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1

CHAPTER 1

Archimedes’ Lever

The ancient Greek mathematician Archimedes is known, 
among other things, for his elegant explanation of the 
physics of levers—applying a relatively lesser force to 
produce an outsized change. There are many different 
versions of his most famous quote, but we like this one 
best: “Give me a lever long enough, and a fulcrum strong 
enough on which to place it, and I will move the world.” 
Though Archimedes was indulging in slight hyperbole, 
he expressed an essential truth: by applying the right tools 
in the right ways, laborers were able to move weights 
vastly greater than they could unaided.

In the spirit of Archimedes, our book is devoted to 
moving the world. By making seemingly small modifi -
cations to your business models in a programmatic way, 
you will fi nd that you can create signifi cant—even game-
changing—competitive differences.
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At its heart, this book is about how the key choices you 
make in designing your business models will either in-
crease or reduce two characteristic types of risk—infor-
mation risk and incentive-alignment risk. Defi ned simply, 
information risk is a feature of a business model that re-
quires you to make decisions without suffi cient information. 
Incentive-alignment risk arises when the incentives im-
posed by a business model lead to actions that clash with the 
broader interests of a value chain.

Both of these types of risk, which we will explore in 
detail throughout the book, can create business-model in-
effi ciencies that powerfully affect performance.1 Becom-
ing mindful of these risks’ potentially damaging effects 
will help you design business models that minimize their 
impact and therefore perform at the highest level. To this 
end, this book will empower aspiring entrepreneurs and 
experienced managers alike with an actionable approach 
for designing better business models—the four W’s ap-
proach. By changing what decisions are made in the busi-
ness model, when they are made, who makes them, and 
why they are made, you will be able to come up with busi-
ness models that better manage information and incentive 
risks and, as a result, outperform existing business mod-
els, disrupt established ways of doing business, and lead 
to a sustainable competitive advantage. By the end of this 
book, you will learn how:
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• Diapers.com, MinuteClinic, Narayana Hrudayalaya 
Hospital, Volkswagen, LAN Airlines, and Tank-
ers International innovated their business models 
by changing what decisions comprise their business 
models.

• Benetton, American Airlines, Caesars, Inno Centive, 
Hypios, LiveOps, MyFab, and Kickstarter inno-
vated their business models by changing when deci-
sions are made.

• Walmart, Zara, Google, Objective Logistics, 
 Amazon.com, Netafi m, and many energy-effi ciency 
service companies innovated their business models 
by changing who makes the decisions.

• The US Department of Defense, Li & Fung, Quad/
Graphics, Blockbuster, and TerraPass innovated 
their business models by changing why decisions 
are made.

What managers perhaps fi nd surprising and poorly un-
derstand is that business model innovation (BMI) entails 
relatively lower degrees of diffi culty and uncertainty than 
traditional forms of product innovation. Producing signif-
icant benefi ts demands neither a new breakthrough tech-
nology nor the creation of a brand-new market; a BMI 
opportunity delivers existing products based on existing 
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technologies to existing markets. This reduces overall un-
certainty and makes outcomes more predictable and mea-
surable. Likewise, the hard costs for innovating business 
models are low, typically requiring little more investment 
than management time, attention, and analysis. Anyone 
with business training can play; you don’t need to be an 
engineer or have a black belt in algorithms.

Businesses large and small are candidates, as are fi rms 
in industries in which other types of innovation often fail, 
such as service or commodity businesses. Those shop-
ping for inspiration can forage in unexpected places, since 
many business model innovations can be freely transferred 
across diverse industries and geographies. And because 
BMIs often involve changes that are invisible to other 
companies, BMIs can bring advantages that are harder to 
copy and easier to sustain for a longer time. (Even when 
managers do see a new business model, they often fail to 
recognize its superiority. For example, for decades, skep-
tics in the US auto industry dismissed the much-studied 
Toyota Production System, which resulted in deep com-
petitive disadvantages.)

Innovating business models in established companies 
can be far more diffi cult than in new ones; established 
fi rms are often the captives of their industries’ entrenched 
ways of doing things, whereas new businesses tend to dif-
ferentiate by breaking the mold of old practices. One of 
the objectives of BMI is therefore to question many of the 
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key decisions and assumptions around which fi rms design 
business models, and to identify points of leverage where 
they can unlock new value and can eliminate, reduce, or 
better tolerate sources of information risk and incentive-
alignment risk.

