase and protect the financial strategic rent of
the firm: “Industry structure, as manifested in the strength of the five
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competitive forces, determines the industry’s long-run profit potential
because it determines how the economic value created by the industry
is divided — how much is retained by companies in the industry versus
bargained away by customers and suppliers, limited by substitutes or
constrained by potential new entrants.”*’
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As mentioned in several places in this book, the stakeholder para-
digm sees the evaluation of mutual value creation not only from
the perspective of economic rents for the providers of capital, but
in relation to the engagement of all the stakeholders in the net-
work. From the perspective of the license to compete, the evalu-
ation includes a wider spectrum of benefits and risks, which are
connected with the positioning of every stakeholder (see Figure 8.5).
Thus, when the values of certain strategies or types of strategy
are to be judged, the mutually agreed components of values for
all contributing stakeholders in the network are to be considered.
The same type of evaluation counts also for the appraisal of the
output of specific strategic issues in a firm, such as cost reduction
programs involving laying-off employees, outsourcing or mergers
and acquisitions. Once again monetary benefits for a single or for
a few stakeholders (e.g. managers or investors) are not the focus,
but rather the broad value creation effects in the whole network.
For example, when GM in the United States decided to close some
plants of its subsidiary Opel in Germany at the beginning of 2010,
the criteria of success for doing so could not just be reducing costs
for the benefit of the owner, in this case for the parent company
GM (see Chapter 6, p. 108).*° This case rather shows that such
strategic measures must also include the loss of manifold know-
how potentials, the breaking of social contracts, image damage to
GM, and even the disadvantages of a political conflict between the
United States and Germany. Such aspects must also be part of an
accurate appraisal of the situation.

Aside from the outcomes, the processes in relation to positioning
in networks are also part of the evaluation in the perspective of the
license to compete. These parts of an evaluation are not yet developed
in depth, neither in research nor in practical application. We suggest
that two aspects be taken into consideration in this realm: first, posi-
tioning and repositioning of the firm and the stakeholders in a net-
work view; and second, benchmarking to compare the value creation
process between different stakeholder networks.

Concluding remarks on the license to compete

Our understanding of the stakeholder paradigm conceives the firm’s
and stakeholders’ positioning in networks, which broadens and
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deepens the causalities considered in the traditional ISV and adds new
perspectives (see Figure 8.6).

In the license to compete perspective, the environment is concep-
tualized in a network view. The participants in these networks are
firms and their stakeholders who are involved in the value creation,
and consequently in value distribution based on multiple and chan-
ging positions.

Positioning in the environment is no longer a fight against rivals
in the industry to eliminate competitors and reach monopolis-
tic advantages. It is characterized by mutuality and the striving for
benefits with and for stakeholders, improving the quality of life of
human beings and the sustainability of the natural world. Based on
these insights, the three former generic strategies of the ISV can be
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extended to strengthen the license to compete and to contribute to a
firm’s mutual value creation with and for its stakeholders. The former
industry structure view of strategy is developed to a dynamic network
view of strategy.



9 Challenges resulting from a
paradigm shift

In the course of this book, we have shown how different contributions
in the research literature and empirical studies have stimulated our
understanding of the stakeholder paradigm. We have also seen vari-
ous aspects and examples of mutual value creation between firms and
stakeholders that conform to this new paradigm, which we developed
in more detail in Chapters 6 to 8. The questions remain how such a
paradigm shift can occur within the present economic system, and
what the main challenges of such a course might be. A vision for a
strategy to achieve mutual value creation in society is required, and
our aim is to contribute to it (see Chapter 1).

What are the main challenges for the required change?

We are aware that such a paradigm shift not only means changes
for firms and stakeholders, but also impacts the economic system.
Without doubt such changes and challenges will not only find sup-
port, therefore some hindering factors also need to be considered.
The Wall Street Journal published a statement that emphasizes one
such factor, namely a narrow economic view: “In the end, social
responsibility is a financial calculation for executives, just like any
other aspect of their business. The only sure way to influence corpor-
ate decision making is to impose an unacceptable cost — regulatory
mandates, taxes, punitive fines, public embarrassment — on socially
unacceptable behavior.”!

We have developed a possible agenda for change and the impacts
of a paradigm shift. In the following, we discuss this as shown in
Figure 9.1. In the next section, we first look at possible patterns and
processes of change. We then focus on some economic, cultural and
structural impacts that the change toward a new stakeholder para-

digm may induce, and connect them to avenues of future development
(Figure 9.1).
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What are basic change patterns and processes?

For a deeper understanding of how necessary changes can occur, we
refer to evolutionary theory.” We apply the insights of the various evo-
lutionary theories (biological, economic and social), not by empha-
sizing their analogical aspects, but by considering their underlying
principles.’

General principle of change

Evolutionary theory provides a basic and essential way of thinking
about how firms and stakeholders can foster greater mutual value
creation in the twenty-first century. Two patterns of evolution are
fundamental to our thinking: continuity by gradual change,* and dis-
continuity by fundamental change.’ Also social evolutionary theor-
ies focus on understanding and explaining change of organizations
and the inertia hindering it.* Hannan and Freeman’ presuppose that
the adaptability of organizations is always limited, due to pushing
or inhibiting factors that can enable or hinder change processes.®
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Depending on these factors, organizations tend either toward iner-
tia or an ability to learn.” Previous developments that explain path
dependencies of organizations regarding inertia or an ability to learn
are studied in this literature.'’ Path dependencies refer to the interac-
tions between patterns of changes from the past and those from the
present or the future.'! Initial events can stimulate or restrain pre-
sent and future patterns of evolution. Continuous gradual changes
are compared to discontinuous and fundamental changes of organi-
zations. The different kinds of changes of any kind of organization,
including firms and stakeholders, offer insights on how a paradigm
shift can take place, such as we propose in this book.

Gradual change

Indicative of continuous and gradual change is the survival of organi-
zations that develop continuously in small steps.'” Quinn, studying
strategic change of firms, calls this type of change logical incremen-
talism, which means purposeful, gradual strategy implementation
by experimentation and learning from partial commitments. Several
conditions and forces can be relevant for gradual, non-disruptive
change (uncertainty, acceptability, experimentation possibilities, pol-
itics, etc.).!”

In our longitudinal case studies we could observe that since the
early 1970s there has been a continuous increase in the consideration
of an ever-broader cast of stakeholders by firms. Due to environmen-
tal and social concerns and to globalization, new forms of organiza-
tions such as NGOs and CSOs have evolved and become established.
Furthermore, new kinds of tools (e.g. stakeholder mapping), depart-
ments (e.g. public affairs) and processes (e.g. stakeholder engagement)
have been developed. Corporations have started to publish sustain-
ability reports (e.g. Global Reporting Initiative'*) and signed stand-
ards (e.g. Global Compact"’) or founded roundtables (e.g. corporation
20/20'¢)." In the area of undergraduate, graduate and executive pro-
grams in business schools, new courses for sustainability, CSR and
stakeholder management have been established. In a similar way,
other kinds of organizations, such as NGOs, the media, etc., have
developed greater organizational capabilities in recent years, and have
involved themselves with a broader cast of stakeholders to pursue
their purposes (see Chapter 6, pp. 98-102, 104).
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However, these gradual and continuous changes often remained
within the narrow limits of the economic paradigm and were
often labeled as add-ons'® or window-dressing activities of firms."”
Nevertheless, over time, gradual and continuous change can lead
toward the stakeholder paradigm.

Fundamental changes

Indicative of discontinuous and fundamental change is the inertia
of basic structures of organizations, also called “deep structure” by
Gersick,”’ despite radical changes in the environment.”' The inertia
theory explains the increased resistance to change in some cases by
the advanced age of organizations.”” One important explanation is
that over time successful organizations tend to reinforce their values
and norms with strong myths and legends so that adapting to chan-
ging conditions becomes difficult.”> Sometimes, organizational rou-
tines are created to which the members of an organization resort,
especially in uncertain situations.?* Thus, uncertainty can be reduced
and anxiety can be controlled by routine actions.

However, inertia can lead to a situation becoming entrenched. It
can result in the demise of the organization, or the situation is over-
come by an act of fundamental change. Johnson et al. have observed
this phenomenon in the perspective of corporate strategy and call
it strategic drift: “the tendency for strategies to develop incremen-
tally on the basis of historical and cultural influences but fail to keep
pace with a changing environment.””’ This concept is similar to what
Leonard-Barton calls core rigidities,*®
competencies are not adapted to new situations.”’