Some business model innovations amount to a clever 
new twist on an established model. As such, they require 
little more than the capacity to envision an old business 
in a new way. Even a simple change can have dramatic 
effects. For example, Zipcar upended the typical arrange-
ments of the car-rental industry by creating a car-sharing 
membership model for people in large urban centers (or 
at universities) who don’t own cars but need one occasion-
ally, typically for local use or maybe a weekend outing. 
The traditional rental-car model, which trades in incre-
ments of one or more days, faces a problem of off-peak 
underutilization of large fl eets of expensive cars. But Zip-
car customers (known as Zipsters) can rent cars by the 
hour. While traditional rental cars often sit unrented or 
else are unused for much of the time they are rented, Zip-
cars tend to be booked for active use by multiple members 
during the course of a day, with members paying only for 
the time they need. Members who have a regular recur-
ring need can prepay $50 monthly, which buys about eight 
hours of use.

What the founders of Zipcar did—simply by changing 
the increment of what was being offered for sale—was to 
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attract a set of customers that had been shut out of the 
traditional car-rental model. They aligned what the fi rm 
wants to sell with what the customer wants to buy. Sud-
denly, purchasing an hour or two of access to a car became 
much easier and more appealing to the many city dwellers 
who didn’t own one. Other key elements of the Zipcar 
experience followed:

• Using a Zipcar is unlike the usual experience of 
renting a car. After initially signing up, a member 
does not need to fi ll out new paperwork for each 
use of a car.

• There’s no trip to a central rental-car offi ce. Mem-
bers reserve online and receive directions to the 
location of the nearest Zipcar.

• When they’re done using the car, members re-
turn it to the reserved parking spot where they 
picked it up.

Zipcar’s fi ve-word marketing slogan—“wheels when 
you need them”—sums up the ease, informality, and util-
ity of the offering. In early 2013, rental-car heavyweight 
Avis bought Zipcar for $500 million, promising to lever-
age its infrastructure, experience, and scale to take Zip-
car to the next level of profi tability.2 No matter how the 
deal turns out (one long-standing Zipster told the New 
York Times, “Please tell [Avis] not to screw it up”), the car-
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sharing model is beginning to capture the imaginations of 
even old-line rental industry players.

There is great competitive urgency for established busi-
nesses to embrace BMI, because doing so may provide a 
potent hedge against losing ground to disruptive upstarts, 
like Zipcar, that seem to come out of nowhere. Common 
wisdom indicates that it’s better to disrupt yourself than to 
be disrupted by somebody else. Still, most businesses aren’t 
very good at self-disruption. Business model  innovation is 
a powerful tool for changing that track record.

Growing BMI into a Discipline

BMI isn’t new. As some of our examples will demonstrate, 
companies have practiced BMI sporadically in the past, 
but typically not in a systematic way and certainly not 
with an orderly, well-defi ned, and repeatable process. In-
deed, many instances of BMI are one-off gambits arising 
out of dire business straits. Even innovators often fail to 
recognize a wider opportunity lurking beyond their expe-
dient response to a business crisis.

Take the case of Blockbuster, the video-rental pioneer 
that has now fallen on hard times. (Some of the examples 
we use are of BMIs executed by once-stellar companies 
whose glory has since faded or by relative newcomers that 
haven’t made it yet. Nothing in business is guaranteed, but 
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there is still plenty to learn both from bygone successes 
and from interesting experiments whose fate remains 
uncertain.)

In the mid-1990s, Blockbuster was paying $65 for ev-
ery VHS tape it ordered from movie producers. At $65, 
Blockbuster had to rent out each tape more than twenty 
times at $3 per rental to break even. With these econom-
ics, stocking enough tapes in each of its stores to satisfy the 
high demand for newly released popular fi lms was impos-
sible. Instead, Blockbuster deliberately limited availability 
in the fi rst weeks of a new release. Hot titles were in short 
supply from the moment they came out, and customers 
were forced to wait until demand died down. Sumner 
Redstone, CEO of Blockbuster’s corporate parent, Via-
com, diagnosed a business model problem: “It was simply 
too expensive to stock enough copies of every movie the 
customers requested . . . [Thirty percent] of people who 
walked into Blockbuster stores were walking out with 
nothing. The Blockbuster management had a phrase for 
it: ‘managed dissatisfaction.’”3

It was more like industry-engineered dissatisfaction. 
The studios enjoyed the high margins, thanks to the 
$65 per tape Blockbuster paid them and the negligible 
marginal cost of producing a tape. But this price also lim-
ited the units of these tapes sold. On Blockbuster’s side, 
new releases accounted for 80 percent of Blockbuster’s rev-
enues, yet it couldn’t effectively exploit those fi rst weeks 
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of highest demand. Thus, it struggled with economics 
that both irritated customers through chronic stock-outs 
and depressed revenue during the peak new-release rental 
window. The video-rental industry value chain left a lot 
of money on the table. Blockbuster was routinely turning 
away customers who were willing to rent a tape for a price 
higher than the cost of manufacturing it.

Seeking a way out of this bind, Blockbuster proposed 
a change to its business model—one that altered why the 
tape-stocking decision was made the way it was. In the 
new model, studios would charge the far more agree-
able (and still profi table) price of $3 per tape. In ex-
change for that dramatic reduction, Blockbuster offered 
to split rental revenues fi fty-fi fty with the studios. That 
would enable it to order many more copies of each new 
title since this price required only a few rentals—rather 
than twenty or more—to break even. Blockbuster’s video 
 availability and rental revenues soared. Studios gained 
both on the volume of tapes sold and from their half of 
the much-enhanced rental revenues. Customers were hap-
pier because they made fewer fruitless trips down Block-
buster’s aisles. Changing the incentives that drove the 
tape-stocking decision greatly expanded the value chain’s 
profi ts. The studios’ and Blockbuster’s shares of the bigger 
overall pie were both larger than their original profi ts.4 
The studios, Blockbuster, and the customers all came out 
ahead.
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By acting to realign the incentives in its value chain to 
everyone’s benefi t, Blockbuster lived to fi ght another day. 
Yet the company seemed not to have fully grasped the 
long-term lessons of its near-term salvation. What might 
have happened if Blockbuster had developed the prac-
tice of business model innovation to a well-honed disci-
pline? Might it have avoided some of its later diffi culties, 
like losing market share to Netfl ix and other players and 
ultimately going bankrupt? That question is hard to an-
swer, but we believe that Blockbuster could have identi-
fi ed other promising BMI opportunities and would have 
profi ted from exploiting them.

The aim of this book is to present BMI in a new light—
as an activity worthy of becoming a fully developed en-
terprise competency. To that end, we offer a framework 
and guidelines—all illustrated with examples—that will 
help you take BMI to the level of a reliable, repeatable, 
improvable, and predictable discipline. But you can’t get 
there without fi rst understanding where you are right 
now. So, the real starting point of our framework is an 
audit of your existing business models (or those under 
development), with the goal of identifying fl aws in their 
design that may be inhibiting opportunities, causing value 
to be lost.

We believe that by the time you’ve fi nished reading this 
book, you will have ideas, tools, and techniques that will 
enable you to move the world.
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What Counts as Innovation?

Blockbuster is far from alone in having failed to fully 
embrace on business model innovation. When the com-
pany conceived its revenue-sharing idea in 1997, the term 
BMI didn’t even exist and the idea of it was part of “strat-
egy.” Even now, BMI remains an emergent category of 
 innovation. Most managers are accustomed to thinking 
about innovation in the Steve Jobsian context of clever, el-
egantly designed, technological objects. But it’s important 
to remember that among Jobs’s greatest innovations was 
the singular business model of the iTunes Store. No lon-
ger did consumers need to purchase whole albums to get 
the two or three best songs they really wanted. The Apple 
model allowed every music lover to curate his or her own 
unique collection for less than a dollar a tune. Thomas 
Edison invented the lightbulb, but he also invented the 
business model whereby electric power was generated, 
transmitted, metered, and purchased so that the bulb 
could be lit. Otherwise, there would have been no market 
for lightbulbs. Jobs and Apple invented the iPod, but they 
also invented a customer-empowering content-distribution 
model as complete in its conception as was Edison’s grid.

Jobs’s BMI made the iPod vastly more valuable to cus-
tomers. A BMI is thus not the tangible product per se, but 
all of the dynamic mechanisms that surround the product, 
both before and after sale, which together make it more 
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attractive, useful, and easier to say yes to. BMI therefore 
encompasses all of the decisively different ways in which 
a tangible product is marketed, delivered to customers, or 
enhanced with services.