Regarding the inertia of organizations, we emphasized in Chapters
1 and 2 that the basic assumptions of the economic theory are a
strong determinant of the deep structure of today’s firms, and shape
the current understanding of strategic management. The successful
development of firms, and the growing economic prosperity over dec-
ades in a Western context, is an example of a successful development,
leading to inertia that impacts the whole economy. Despite increasing
criticism of neoliberal economic systems, necessary changes have not
taken place. The inertia of deep structures of the economy was even
reinforced by the fall of the Berlin Wall, considered a symbol of the
victory of the free market over Communism.

and can occur if former core
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When in recent years new challenges arose in the form of social
expectations, especially as a result of corporate scandals and the
financial crisis, members of organizations mostly tended to rely on
the deep structures that had been successful in the past. In this sense
over the last decades, firms experienced that the orientation to the
goal of making profit for the financial owner was the driver for grow-
ing prosperity, in what Reich called the Golden Age.”*

Thinking in the economic paradigm not only applies to firms, but
has been extended to the whole society, and is called economic imperi-
alism.?” The deep structures of the economic paradigm are primarily
present in the pressure for quantification and measurability, which led
to the short-term orientation of corporate financial reports that have
to be presented every three months. In recent times only those solu-
tions were considered successful that could be quantified. This has
also impacted on other kinds of organizations, such as the media, or
non-profit organizations, such as hospitals, that are under increased
pressure to perform successfully also in financial terms.*°

Evolutionary research has shown that sometimes systems destroy
themselves by applying their behavioral principles in an exaggerated
manner. Excessive short-term shareholder-value thinking can also pre-
vent necessary adaptations and lead capitalism to destroy itself.’! This
primarily quantitative understanding of welfare is now criticized even
by economists.’> And CEOs, such as Jack Welsh or Paul Paulson, have
started to doubt the adequacy of the shareholder value orientation.

As the current economic paradigm is challenged by fundamental
developments in society (see Chapter 1, pp. 1-6) the question arises
if we are not at a crossroad. And the way to overcome the inertia of
firms and other organizations is to make a disruptive paradigm shift
instead of marginal adaptations.

Three basic learning processes

With respect to gradual and fundamental change, we developed three
types of learning processes.’’ These processes offer possible ways for
a shift toward the proposed new paradigm to take place:

* Adaptive learning involves adjusting routines and practices to
avoid known mistakes and taking advantage of recognized oppor-
tunities. Processes and behavior are modified within an essentially
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unchanged configuration of corporate strategy, structure and cul-
ture. These learning processes are based on the corporation’s trad-
itional core values, which also influence whether or not the firm
strives for a stakeholder orientation within value creation. Adaptive
learning typically consists of multiple and continuous single learn-
ing loops.
The learning process we have observed so far of the finance indus-
try after the financial crisis seems to be adaptive. As an example,
UBS, the largest bank in Switzerland, induced a reduction of
its total assets and risks, reformed its system of compensation,
focused the investment banking on customer oriented activities,
reduced proprietary trading and strengthened internal controls
regarding compliance with regulations. These measures lessened
some of the weaknesses, but the basic problem remains. A bank
of this size is existential for the economic and social system; it
is “too big to fail” (see Chapter 6, p. 95). Suggestions made by
experts to change the basic structure of the company were not
accepted. Which parts of it (e.g. investment banking) could go
bankrupt, while other parts of the company (e.g. wholesale banking)
could survive?**

® Renewal learning involves evolutionary and proactive behavior,
including the re-examination of assumptions and cognitive frame-
works. Basic values and goals may be pursued in new ways, involving
noticeable changes mostly in strategies and structures. The expec-
tations of relevant stakeholders can induce this type of learning
processes. Renewal learning consists of both single- and double-
loop learning.>® This type of learning can therefore be seen as a
step between transformational (see below, pp. 160-161) and adap-
tive learning. Renewal learning can be differentiated from adaptive
learning, by including double-loop learning and changing one or
two of the corporate core’s elements respectively (strategy, struc-
ture). And it can be differentiated from transformational learning,
in that one of the core elements, primarily culture, remains mostly
unchanged. Change remains gradual and does not affect the core
values.
As we mentioned in the previous chapter, until recently pharma-
ceutical corporations such as Pfizer did not systematically regard
their stakeholders as partners. The relationships to the stakeholders
were kept to the minimum required by government regulations. Due
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to increasing pressures in the healthcare system, but also because
of criticism outside the organization, Pfizer decided to react (see
Chapter 5, p. 86).°° In order to ensure a continuous flow of new
medicines, they realized that contributions from their stakeholder
network were particularly important. Due to these learning proc-
esses, Pfizer adopted a broader, stakeholder-oriented strategy and
reformulated its vision and procedures accordingly. The process is
still underway to implement a broader stakeholder orientation and
to adapt the core values, in order to make the step from renewable
to transformational learning.’”

e Transformational learning involves fundamental change within
the organization, to increase the probability of success within a
changing environment. Often transformational learning is induced
by wake-up calls. This type of learning may lead to substantial,
even disruptive change of the deep structure within an organiza-
tion, including change in core values. Significant discontinuities
can force such learning, and may induce changes in an organiza-
tion’s strategy, structure and culture.’® Transformational learning
is characterized by higher level learning,’ meaning that norms,
assumptions and frames of references are questioned. Such double-
loop or even deutero-learning is necessary, in order to implement
generative change in all three elements of the corporate core.*’ This
type of learning is necessary for a fundamental change toward a
new paradigm.

For many years, corporations in the oil industry have been con-
fronted with wake-up calls: Exxon Mobil with the Valdez disaster
in 1989, Shell with the planned sinking of the Brent Spar oil tanks
in the North Sea in 1995 (see Chapter 6, pp. 106-107) and recently
BP with the explosion of the drill platform Deepwater Horizon in
the Gulf of Mexico in 2010 (see Chapter 6, pp. 109-110). The com-
parison of Brent Spar (Shell) with Deepwater Horizon (BP) reveals
a number of parallels: in 2010 the British firm BP was the leading
oil producer in the United States and in the Gulf of Mexico. In 1995
Shell was the largest European corporate group and one of the lar-
gest multinational corporations (MNC) in the world. In the com-
pany report of 2009, BP described, “working in the border areas of
the energy business” as its core competence, and was regarded as an
ecologically aware oil company. Before 1995, Shell was also consid-
ered to be an efficiently run oil firm, with outstanding technological
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abilities and particularly conscientious regarding ecological sustain-
ability. The positive image of Shell as well as BP was destroyed in
one blow. In these crisis situations, both corporations were unable
to adequately address human beings and their concerns. Both cor-
porations apologized and adopted new tactics, only after massive
pressure from social and political stakeholders. After 1995 Shell
embarked on a process of transformational learning.*' It remains to
be seen whether BP will also go through a transformational learn-
ing process. In both cases, adaptive learning does not appear to
be enough. Not only are the oil companies challenged to undergo
transformational learning processes, but also other stakeholders
(suppliers, business partners, political authorities, etc.) involved in
value creation in the field of energy, in order to keep their licenses.

All kinds of change (strategy, structure and culture) also influence the
firm’s and stakeholders’ embeddedness in the stakeholder network.
Whether change is gradual (adaptive, renewal) or fundamental (trans-
formational), it is always path-dependent as stated above.

The fundamental changes we suggest can hardly be fully realized by
adaptive learning of firms or stakeholders. A fundamental rethink in
the sense of transformational learning is indispensable, at all these
levels including that of the economic system. In this respect, Lenssen
et al. point out that, “A ‘plumber’s fix’ approach to a flawed system
can at best give only temporary relief.”*

A paradigm shift is also advocated by Stiglitz from a similar
perspective:

We now have the opportunity to create a new financial system that will do
what human beings need a financial system to do: to create a new economic
system that will create meaningful jobs, decent work for all those who
want it, one in which the divide between haves and have nots is narrowing,
rather than widening; and most importantly of all, to create a new society
in which each individual is able to fulfill his aspiration and live up to his
potential in which we have created citizens who live up to shared ideals and
values, in which we have created a community that treats our planet with
respect that in the long run it will surely demand.*

We can propose that a combination of forces is needed in society in
order to move the world toward the stakeholder paradigm. Choices
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are being made every day that reinforce this trend and more are
needed. Mutual value creation becomes a more powerful idea with
each crisis, and more successful as a strategy as leaders in firms and
in stakeholder organizations understand that value creation is fun-
damentally about mutuality. The continuing challenge of securing a
license to operate, a license to innovate and a license to compete in a
world of more people, organizations and purposes is moving people
and organizations inexorably toward a new stakeholder paradigm.**
In Chapters 6 to 8, we propose new perspectives and elements in firm
and stakeholder strategies. But the realization of the stakeholder para-
digm also requires the development of economic, cultural and legal/
structural aspects.

Economic impacts

Based on our reflections, we support the idea that there is a need to
adapt the economic system as already proposed by Freeman et al.*’
and submit the following requirements.*®

Requirements in the perspective of the license to operate

¢ The economic system must serve the society
The society is the end and the economy is the means for mutual
value creation. The economy exists to serve the quality of life,
and not to exploit human beings. For example this requires new
incentive structures in firms and even in stakeholder organizations,
replacing the one-sided financial incentives.

® The economic system must support the firm and the stakeholders’
professionalism to contribute in networks
Firms and stakeholders do not always possess the necessary organ-
izational capabilities to fulfill their expectations and potentials in
mutual value creation. The fostering of organizational capabilities
of all involved parties in stakeholder networks is thus fundamental
for mutual value creation.

e The economic system must support sustainability and
inclusiveness
The forms and kinds of products and services, and the solutions
of issues, should reflect the sustainable improvement of the quality
of life for all human beings and the sustainability of the natural
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world, and not a systematic advantage for firms or one stakeholder
over others, for long periods of time.