While most businesses are well accustomed to fol-
lowing established processes for funding and developing 
products—R&D budgets in some industries are as high 
as 20 percent of sales—they are far less focused or pro-
grammatic when it comes to BMI. To be sure, the work 
of business model innovation is not very capital intensive, 
which is certainly part of its appeal. But, ironically, that 
has helped to keep it an ad hoc, seminomadic endeavor 
carved out of strategy, marketing, logistics, research, busi-
ness development, or divisional operating budgets. Being 
nomadic, BMI has not yet developed consistent standards 
and recognized best practices or, in many cases, persisted 
in enterprises beyond the life span of particular projects 
or initiatives. An especially pernicious effect of BMI’s low 
profi le is that when newly innovated tangible products have 
trouble getting traction in the marketplace, their champi-
ons look fi rst for a technological answer, often ignoring 
evidence that the problem may rest within the business 
model itself. In many such cases, BMI never emerges as 
the source of potential solutions. Consequently, products 
that might have succeeded are judged as failures because 
they lacked the right model to support them, either before 
or after their launch.
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We hope, therefore, to give business model innovation 
a solid push toward becoming a formalized discipline. By 
developing a framework for practicing BMI, we believe 
we can help you make a case for its ongoing value so that 
your companies will make a place for it in their portfolio 
of innovation strategies.

In the next sections of this chapter, we offer a basic 
grounding in our framework. Succeeding chapters will 
describe how the framework’s elements play out in spe-
cifi c cases. We draw on dozens of real-world BMIs to 
show how, by applying our approach, you can design new 
business models and defang their associated risks and 
ineffi ciencies.

The Key Decisions and Risks in Every Business Model

The fi rst key step to understanding how BMI opportu-
nities can be developed is to realize that every business 
model, without exception, imposes a number of key deci-
sions on the business. We call these key decisions and the 
context in which they are made the decision pattern.

Take, for example, the fashion apparel industry. An ap-
parel manufacturer needs to decide what assortment of 
garments to offer, in what designs and at what quality; 
where to source their manufacture; what quantities of 
which kinds of garments to make and how to get them 
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to market effi ciently; and what prices to charge, both at 
product launch and later in the selling season as demand 
declines. Taken together, the key components of the deci-
sion pattern infl uence the actions of the apparel manu-
facturer itself, and the behavior of its customers and its 
partners.

Our study of key decisions has led us to conclude that 
the existing pattern of decisions often leads to ineffi cien-
cies (or risks) in the business model. For instance, the ap-
parel manufacturer might face the demand risk because it 
must take a bet on a particular apparel style before know-
ing whether consumers will love it or hate it (informa-
tion risk). Alternatively, the marketing and the operations 
departments of the retailer might suffer from the lack of 
coordination (alignment risk) because the former is tradi-
tionally evaluated based on maximizing sales, while the 
latter is traditionally evaluated based on minimizing costs. 
The path to reinventing the business model then lies in 
changing how decisions are made so decisions are the le-
vers for inventing (and reinventing) new business models. 
Our framework identifi es four basic types of interventions 
an innovator might choose to make to a decision pattern: 
changing what decisions the business model involves; 
when a decision is made; who should make the decision; 
and why the decision maker makes the decision the way 
he does.
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You can modify these four W’s of a business model’s 
decision pattern to improve its performance by addressing 
the damaging ineffi ciencies caused by information risk or 
incentive-alignment risk—and sometimes both. Next is a 
fuller description of how these four levers operate.

The What

Every key business model decision is predicated on an or-
ganization’s earliest foundational choices. In other words, 
the fi rm has chosen to offer a particular set of products or 
services in a particular way, and those prior choices drive 
what substantive matters the business model addresses. 
For example, in deciding what to sell, a 2005 start-up 
called Quidsi (better known as Diapers.com) focused nar-
rowly on being an internet retailer of diapers and related 
products, whereas Amazon.com (which eventually ac-
quired Quidsi) chose to focus broadly, branching out from 
books to sell virtually anything, including diapers.

The choice of what you want your business model’s 
decisions to accomplish can increase or decrease its effi -
ciency. There are a number of ways you might want to 
change the business model’s underlying what. For exam-
ple, if you were a wireless telecom provider burdened by 
slow collections and high bad debt, you might decide to 
focus on the prepaid market segment. Or if you were an 
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apparel company seeking to minimize the risks of trying 
to anticipate volatile consumer demand, you might decide 
to produce hosiery instead of fashionable dresses. It would 
all depend on your objectives. Some choices are simply 
better than others at maximizing the value created within 
an economic system.

The previous choices on which you founded your busi-
ness frequently become the fi xed starting point for every-
thing you do. That invariably places constraints on the 
directions in which you might be willing or able to take 
your business model. Blockbuster chose to have neighbor-
hood retail stores to which customers would come to rent 
VHS movies, and the key decisions of its business model 
necessarily refl ected that core identity. When Netfl ix de-
veloped a model that challenged Blockbuster’s identity, it 
caught the market leader napping. Blockbuster was too 
invested in its brick-and-mortar model to respond quickly 
enough. Assuming you’re not an entrepreneurial start-up, 
therefore, it is only possible to change the what of an estab-
lished business model by revisiting and challenging prior 
assumptions.

The When

The architecture of the business model imposes timing 
for every decision, or when decisions are made. You must 
make many of the decisions imposed by your business 
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model before you have enough information to make them 
with confi dence. Thus, the timing of decisions plays a key 
role in the information risk they bring to your business 
model. For example, businesses often must decide far in 
advance to do such risky things as build new factories or 
invest in long-horizon research. First-movers in adopting 
a new technology are willing to take on far greater risk 
because they stand to reap the highest rewards if their 
moves bear fruit. Fast-followers can profi t from the les-
sons of fi rst-movers’ missteps by building a better, lower-
risk model. In general, the costlier it is to reverse the con-
sequences of a decision, the more intensely its timing will 
affect the level of risk. Further, the time between when 
you make a decision and when you have suffi cient infor-
mation to make the decision defi nes its information risk.

If you can modify your business model by changing 
when decisions are made, you will have reduced informa-
tion risk and the ineffi ciencies it creates. Online furniture 
maker MyFab created an innovation to reduce informa-
tion risk by incentivizing customers to vote for their favor-
ite proposed designs from among a large catalog of pos-
sibilities. MyFab would manufacture only the designs that 
earned the most customer votes. Rather than guess what 
demand might be at an earlier point in the business pro-
cess, this type of model allows the when of deciding on the 
assortment and style of goods to wait until clear evidence 
of customer preferences is available.
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The Who

A particular person (or persons)—an employee, a gov-
ernment regulator, a committee, or other organizational 
structure—makes every decision that a business model in-
duces. Ideally, the decision maker relies on the best avail-
able information so as to maximize the value created by 
the decision. Obviously, the choice of decision maker af-
fects both information risk (since different decision makers 
are informed to varying degrees) and incentive- alignment 
risk (since some decision makers might be more appro-
priately invested in the outcome than others, in ways that 
better serve the value chain). For instance, a store manager 
might know better than a corporate manager the prefer-
ences of local consumers. (For the innovative fashion fi rm, 
Zara—which we discuss in chapter 2—part of the job of 
a local store manager is to discover what customers want 
that Zara doesn’t yet carry.) Consequently, choosing one 
manager over another to decide what items to stock in 
what quantities will have different implications for the 
business model. Delegating decisions to the best-informed 
party or to the party better able to tolerate associated risks 
will help reduce ineffi ciencies.

For example, Amazon, in its early days, ran an essen-
tially stockless fulfi llment process by delegating its selec-
tion decisions about what books to carry in inventory to a 
wide network of wholesalers and publishers. Its “sell all, 
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carry few” credo allowed it to tap a limitless virtual inven-
tory, where the costs of carrying such a vast assortment 
were borne, collectively, by Amazon’s suppliers.

The Why

The design of a business model typically imposes certain 
goals and incentives on decision makers. Because deci-
sion makers are generally rational actors, these factors 
can powerfully infl uence the decisions they make. For in-
stance, an organization that cares mainly about near-term 
profi ts will make decisions very different from those of an 
organization that cares most about long-term sustainabil-
ity. Or an organization that bears most of the cost but en-
joys only a fraction of the rewards derived from a certain 
investment is unlikely to decide to proceed with it. When 
differently motivated decision makers must collaborate 
to create value, incentives have to be adjusted so that the 
parties can pursue their objectives without damaging the 
value chain. Understanding the respective parties’ incen-
tives helps induce decisions that best create value; it is like-
wise an aid to identifying misalignments that need repair. 
The why of every key decision has dramatic implications 
for its business impact.