Requirements in the perspective of the license to innovate

® The economic system must stimulate innovation by including a
broad cast of stakeholders
The development of innovative products and services, as well as
solutions for all kinds of issues, has to be seen as the result of
mutual value creation between firms and stakeholders in network
structures. The economic system should facilitate bottom-up proc-
esses, and not only the voices of a few privileged stakeholders,
but the expectations and potentials of the whole cast of engaged
stakeholders.

® The economic system must acknowledge diversity as a driver for
innovation
The diversity of human beings and their respective interest and pur-
poses must be respected and supported within the development of
innovative solutions between firms and the stakeholders.

® The economic system must be rooted in extended property rights
thinking
The firm and the stakeholders are understood as owners of dif-
ferent kinds of resources, which they bring into networks of value
creation. The ownership of those contributing has to be respected.
Additionally, the value created is to be distributed between the firm
and its stakeholders based on the participants’ contributions of
resources.

Requirements in the perspective of the license to compete

® Motivation to cooperate must be intensified by the economic
system
Both firms and stakeholders should have opportunities and incen-
tives to contribute their potentials to mutual value creation in order
to develop superior value for all involved parties.

® The economic system must focus on competition in the sense of
benchmarking
Developing transparent benchmarks of stakeholder networks
is essential so that firms and the stakeholders can favor specific
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networks for superior value creation. Competition is seen as a
stimulant for the parties involved.

® The economic system must facilitate the idea of mutual value
creation
Mutual value creation means the interaction of a cast of stakehold-
ers as indispensable contributors and receivers of benefit and risks.
A one-sided orientation toward competition based on reaping rent
has to be overcome in all markets.

Economists and regulatory policy-makers are challenged to create
and support a coherent and accepted economic system that includes
the requirements mentioned above. But also the way we theorize
has to be adapted and we have to leave the “intellectual comfort
zone” as Corley and Gioia are challenging the new generation of
theories.*’

An important focus has to be on ownership, as we have mentioned
in several contexts. Thus far, traditional property rights theory con-
centrates on two elements: residual control and residual rights to
income.*® According to our extended property rights understand-
ing, the orientation is to motivate more people and organizations to
contribute to value creation as everybody is understood as an owner.
Contribution can be in the form of transferring, exchanging or even
enhancing resources that are owned by firms or stakeholders. Value
distribution includes different forms of financial, material or imma-
terial compensation or any form of recognition. The focus on motiv-
ation for mutual value creation offers an enriched understanding of
the multifaceted dimension of ownership, instead of concentrating on
residual control rights and legal sanctions. Kim and Mahoney encour-
aged economic theory to move in a similar direction, as they submit
an extension of the property right that offers an understanding of the
value of knowledge, shared ownership, etc.*’

Future research should provide more insights on how the require-
ments mentioned above can be realized in the economic system. And
as Stiglitz states above, we now have the opportunity to do it.”°

Cultural impacts

Pirson and Lawrence emphasize that corporate culture is interrelated
with the paradigm that business is built on.’! In the following we
discuss how culture might support or hinder a shift to a stakeholder
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paradigm from two distinct angles: the levels of culture and the types
of leadership.

Different levels of culture

We see different levels, namely the region, the industry, the firm and
the group (department/business units), where cultural patterns exist
that can influence a paradigm change in the understanding of mutual
value creation:

® Region level
With respect to the region level, Hofstede’s’? studies showed that
values differed significantly across countries, since it is unlikely
that there are universally accepted cultural norms.’*
In the case of Swiss Re, from a stakeholder perspective, three region-
ally oriented cultures co-existed in the company at the time of our
investigation in 2003: the Swiss, the Anglo-Saxon and partly also
the Asian. The Swiss have the European cultural focus on the cus-
tomers and employees, while the Anglo-Saxon culture concentrates
on earnings and the financial bottom line. The different cultures
emerged as the business activities included increasingly different
stakeholders, as a result of a global expansion and diversifica-
tion strategy. The main challenge was to maintain some common
core values for the company as a whole, while adjusting to local
circumstances.”
Regional differences in culture have been confirmed by an INSEAD
empirical study based on the perceptions of managers, showing dif-
ferent cultural positions. German managers think that the firm has
to concentrate on production to create value. Japanese counterparts
focus on the employees and society as key stakeholders. American
managers focus most clearly on shareholders.>
Regional cultural differences also impact the importance attributed
to mutuality in the value creation between firms and stakeholders.
Veser shows in an empirical study that there are large differences
between various regions with respect to the openness for mutu-
ality.”® Asian regions tend to be based more on mutuality, while
Western regions tend to be based more on self-interest. Our research
project concerning microfinance with Indian colleagues supported
this tendency regarding the openness of firms and stakeholders,
such as NGOs, for mutuality.®’
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¢ Industry level
Christensen and Gordon®® state that a lot of research indicates
that organizations within different industries share distinct cul-
tural values that are not random, but arise from similar industry
demands.”” In our empirical studies we also found such differ-
ences: the three firms in the telecom industry that we analyzed
ranked innovation and the technological orientation of their cul-
ture first. The firms in the financial services industry had a pre-
dominantly sustainability orientation. The differences concerning
industry cultures shape the way firms and stakeholders create
value together.

e Organizational level
At this level culture comprises a set of values, beliefs and behavior
patterns.®” Hall even identifies the corporate culture as a highly
important intangible resource.®' In our empirical research, we ana-
lyzed the basic orientations of the firms’ culture. Some common
patterns of cultural orientation turned out to be of similar import-
ance for the different firms we interviewed, such as success and
performance orientation and stakeholder orientation. With respect
to stakeholder orientation,’” the importance of the magic stake-
holder triangle — customers, employees and shareholders — was also
emphasized by all our cases for firms and stakeholder organizations.®
Additionally, the importance of the local community orientation
was emphasized.
But there were also differences at the firm level: in our cases, old
companies emphasized sustainability as their cultural orientation
and also highlighted the importance of knowledge orientation,
while young corporations were seeking brand orientation. And
as young companies are often acting in rapidly changing environ-
ments, they do not yet have an established culture in the way older
firms in the same industry have. These differences are also path
dependent and represent driving or buffering factors for change in
a firm’s culture. Due to the insights of the social evolutionary the-
ory mentioned above, one can assume that such path dependencies
might be important for stakeholder organizations too.**

e Group level
With respect to group level, there can be cultural differences
between functional or professional groups within the organiza-
tion.® Different cultures may co-exist, sometimes with one of
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the subcultures being dominant.®® This co-existence of different
subcultures in an organization emphasizes the complexity of the
cultural impact for a paradigm shift. Therefore, firms or parts of
them are not always consistent in the culture they are rooted in.
The Swiss Re example illustrates this: different business units at
Swiss Re in 2003 clearly had different cultures. These cultural
differences could be explained at least in part by the different
stakeholders that were strategically relevant for the respective
business unit.®”

We see a promising field of research concerning the importance of
culture for paradigm change in mutual value creation between firms
and stakeholders.

Role of leaders

Changes in firms, in stakeholder networks, as well as in stakeholder
organizations can be strongly influenced by leaders and their under-
standing of their role. Jones et al. created several types of stakeholder
culture that comprise beliefs, values and practices that leaders in firms
use to manage stakeholder relations.®® They are based on different
ethical frameworks as foundations for decision-making.

Freeman et al. take a similar course by discussing different kinds
of narratives of capitalism.®” In the different narratives, they ana-
lyzed the dominance of one specific leading group such as the gov-
ernment, investors or managers. And they conclude, “The wishful
thinking behind this view goes something like, ‘If only we were all
to just follow the right leading group and align our interests with
theirs, the ills of capitalism would be solved, and we would become
more prosperous’”’’ The Stakeholder Capitalism concept is a prop-
osition on how to overcome the shortcomings of this thinking due to
the jointness of the different leaders in value creation. We consider
the argumentations of Freeman et al.”' and Jones et al.”> in the fol-
lowing to characterize the leaders’ role. We distinguish four specific
leadership types in firms, influencing cultures differently and having
different views of stakeholders (Table 9.1, p. 168).

The self-performer is not promoted or grounded by any economic
or strategy theory. These business leaders are regarded as stars, not
only by the attention they get but also by their remuneration. Their
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attitude impacts the way they interact with stakeholders, such as the
shareholders, employees or customers. They consider these stake-
holders only in terms of enhancing their personal value creation.
They gamble with the interests of speculative shareholders, exploit
employees for personal gain and try to satisfy customers from a
short-term perspective, all in order to push profits for the period they
are at the helm.

The shareholder value performers are focused on the maximization
of a firm’s value, which is ultimately expressed in purely financial
terms. They accept and appreciate the basic assumptions of the eco-
nomic paradigm. They are achievement oriented and want to meas-
ure this achievement. Thereby, they follow a one-dimensional value
function by creating value for the shareholders, which they assume
also maximizes their own value. All other interactions with stake-
holders are seen as a nexus of complete contracts serving to increase
the shareholders’ and their own value.

In the empirical cases we examined, we observed that most leaders
belong to the category of instrumentalists. These leaders acknowledge
the indispensable value creation potential of stakeholders. Whenever
possible, they seek to tap these potentials to develop innovative solu-
tions. Those leaders are constantly looking for win-win situations
to improve their competitive advantage by including stakeholders.
But they have a purely instrumental perspective in interacting with
stakeholders.

However, these leaders are often confronted with the challenge
that the capability for innovation is limited, when certain stakehold-
ers are not acknowledged as human beings and owners, but only as a
source of indispensable resources. Accepting stakeholders as owners
also implies that the leaders have to be willing to give up the idea of
always being able to manage stakeholder interactions, by being part
of mutual value creation with other stakeholders in a network struc-
ture. This mindset leads to the fourth type of leadership, the mutual
value creator.

In one of our research projects we could observe the following
situation: a corporation was seeking innovative product solutions.
They had experienced that the current research and development pro-
cess was no longer successful. As a result, they broadened the cast of
stakeholders and deepened their involvement. They decided to initi-
ate a multi-stakeholder dialogue, by bringing in all the experience
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and knowledge of a broad cast of stakeholders. The manager of this
company initiated a core team that was in charge of developing the
overall concept for this truly multi-stakeholder dialogue. This core
team consisted of a manager of the company, representatives of a pub-
lic relations agency of the corporation, technical experts for the type
of products, plus a moderator who was in charge of facilitating the
multi-stakeholder dialogue. At the first meeting with the stakehold-
ers, the core team realized that it was not appropriate for them to
manage the dialogue alone. They sought a format in which all the
stakeholders could take part as partners. During the second work-
shop, the representatives of the different stakeholder organizations
began to realize that as partners in this process, they were confronted
with similar challenges as the corporation and the core team. It took
time to find common ground on how an innovative solution could be
found for the product focused on. Some of the stakeholders began to
accept that they should all submit to a paradigm shift, in which they
would contribute as partners, independently of whether they were
suppliers or NGOs.

In this example we can already observe a struggle for a paradigm
shift, and that it is important that the leaders in firms and stake-
holder organizations and groups are able to change their mindset.
Interestingly, not only the purpose and the culture of the organiza-
tion were dominant in this case, in which the leaders started to ques-
tion the current process, but also their personalities. The leaders’
personality traits obviously influence how paradigmatic change takes
place.

Personal traits of leaders can be assessed by the widely accepted and
empirically based five factor model of psychology:”® the five factors
are openness to experience, conscientiousness with respect to achieve-
ments, extroversion and introversion as a continuum, agreeableness
to cooperate and neuroticism.’* For instance with respect to the factor
neuroticism, Fahr and Irlenbusch showed in their empirical research
that individuals with low scores in anxiety are especially capable of
stimulating trust between organizations.” Such an insight could also
be relevant in the realm of mutual value creation where trust is basic.
Post et al. have already emphasized that “The development of a cul-
ture of learning within an organization requires having in place a
network of reciprocal trusting and trustworthy relationships based
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on mutual understanding and widely distributed benefits.””® Such cul-
tural effects in the network also influence the implementation of the
stakeholder paradigm. The personal traits of leaders, and more spe-
cifically of founders of a corporation but also of the leaders of stake-
holder organizations interacting with the corporation, might be an
important factor to explain why and how a specific stakeholder cul-
ture stimulated or hindered a paradigmatic change to emerge.”” The
choice of leaders and their development in executive programs are
important for the implementation of a paradigmatic change. We see
here an interesting field for further interdisciplinary research, enhan-
cing the foundation and the implementation of the new stakeholder
paradigm.

Structural and legal impacts

Our understanding of the stakeholder paradigm also influences the
structure of firms, stakeholder groups and organizations; primarily
the interaction and network structures, the governance systems and
the corresponding legal regulations. As we have seen in the previous
chapters, the economic paradigm focuses on hierarchical, top-down
processes.”® This structural orientation is in contrast to the actual
challenges for innovative solutions, where in a network view firms
and stakeholders are engaged mostly in bottom-up processes.”

Structures and processes of firms and stakeholders

The readiness and ability of firms and stakeholders to contribute to
value creation depends also on their structures and procedures. For
this reason firms and recently also stakeholders have at times created
specific departments to interact professionally with their stakehold-
ers. Other structural elements that we could see in our empirical
case studies are common group experience and training institutions,
discussion forums, multi-stakeholder initiatives, etc. As to the inter-
action between firm and stakeholder, different patterns of inten-
sity can take place. As we observed in our case research, the range
extends from an occasional exchange of information to a constant
collaboration. This is also discussed in the stakeholder engagement
literature.®’
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Distinctiveness and complexity of network structures

Compared to most firms that are professionally organized, stakehold-
ers have a variety of forms, ranging from the activities of individuals
to highly professionalized organizations:

¢ Stakeholders sometimes act as individuals or as only weakly linked
stakeholder groups, when the interest or purpose of individual
human beings is in the foreground in contributing to value cre-
ation. There may even be occasions where individuals are highly
recognized as a stakeholder in their own right. This is the case for
people like the Dalai Lama representing a stake. Sometimes indi-
viduals are acting as respected advocates of so-called silent voices
(e.g. a speaker for an indigenous group) (see part A in Figure 9.2).

* Another structured position is groups of similar stakeholders (e.g.
customers or investors). The members of these groups may have
individual interests and identities but also common characteristics
as a group (see part B in Figure 9.2).%!

¢ Furthermore, individuals can have multiple roles and memberships
in different firms, stakeholder groups or organizations. This can
result in multiple identities and the conflicting, complementary or
cooperative interests of stakeholders (see part C in Figure 9.2).%

¢ Additionally, firms and stakeholder organizations are quite often
not homogenous units but are composed of sub-groups. There can
even be a distinction between internal (e.g. owners, employees)
and external stakeholders and stakeholder groups (e.g. customer,
NGOs, etc.) (see part D in Figure 9.2).%3

Such structural differentiations of stakeholder networks and their
subunits lead to the distinctiveness and complexity of mutual value
creation.

To enhance the understanding of network interactions, it seems
necessary to visualize the complexity of such networks.** In our
case study research, we used topic maps to visualize the embed-
dedness of firms in their stakeholder networks, which was highly
appreciated by the participants.®® One of the interview partners
concluded:

I already knew somehow that I am doing business in a complex world, but
now I can see how it is structured.
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Figure 9.2 Structural differentiation in a stakeholder network

Concerning future research, we suggest exploring the differentiated
structures of stakeholder networks and their subunits, in order to
improve the understanding of mutual value creation in a network
view.%® Such studies can draw on social network theory.*”

Governance systems and legal impacts

Already Blair and Stout claimed, “Scholarly and popular debates
about corporate governance need to recognize that corporations
mediate among the competing interests of various groups and individ-
uals that risk firm-specific investments in a joint enterprise.”*® Several
scholars similarly call for fundamental changes with respect to the
governance systems in a comprehensive sense.®” Stout made a strong
statement for such a change at the firm level from an economic and
legal perspective: “In contrast (i.e. to the shareholder primacy), once
directors understand that shareholders do not in fact own the corpor-
ation and that they need not respond to shareholders’ every whim,
they can focus instead on getting the best possible corporate perform-
ance — on behalf of all stakeholders.””” Also Winkler, in the ongoing
legal debate in connection with corporate law, supports protection of
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stakeholders over shareholder primacy.”’ These statements suggest,
from a structural as well as legal perspective, a shift in the direction
of our understanding of the stakeholder paradigm. Stakeholder gov-
ernance as a principle is focused, as this understanding of governance
affects not only firms but three different levels of governance:

e Corporate governance
As developed in Chapter 4 (pp. 50-52), Blair and Stout call the
traditional understanding of corporate governance the “Grand
Design of the Principal Agent Model,” which relies on shareholder
primacy.’” Additionally to the principle of shareholder primacy, the
key determining factors of corporate governance in the economic
paradigm are the market forces and the legal regulations, some-
times additionally disciplined by soft laws. The traditional owners
of corporations suggest that self-regulation is the best supplement
to free competition in the markets, complemented by several kinds
of codes of conduct, created by the firms themselves or by business
associations.” With such codes of self-regulation, corporations
also try to solve governance problems on their own, without involv-
ing actors from other sectors, especially the state. But mostly these
codes neglect sanction mechanisms and therefore have a limited
impact.”* As the financial crisis demonstrated, the private sector
alone could not guarantee a prudent system of financial services. In
the perspective of the stakeholder paradigm, aside from new self-
regulations, corporate law needs substantial changes. The OECD
principle as an example offers the following framework at a corpor-
ate level: “The corporate governance framework should recognize
the rights of stakeholders established by law or through mutual
agreements and encourage active co-operation between corpora-
tions and stakeholders in creating wealth, jobs, and the sustainabil-
ity of financially sound enterprises.
¢ State governance’®
In a democracy, the political system is hierarchical with executive
power attributed to state actors, which also have the possibility to
sanction due to regulations. Two important roles of Western dem-

95

ocracies are, first, the protection of the rights of the individual, to
which also property rights belong, through neutral judgement and
threat of sanctions. Second, the provision of public goods that goes
beyond the protection of these individual rights, such as the welfare
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state or the infrastructure that serves society as a whole.”” Most
approaches in political sciences are state-centric in that state actors
and institutions, such as government, parliament, public author-
ities or the military, are the hub of interest.”® This understanding
no longer corresponds to the stakeholder paradigm, because it does
not make consistent use of the advantages of mutuality, in which
public as well as private organizations are part of network struc-
tures. It also does little to acknowledge the fact that governments
of nation states as well as other state-actors can have multiple roles
in such networks (see Chapter 6, pp. 99-100).

¢ Global governance”
Rigorous state-centrism has been given up in light of a new and
modern political science view of international relations, as exem-
plified by the concept of global governance.'’’ Thanks to scholars,
who question the strong dominance of the governments of nation
states and intergovernmental organizations (IGO) as the sole rele-
vant political actors in inter- and transnational policy fields, we
now have a better understanding of a system of cooperative glo-
bal governance.'’! “The two main characteristics of the concept
are first, the relevance of different actors in international relations,
namely state and non-state actors; and second, systems of rule from
the local to the global level.”!?
All relevant actors who are related to an issue — including state
actors, MNCs and civil society — can now be seen as stakeholders
by taking this global governance approach.'”® The policy agenda
has lengthened and the issues have become more complex on a glo-
bal level in recent years.!’* Therefore, distinct global issue networks
(GINs) that address a specific urgent policy problem (e.g. world
health, global economic regulation, energy) have been proposed by
Held to bring together different stakeholders.'” All relevant stake-
holders would thus have a say in how a global public good that is
important to them is provided, or how a specific issue is solved.'’®
In an empirical study, Fransen and Kolk compare what they call
multi-stakeholder standards to other collaborative standards,
according to membership, governance and implementation.'’” These
other standards are drawn from single actors such as NGOs or
IGOs like the UN, WTO or by business associations. The authors
conclude, “Multi-stakeholder standards appear to have qualities
that make them preferable over other collaborative standards.”'"*



176 Challenges resulting from a paradigm shift

The existence of diffuse and complex transnational webs of gov-
ernance today has been emphasized by Cerny.'”” He makes the
point that the formation of transnational interest groups and the
development of trans-governmental coalitions could bring different
actors together in regular networks, thereby cutting across splin-
tered nation states with their established political and economic
borders.!"’ Farer and Sisk also advise, “Global governance [has to]
evolve in ways that enable key actors [to] collectively address ...
international challenges.”''" In their opinion it is the only way to
prevent a “neo-Malthusian catastrophe” manifested for example in
deepening poverty, internal conflicts and the devastating effects of
climate change.'"”

¢ Stakeholder governance''?
In Table 9.2 we give an overview of these three levels of governance
and describe how the stakeholder paradigm embraces these three
levels, leading to stakeholder governance.
As we have seen throughout this book, in the perspective of the
stakeholder paradigm, mutual value creation takes place within
stakeholder networks. Therefore the stakeholder network view
seems the appropriate perspective, at all three levels of governance
(corporate, state and global).'*
The global financial crisis created additional common issues that
ask for stakeholder governance at different levels in a network per-
spective. Calls for more coordination, regulation and control in
the financial sector were moderate as long as the globally inter-
dependent financial markets were running well. With such substan-
tial value creation in the financial sector, there was little demand
for changes in governance by virtually all stakeholders, including
investors, regulators (e.g. governments), mortgage takers, financial
corporations (e.g. banks, hedge funds) and their employees, normal
bank clients, as well as the public at large. It was only after the
dotcom bubble burst that some measures were established, espe-
cially in the field of corporate governance. Examples include the
codes of conduct or the Sarbanes-Oxley Act. These measures were
in large part from a narrow perspective and their impact was mod-
erated by this narrow understanding of governance. The claim for
more sophisticated governance expanded rapidly after the financial
crisis broke out and the network perspective became apparent. As
an example in 2010, the EU established three new authorities for
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supervising banks (EU Banking Authority, EBA), insurances (EU
Insurance and Occupational Pensions Authority, EIOPA) and stock
exchanges and markets (EU Securities and Markets Authority,
ESMA).'5 Tt seems that the necessity for better governance is rec-
ognized, but it remains to be seen if these types of governance cor-
respond to a stakeholder perspective and take into consideration
mutuality and network interactions.

Regarding the structural and legal impacts, we can recognize the

following areas for future development and research:

One of the main challenges of governance systems is to develop
mutuality and network interactions. Thereby it is important not
only to bring in all relevant groups to be effective, but also to have
legitimacy in the eyes of the stakeholders involved.'®

Stakeholders’ perspectives should be incorporated in an appro-
priate way at the level of corporate governance (see Chapter 4,
pp. 48-53)."7 Internal structure and process must be aligned to
support mutual value creation with and for stakeholders.'"® In a
recent empirical investigation, Spitzeck and Hansen showed dif-
ferent forms of stakeholder participation in the decision-making of
firms.'"

The governance system rooted in a stakeholder perspective will
require adaptations of the current legal bases in areas such as prop-
erty rights, responsibilities of actors of firms and stakeholders,
competition law, bankruptcy law, tax law and in corporate law.'?"
Governance at the international and mostly at the state level can be
developed further in a stakeholder perspective. The corresponding
steps in the political sciences merit more attention and support.'?!



Epilogue

In our book we offered an analysis of the assumptions underpin-
ning the current approaches. This analysis emphasizes that the basic
assumptions of the neoclassical economic theory, i.e. self-interest
and market efficient hypothesis, are at the present time still predom-
inant in strategy theory, and even partly in the stakeholder theory
of the firm. In proposing a paradigm shift, we aim to contribute to
Stiglitz’s call to reflect and revise the assumptions of the current the-
ories, and to adapt them to the actual challenges. We suggest a shift
to a stakeholder paradigm, where mutuality enhances benefits and
reduces risks for the firm and its stakeholders embedded in networks,
thereby leading to superior value. Superior value focuses on a continu-
ous search by the firm and its engaged stakeholders to improve the
quality of life of human beings and the sustainability of the natural
world. This understanding of mutual value creation can be operation-
alized according to the three licenses, namely the license to operate,
to innovate and to compete.

The overall basic assumption of our understanding of the stake-
holder paradigm, and its operationalization in the three licenses, is
that in a knowledge-based, networked society the purpose of the firm
is mutual value creation with and for stakeholders. Figure E.1 shows
this journey from the theory of the firm to a theory of value creation
in networks, applying the principle of mutuality between firms and
stakeholders in networks. In this new paradigm, it is not the invisible
hand of the market that leads to an overall increase in the welfare of
society, but the visible hand of the firm and the stakeholders. In other
words: people work for people.’
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General theory of mutual value creation in networks

Strategy theory

1}

Theory of the firm

Figure E.1 Towards mutual value creation in networks

With regard to the proposed paradigm shift, we are pleased to be a
part of it, and we hope that we can stimulate firms and a broad cast
of stakeholders to join this path to contribute to the quality of life and
the sustainability of the future.



Appendix: Methodological
considerations

In our text and especially in the five chapters that focus on the licenses
(Chapters 5-9), we refer to findings and observations gained from
our empirical research. It is therefore appropriate to clarify here some
basic aspects of how this research was conducted. In the following
section the basic features of the methodology are discussed.

The researcher’s choice and responsibility

All researchers make specific choices regarding theories and empir-
ical methods.! Even though the arguments for these choices are
made in accordance with scientific standards, the research ques-
tions, the literature and mainstream research, these choices are pri-
marily based on the researcher’s values, experience, education and
socialization within the scientific community.” Furthermore, while
working with and on theories and conducting empirical investiga-
tions, one is relying on the basic assumptions of these theories that
either allow or limit insights. No matter what the field or object of
research, it is never value neutral or totally objective. The choice
of specific theories, and the thereby chosen or constructed basic
assumptions, relate to the person doing the research. Economic the-
ory and therefore also strategic management is shaped by those
assumptions.’

Given this situation, it is the researcher’s responsibility to make
clear on what his or her assumptions are based, when theorizing or
conducting empirical studies.* Furthermore, he or she has to reflect on
whether or not these assumptions are appropriate when the model or
framework is applied to real life situations.’ This is especially true in
the social sciences, as all the topics are socially constructed.® This also
applies to research in strategic and stakeholder management which
is to a large extent context-linked. Applying models or frameworks
to these topics always affects the social construct and may lead to
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positive but also to negative developments. In the following we would
like to make transparent how we worked methodologically and why.

Need for empirical research

The stakeholder paradigm and its implementation in practice are still
relatively unexplored.” Only a few empirical studies about a firm’s
stakeholder orientation — a central construct of the stakeholder
view — have emerged so far.® We therefore saw the need to improve
the empirical foundation of the stakeholder paradigm and to discuss
the appropriate methodology for gaining further empirically founded
insights on stakeholder theory and practice.

Our author team comes from different theoretical perspectives,
from different special fields of interest as well as from different back-
grounds regarding scientific positioning. Different means of approach-
ing the same topic challenged us at a meta-level. Inconsistencies in the
interpretation can thus unveil “different real world nuances,” which
in turn lead to deeper insights in the analyzed areas.” The overall
purpose, as well as the motivation for our research, is the continuous
search for improving the quality of life, which makes the understand-
ing of social science (and more specifically of the stakeholder para-
digm) dynamic, and requires continual openness and willingness to
learn from others.

The author team has been complemented by colleagues, who again
represent different scientific positions and have thereby enriched the
basic values and methodologies of our research.

Case study analysis

All our empirical studies are based on case study analysis. When
we extended our empirical research, after finishing the SLOAN
Foundation project “Redefining the Corporation”'’ in 2003, our aim
was threefold: first, to analyze examples that illustrate the develop-
ment and implementation of the stakeholder paradigm in practice;
second, to further develop the stakeholder paradigm and to oper-
ationalize it through the framework of the three licenses; and, third,
to identify “good practices” for the management.'

According to Eisenhardt'” case studies are a well-established means
of contributing to the development of theories.' Multiple data sources
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such as interviews or documents can be combined. In addition, case
studies are well established as qualitative methods in various discip-
lines.'* Case studies are particularly appropriate when “how” and
“why” questions need to be answered, as Yin stresses: “The essence
of a case study, the central tendency among all types of case study,
is that it tries to illuminate a decision or set of decisions: why they
were taken, how they were implemented, and with what result.”"’
The questions that can be answered with case studies are explora-
tory, and can therefore contribute to our purpose of theory develop-
ment. Moreover, case studies allow an in-depth analysis of complex
real-life situations when the researcher cannot control the events. For
this reason, case studies also contribute to knowledge creation, as the
results are context-dependent and therefore conducive to rule-based
learning.'

We are aware of the fact that case research in general can be criti-
cized, especially with respect to the question of significance. In our
case research, we were not aiming at significance in the statistical
sense but rather at findings that reflect the perceptions of firms and
stakeholders, concerning value creation in the economic and social
reality.”” All data (interviews and documents) were analyzed both
quantitatively and qualitatively.'® The quantitative analysis provided
insights regarding the relative frequencies of the codes and how well
grounded the findings in the data were. For example, the frequencies
indicate what stakeholders or benefit potentials were most important
in the perception of the management or the stakeholders. The rank-
ings that were created on the basis of these frequencies turned out to
be very valuable, not only for the further analysis of the data but also
for the subsequent dialogue with the companies and the stakeholders.
Complementary to this, a qualitative analysis provided deeper insight
into the quality of the perceptions of the stakeholders, the issues and
the benefit and risk potentials they perceived.

We distinguished three types of case study analysis that we rely
on:

e The case studies “Good Practices of Stakeholder View”
(2003-2007)

To uncover good practices and examples of how the stakeholder
view is implemented in practice, we chose positive cases. These cases
considered firms that have already implemented a certain degree
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of stakeholder oriented strategic management.'” We analyzed six
national and international firms all based in Switzerland or with a
daughter company in the country. In order to be able to describe the
conditions necessary for good practices, we analyzed similarities and
dissimilarities among the cases. In order to compare the cases, only
large firms from the telecom and the financial services sectors were
selected. Thus, the environments of the firms, as well as their stra-
tegic stakeholders, and partly also specific events (characteristic for
the whole industry) could be compared. We started the examination
of the cases by a qualitative content analysis of documents. We ana-
lyzed those documents that described the firms’ strategy, structure
and culture. Two sources were used: on the one hand, public docu-
ments, i.e. from the firms’ homepages. These included annual reports,
company brochures, press releases, environmental and sustainability
reports, codes of conduct, etc. On the other hand, we asked the firms
for specific internal documents such as employee and customer sur-
veys, internal strategy documents, presentations, etc.

The interviews we conducted were semi-structured. The interview
questions were related to the main research questions, but were also
based on the results gained from the document analysis. The main
advantage of this type of interview is its flexibility, which makes it
well suited for qualitative research.’’ The interviewer prepared a
specific set of questions to be asked in order to answer the research
questions. Yet the main aim was to understand the interviewee’s per-
spective. Semi-structured interviews gave the interview partner ample
space to express his/her opinion on the topics to be discussed, as well
as to deviate and to introduce new issues he/she considered equally
important. Thus, interview partners could prioritize certain topics,
while the interviewer simultaneously had the opportunity to pose all
of the prepared questions. The interviews consequently were compar-
able and yet genuine.

We conducted these empirical studies in a way that allowed for the
recognition and understanding of the interactions and the perceptions
of the different stakeholders, while applying a sound methodology to
compare their similarities and their differences.”! We conducted semi-
structured interviews with managers as well as stakeholders.””> We
created a database comprising over 100 in-depth interviews, with the
possibility of significant differences between the empirical contexts
of the different cases. But as all our studies were based on the same
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specific methodological principles, we were nonetheless able to com-
pare the different cases.”’

In qualitative content analysis, a network system of categories and
corresponding codes needed to be developed in order to analyze the
documents and interviews.”* The categories and codes were devel-
oped in several steps. The first codes were derived from the existing
stakeholder theory. Next, we used these categories to code the firm
documents. Where necessary, we extended the code list and included
codes that emerged inductively. With the new code list, we then coded
the interviews. Again, where necessary we included new codes that
were gained inductively from the available material. Inductive and
deductive category building are described as two possible approaches
in qualitative content analysis.>> We combined them as this proved
more suitable and allowed us to develop categories and codes based
on a constant comparison between theory and practice. As we used
this system of codes for all case studies, the results were comparable.
Moreover, such code categories also facilitated the enhancing and
building of the framework of the three licenses.

The coding and analysis process was done with Atlas.ti, a specific
software for qualitative data analysis, and set up as follows:* in the
case of the interviews, they were first transcribed in order to code
them. In the next step, the documents and interviews were interpreted
and coded, based on the coding system that was developed inductively
and deductively. During the coding phase, the researchers worked in
pairs. They first coded the text on their own and then compared the
results in order to validate the results. This corresponds to what is
called inter-rater reliability.

The analysis that ensued from the coding phase was basically a
qualitative interpretation but was supported by quantitative elem-
ents. The used codes were counted and a frequency table was estab-
lished. These frequencies served as indicators as to which topics
were the most important in the documents and interviews. In add-
ition, co-occurrences of codes were analyzed as well, in order to
identify patterns or clusters in the data, which could later be used to
compare the different firms and to further develop the stakeholder
view.”’

After finishing the analysis of the single firms, an intra-industry
and later an inter-industry comparison were made. Figure A.1 (see
p. 186) gives an overview of our approach.
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Figure A.1 Overview of the research process

e Action research based on case study (2006 to 2011)*®

In addition, we partly applied action research in the case research.”’
The method is suited to simultaneously attempting to solve practical
problems that firms face, while gathering scientific knowledge in a spe-
cific field (in our case stakeholder management). In each step of the
research process, the results were analyzed and if necessary further

action was discussed.’” Action research can have different forms and




Case study analysis 187

degrees of intensity.’' Based on this, the firm organized workshops
with us and developed internal processes to handle areas of conflict.

We developed the following questions and steps for the action
research process, based on the same methodological tools as described
above (qualitative content analysis, semi-structured interviews, code
system):

Step 1: Who are the relevant strategic stakeholders, and with what issues
are they engaged, as perceived by the firm? How are the stakeholders
linked to each other? As a starting point, we always identify stakeholders
and issues with a selected team of the corporation.

Step 2a: What are the benefit and risk potentials of the relationships iden-
tified, as perceived by the management team of the corporation? This
step was important in terms of first creating common ground in the firm,
before contacting the stakeholders. In the cases we conducted, firm—
stakeholder relationships were not without some tension. Therefore it
was vital for the firm to first consider the consequences of a truly mutual
value creation approach of identifying risk and benefit potentials, not
only from a firm perspective but also in concert with stakeholders.

Step 2b: What is the meaning of the identified risk and benefit potentials
to the strategic stakeholders involved? Each of the stakeholders involved
was first interviewed independently to identify risk and benefit poten-
tials. Because we interviewed several representatives of each stakeholder
group, to each of the groups their own internal views were first presented.
As we dealt with “real” relationships, we had to take care through con-
fidentiality agreements that none of the information collected would be
passed on without the prior consent of the parties interviewed. These
confidentiality agreements had a trust building effect for the following
workshops, bringing stakeholders and the corporations together.

Step 3: What are the similarities and differences of perceptions? This step
was now truly interactive. According to conflict resolution or mediation
methods, one started with the perceived similarities to create common
ground first, and then worked out the differences or the more controver-
sial aspects among the corporations and their stakeholders. The process
was facilitated by a neutral third party, in our cases the research team.

Step 4: How do identified benefit and risk potentials affect corporate strat-
egy? Risk and benefit potentials, as well as the concept of value creation
identified in Step 3, had to be taken up by the corporation. If there were
a sustainable effect on the relationships and the respective risk and bene-
fit potentials involved, the corporation needed to integrate the insights
gained in dialogue into its strategic planning process.
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Step 5: What is the concept of strategic success and how should it be
measured? The value of the stakeholder management system lies in the
fact that benefit and risk potentials have been identified and discussed
together with the stakeholders. Therefore, a common understanding can
be developed of what corporate success means, not only to the corpor-
ation itself but also to the strategically relevant or involved stakeholders.
This step has been developed further to an evaluation concept that is
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now part of the next research project (see Chapter 5, pp. 91-93), based
on case study and action research.

¢ Illustrative case studies’?

The third category of case research was based on extensive docu-
ment analysis, and was either already analyzed empirical cases for
other purposes (e.g. Novo Nordisk) or was current illustrative cases
(e.g. UBS financial crisis, BP oil spill, etc.).

The cases

In-depth studies®

The firms are either of Swiss origin or are Swiss subsidiaries of inter-
national corporations. The focus on Switzerland was given as we are
from Swiss universities, and the research resources did not permit
a global project. When corporations are mentioned in the text, the
name always refers to the Swiss subsidiary. In this section, we will
briefly describe them.

¢ Orange
Orange Switzerland Inc. is a subsidiary completely owned by France
Télécom and a leading telecommunication firm in Switzerland with
mobile and internet services. In 1999 it entered the Swiss market,
and with 1,145 employees in 2009 reported a turnover of CHF
1,296 million, thereby establishing itself among the top three tel-
ecommunications firms in the country.
Homepage: wwwl.orange.ch/index.html

* Pfizer
Pfizer Switzerland is a subsidiary completely owned by traded Pfizer
Inc. and a leading pharmaceutical firm in Switzerland. In 1959 it
entered the Swiss market, and with 310 employees in 2010 and an
expected turnover of CHF 400 million, established itself as the top
pharmaceutical firm in terms of market share in the country.
Homepage: www.pfizer.ch

e Sunrise
Sunrise Switzerland Inc. is a subsidiary completely owned by
CVC Capital Partners and a leading telecommunication firm in
Switzerland with a mix of fixed, mobile and internet services. In 2000


http://www.pfizer.ch
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it established itself in the Swiss market, and with 1,600 employees in
2010 and a turnover of CHF 2,001 million, it is among the top three
telecommunications firms in the country. It resulted from a merger
of two earlier firms, founded in the context of the 1998 liberaliza-
tion of the telecommunication industry in Switzerland.
Homepage: www1.sunrise.ch/

¢ Suva
Suva (Swiss Accident Insurance Fund) is an independent company
under public law and 100 percent owned by the companies insured
and their employees. It is the largest obligatory accident insurance
in Switzerland, insuring employees against illnesses and occupa-
tional and non-occupational accidents. It was established in 1912,
has roughly 3,000 employees and enjoys a partial monopoly, and in
2009 reported an operating turnover of CHF 2,505 million.
Homepage: www.suva.ch/

* Swisscom
Swisscom Inc. is a telecommunication firm with 56.94 percent of
the shares owned by the Swiss Federal Government, and offering a
mix of fixed, mobile and internet services. It was founded in 1998
on the basis of its forerunner PTT (founded in 1852), and which,
until the liberalization of the Swiss telecommunication industry in
1998, was the state monopoly for all post and telecommunication
services. With 19,511 employees in 2009 and a turnover of CHF
12,001 million, it is the leading telecommunications firm in the
country.
Homepage: http://fen.swisscom.ch/aboutswisscom

e Swiss Re
Swiss Re (Swiss Reinsurance Corporation), founded in 1863, is a
publicly traded firm and a market leader in the reinsurance busi-
ness including life, health, property and liability coverage. In 2009
Swiss Re had 10,552 employees and reported total revenues of CHF
33,383 million.
Homepage: www.swissre.com/

e ZKB (Zlircher Kantonalbank)
ZXKB (Zurich Cantonal Bank), founded in 1870, is an independent
institution under public law owned 100 percent by the canton of
Zurich. It is the third largest bank in Switzerland, and in 2009
it had 4,800 employees and a turnover of CHF 2,234 million.
Homepage: www.zkb.ch/
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Desk research

Apart from the in-depth studies, the book contains further examples
of firms that were used to illustrate specific points. The examples
resulted from desk research and are either based on scientific papers
and books, or general publications.

The following are examples based on scientific papers and
books:**

e Shell
Shell may serve as a main case to illustrate how a wake-up call
strengthens stakeholder management (events around Brent Spar
and Nigeria).*’ Shell also serves as an example that a firm cannot
always control its stakeholder network and the stakeholder inter-
action. This was illustrated by Shell’s Camisea project.

¢ Greenpeace
This case shows that firms not only have a responsibility toward
their stakeholders but also vice versa. When Shell wanted to sink
the Brent Spar oil rig in the North Sea, Greenpeace stepped in and
successfully attacked Shell. This resulted in negative media cover-
age and boycotts for Shell. Later on, Greenpeace had to admit that
it had operated with partly incorrect figures.

® Zurich Airport
This case illustrates that sustainable value creation can only be
achieved if it is based on conditions that are acceptable for all
involved stakeholders. Zurich Airport had to adapt its landing cor-
ridors, as it failed to find a mutual solution with the citizens in
Germany along the border. As the landing corridor extends into
Germany, the German government forced Switzerland and Zurich
Airport to protect German citizens from more air traffic, pollution
and noise.

¢ Monsanto
Different stakeholders can confront firms with social and political
expectations. In the case of Monsanto, shareholders and institu-
tional investors demanded that the corporation handle the “gene
technology” issue in a responsible manner. These stakeholders also
contributed to mutual value creation by contributing their know-
ledge and experience to developing innovative and sustainable
solutions.
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The following are examples based on general publications:*

e Apple
The license to operate extends beyond the firm’s borders. In 2010
Apple was held responsible for intolerable working conditions in its
supplier firms in China.

e BP
Firms need the acceptance and legitimation of a broad cast of stake-
holders, including social and political stakeholders, as illustrated
by the example of BP. The oil spill in the Gulf of Mexico in 2010
triggered a broad discussion on the moral and ethical standards
that BP had to comply with, and a debate on regulation and self-
regulation in the industry.

¢ Foxconn and Honda
Outsourcing may cause problems in the firm’s home country (loss
of jobs), but also in the country to which jobs are transferred. This
can be illustrated by the example of Foxconn and Honda employees
in China. In 2010 they protested for higher wages and decent work-
ing conditions.

e GM/Opel
Sometimes social and political stakeholders pressure a firm to
maintain jobs and production locations despite losses in the current
business. This can be seen in the example of General Motors, which
wanted to close down Opel plants in Germany based exclusively on
financial criteria and neglecting other stakeholders’ expectations
(e.g. German political parties and government).

e Lehman Brothers
As firms are an integral part of society, social stakeholders are
important to them. The example of Lehman Brothers illustrates
that the failure of a bank affects not only its customers, but also
an extended stakeholder network. Other banks depended on these
stakeholders (including social and political stakeholders) in order
to be bailed out.

® McDonald’s
This example illustrates the influence that customers can exert. As
a major customer of meat suppliers, McDonald’s has a great influ-
ence on animal husbandry.

e Novo Nordisk
The firm’s credo is that customers and society should be included
in the value distribution process and that this should occur in a
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transparent way. Therefore, the firm set up an “economic stake-
holder model” in which it reports the total sum of salaries paid to
employees, the sum paid to suppliers for their services and prod-
ucts, the taxes paid to the government, the dividend attributed to
the shareholders, etc.
e UBS

UBS is Switzerland’s largest bank acting at a global level. Customers
sometimes challenge even such a large firm’s license to operate, and
this was the case with UBS. During the financial crisis, many clients
withdrew their money from the bank.
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The purpose of this glossary is not to define specific terms but to
make clear to the reader how these terms are used in this book. In our
understanding of the stakeholder paradigm, some terms are attrib-
uted a different meaning than that generally used in the economic
paradigm. The glossary serves to explain these meanings.

¢ Above-the-norm contribution
Above-the-norm refers to any kind of resource contributions
exceeding contractual obligations or expectations by the network
members due to active motivation for value creation.

¢ Basic assumption

The basic assumptions of a paradigm according to Kuhn are the

“entire constellation of beliefs, values, techniques and so on shared

by the members of a given community.”! Thus, the overall basic

assumption of the stakeholder paradigm is that in a knowledge-

based, networked society the purpose of the firm is mutual eco-

nomic and social value creation with and for stakeholders.

Benefit and risk potentials

Benefit and risk potentials emerge, are influenced or become access-

ible through interactions in stakeholder networks. We assume that

firms and stakeholders can contribute in various roles in the value

creation processes and thus impact the firm, any other stakeholders

or the whole network. We can distinguish the following roles of

contributors in networks:

® Benefit providers: participants in value creation can contrib-
ute in a variety of ways, from emotional engagement to sharing
resources.

® Benefit receivers: participants in value creation can benefit due to
gaining or enhancing their resources of any kind.

e Risk bearers: by making specific contributions, the participants
in value creation take specific risks. It may be difficult for them,
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for example, to apply and evaluate specific knowledge outside the
network.

e Risk providers: participants of value creation can pose poten-
tial threats to interactions in the network and can even destroy
value.

Common purposes
In a knowledge-based, networked society, human beings are more
frequently voicing their interests and purposes in groups or organi-
zations (firms and stakeholders), or are even combining such inter-
ests and purposes in new different organizational forms. Firms and
their stakeholders contribute on a mutual basis to innovative solu-
tions for issues, projects, products and services.
Competition
Competition is understood as the benchmarking between simi-
lar kinds of value creation processes. The goal of benchmarking
is to stimulate motivation for improving the value creation of
the networks; rent reaping should not be the center of atten-
tion. Benchmarking is not focused only on monetary value, but
rather includes all the benefits and risks of the participants. In
this way a high degree of transparency is achieved regarding
the quality of value creation for the participating members of
networks.
Cooperation
The processes of cooperation in various forms by the firm and the
stakeholders in a network are as important as those of competition
between such networks. Cooperation can lead to better solutions
than pure competition.
Economic paradigm
Standard economic theories model the firm as a purely economic
institution, and its actors as driven by self-interest, with society
as the constraining factor. The firm’s total economic value cre-
ation is realized through combining and allocating factors of pro-
duction in a competitive environment. Value creation is expressed
through a utility function that focuses on one objective, namely
value maximization for the owners of capital (e.g. shareholder
value). The value-creating activities of the firm are first and pri-
marily controlled by state laws and regulations or by voluntary
self-regulation.
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* Embeddedness
In contrast to the economic paradigm, the stakeholder paradigm is
not focused on the definition of a firm’s boundaries, and therefore
the distinction between internal and external stakeholders, but on
the firm’s and stakeholder’s embeddedness in the dynamic stake-
holder network. Thereby the firm and the stakeholders are con-
tributors to value creation, which also implies that stakeholders
themselves are embedded in stakeholder networks.

¢ Evaluation
To evaluate the process of mutual value creation as well as the out-
comes requires an assessment of how the benefits and risks differ,
according to the perspective of the three licenses. In concrete situ-
ations, the firm together with its stakeholders will need to develop
indicators for the evaluation of mutual processes and outcomes.
Based on this broad assessment of indicators, benchmarking
between different stakeholder networks and their value creation
capacity can be made.

¢ Extended property rights
In our understanding of the stakeholder paradigm, we intend to
take a further step in the extension of property rights, away from
an exclusively firm focused understanding of value creation to a
network perspective. The firm and the stakeholders are understood
as owners of different kinds of resources, bringing them into action
in networks of value creation. Contributions can be in the form
of transferring, exchanging or even enhancing resources that are
owned by firms or stakeholders. The value created should be dis-
tributed between the firm and its stakeholders based on the par-
ticipants’ contributions of resources. Value distribution includes
different forms of financial, material or immaterial compensation
or any form of recognition.

¢ Firm
The purpose of the firm is mutual economic and social value cre-
ation with and for stakeholders. The firm as an economic and social
entity is embedded in stakeholder networks; sometimes it takes the
lead in the stakeholder interactions, sometimes it is a contributing
constituent. Firms can build on the constructive contribution of a
broad cast of stakeholders and can fuel value creation for the whole
network to enhance the quality of life.
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® Human beings
In a globalized world, human beings more frequently voice their
interests and purposes in groups or organizations, or even combine
such interests and purposes in new different organizational forms.
Based on the Kantian claim, all human beings are ends and never
means, which implies that stakeholders are not resource bearers
but owners in the exchange of resources (e.g. knowledge, experi-
ence, values, education, personal and family profiles, and group
affiliations) and in creating mutual value. All human beings deserve
respect for similar and different perceptions on common issues,
projects, products or services.

¢ Innovation
Innovation is based on the pooling and development of the resources
owned by the firm and all engaged stakeholders. Thus, innovation
is the result of enhancing benefit potentials and reducing risk
potentials in mutual value creation. Innovation in this sense means
superior value creation of firms, interacting with stakeholders as
resource contributors in a network view.

e Leadership
We distinguish four specific leadership types in firms influencing
cultures differently and having different views of stakeholders
(self-performer, shareholder value performer, instrumentalist and
mutual value creator).

¢ License
License is not primarily a legal term here, but rather a comprehen-
sive entitlement, granted to the firm by its stakeholders that includes
a descriptive, instrumental and normative dimension. With respect
to the license to operate, the firm and the stakeholders are achiev-
ing value creation in accordance with society; with respect to the
license to innovate, they are improving mutual value creation by
pooling and developing resources for innovative solutions; and with
respect to the license to compete, motivation for mutual value cre-
ation is based on positioning and benchmarking in and between
stakeholder networks.

¢ Motivation (active, passive)
Since all human beings are ends according to Kant, they need to
interact with other human beings primarily in an active and not
only in a passive “motivation” according to Fromm. The passive
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motivation focuses on controlling the interaction only to pro-
tect, for instance, property. The output of these interactions can
be described as “having.” In contrast, active motivation considers
“being” as “process, activity and movement.”

e Mutuality
Mutuality implies that firm and stakeholders are contributing to
value creation and are included in value distribution. Thereby,
firms and stakeholders are seen as owners of their contributions.
Mutuality induces superior forms of innovation, competition and
the operation of firms and stakeholders, striving for solutions to
complex projects, difficult issues or innovative products and ser-
vices. Mutuality enhances benefits and reduces risks for the firm
and its stakeholders embedded in the network, and therefore leads
to superior value. This understanding of mutual value creation can
be operationalized according to the three licenses.

® Network view/stakeholder network
The stakeholder network comprises all contributors to a value cre-
ation process. The firm is perceived as one element within the net-
work of stakeholders. The firm’s and the stakeholders’ positions
within the network are constantly changing. Sometimes the firm is
able to manage the stakeholder relations; sometimes the leadership
goes to others in the network.

e Operationalization
The operationalization of the stakeholder paradigm as we understand
it is developed by the three licenses: to operate, to innovate and to
compete. These licenses are not exclusively the legal authorization
for corporate activity, but rather a comprehensive entitlement for
a mutual value creation process between firm and the stakehold-
ers. The operationalizations are supported by our empirical case
research.

¢ Organization
Organizations (e.g. corporations, non-governmental organizations,
etc.), unlike living organisms, do not have a right to exist and sur-
vival per se. Their justification is to make a useful contribution to
the needs of the society through their coordinated activities. In this
way, they are transmitters of intention and purposes.

e Paradigm
Paradigms are the basic assumptions on which a theory or a frame-
work is built. Kuhn describes them as follows, “On the one hand,
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it stands for the entire constellation of beliefs, values, techniques,
and so on shared by the members of a given community. On the
other, it denotes one sort of element in that constellation, the con-
crete puzzle-solutions which, employed as models of examples, can
replace explicit rules as a basis for the solution of the remaining
puzzles of normal science.”?

¢ Positioning
A firm’s or stakeholder’s positioning occurs in two different ways:
first, it needs to position itself in its stakeholder network (e.g.
vis-a-vis its different stakeholders) to enhance value creation and,
secondly, some stakeholders are common to two or more firms and
thus positioning occurs also vis-a-vis those common stakeholders.

® Quality of life
According to the most widely acknowledged standards (see e.g.
Human Development indices, Human Poverty indices, Satisfaction
with Life indices, etc.), quality of life comprises wealth that includes
primarily sustainable access to resources, education and health.

® Resources
Innovation in the perspective of the license to innovate is based on
the pooling and development of the resources owned by the firm
and all engaged stakeholders. Doing business is not merely a fight
for limited resources among rivals, but much more a constant striv-
ing for the discovery, development and improvement of non-limited
resources such as knowledge and experience among firms and
stakeholders.

¢ Stakeholder governance
The stakeholder paradigm embraces three levels of governance,
the corporate governance level, the state governance level and the
global governance, leading to an overall concept of stakeholder
governance.

e Stakeholder paradigm
The stakeholder paradigm focuses on mutuality as a basic assump-
tion and thereby advocates a network view to create value between
firms and stakeholders, and to enhance the quality of life for human
beings and the sustainability of the natural world.

e Stakeholders (cast of stakeholders)
The cast of stakeholders are individuals, groups or organizations
contributing to and participating in mutual value creation in the
perspective of the three licenses. In identifying the cast of relevant
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stakeholders of a firm, we first of all identify stakeholders as owners
of limited or unlimited resources, which they contribute to the value
creation process. This is based on an extended view of property
rights (see especially Chapter 7). Second, the cast of stakeholders
is also influenced by the fact that the firm can have different and
changing positions in its environment and is always embedded in
evolving stakeholder networks (see especially Chapter 8). As these
stakeholders are interrelated with other stakeholders, sometimes
they contribute not only directly to the value creation process but
also indirectly. Third, some of the stakeholders, e.g. employees, con-
tribute voluntarily to value creation. Some do not (e.g. neighbors)
but are forced to or cannot abstain from contributing involuntarily.
This occurs quite often for social and political stakeholders (see
especially Chapter 6). In response, these involuntary stakeholders
have specific expectations of a firm’s value creation process and
sometimes even have the power to influence it.

e Strategy
In the stakeholder paradigm, strategies consider common actions
of firms and stakeholders in a network view. Mutual value cre-
ation and distribution challenge the firms and their stakeholders
to engage in specific kinds of strategic activities. The three licenses
emphasize different aspects for firm and stakeholder strategies.

e Superior value
We understand superior value as a continuous search by the firm
and its engaged stakeholders to improve the quality of life of human
beings and the sustainability of the natural world.

¢ Value creation (mutual)
The underlying principle of mutual value creation is that the firm
and stakeholders are indispensable contributors. The value arises
from these contributions, which constitute the focus for the firm’s
but also for the stakeholders’ strategy. The contribution of firms
and stakeholders to value creation leads to appropriate participa-
tion in the value distribution.
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