For example, in an effort to modify incentives, some 
companies have begun to directly provide certain health-
care services to their employees. By integrating doctors, 
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hospitals, and payers into a single organization, they are 
trying to align all parties around goals to improve health 
outcomes and exert more control over rising costs. To date, 
a number of company-run clinics focused on employee 
wellness have achieved productivity benefi ts far exceeding 
the costs of providing the services.

Changing one or more of these four decision levers can 
transform a business model so that it delivers dramatically 
superior performance (see fi gure 1-1). The four W’s an-
chor our framework because they are the innovator’s focal 
point for programmatically identifying BMIs that limit 
the ineffi ciencies caused by the harmful impact of both 
characteristic types of risk and thereby unlock new value.

Suppose a customer purchases complex services (from a 
doctor or lawyer) or decides whether to buy certain kinds 
of new products (say, a new-generation energy-saving 
lightbulb). The customer experiences information risk; 
he or she doesn’t know if the product or service will ful-
fi ll his or her needs. This risk occurs, particularly, with 
products incorporating new technology that is relatively 
untested, not well understood, and still evolving. What-
ever the technology, as long as the decision of what to buy 
is in the hands of the customer, the information risk can 
lead to potential ineffi ciencies and the status quo (the old 
technologies) will dominate the market.

This is where the who lever can change the balance: 
by putting decisions into the hands of the parties who are 
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FIGURE 1-1

Ineffi ciencies, decisions, and the four W’s

best able to tolerate high information risk or have the most 
to gain from doing so are among the various types of in-
novation described in our framework. For instance, if a 
company itself is hesitating to replace electrical devices 
in the offi ce with more energy-effi cient options, a third 
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party might come in and, instead of selling the customers 
effi cient light bulbs, might sell the customers a reduction 
in their electricity bill. In this case, technology acquisition 
itself is managed by the third party that is knowledgeable 
about different technologies and is therefore more com-
fortable making these decisions. At some point, presum-
ably, the technology stabilizes and its cost declines; con-
sumers then become more comfortable with the lower risk 
of adoption. (Chapter 5 looks at the intriguing dynamics 
of who innovations and the example of energy-effi ciency 
service companies.)

Sometimes you may fi nd ways not only to reduce in-
formation risk, but also to make the information you are 
acquiring more useful and better coordinated. LiveOps, 
an innovative call-center company, has developed an 
amazingly clever strategy for “hiring,” in real time, highly 
qualifi ed agents (all of whom work from home) and pre-
cisely matching their capabilities to incoming customers’ 
needs. By syncing multiple streams of information, its IT-
powered model makes call-center performance both more 
responsive and operationally effi cient. Consequently, 
Live Ops doesn’t have to do much guesswork about staff-
ing levels or needed skills; nor is the customer likely to 
be patched through to an agent unqualifi ed to handle her 
inquiry. (In chapter 4, we will look more closely at when 
innovations, including the LiveOps example.)

The most important thing to understand about our 
framework is the interrelatedness of business model deci-
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sions—seen through the lens of the four W’s—and the 
creation or reduction of ineffi ciencies caused by informa-
tion and incentive-alignment risks. Risk isn’t bad per se; it 
can both limit and enable value creation. But it is impor-
tant not to take on added risk unwittingly. Our key in-
sight is that the four W’s framework is a tool you can use 
to identify and tune both types of risk up or down, some-
times by moving them from the least to the most suitable 
party to bear them. In some cases, the right modifi cations 
will allow you to take greater risks more prudently. In an 
Archimedean metaphor, imagine making a change to the 
angle at which the rear stabilizer of a race car is set so that 
the car becomes more stable in the turns, thus enabling it 
to take them faster.

The Path We Recommend

The key to successful business model innovation lies in 
eliminating ineffi ciencies by changing the four W’s of the 
decisions that lead to them. We propose a business model 
innovation approach that proceeds with three steps:

 1. Identify key decisions of the current business 
model.

 2. Map out risks and ineffi ciencies that these deci-
sions create in order to identify those that are most 
consequential.
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 3. Change the decision pattern associated with conse-
quential decisions to create new, superior business 
models that defy risks that would otherwise create 
ineffi ciencies.

This process begins with an audit of your business 
models, encompassing steps one and two. To that end, 
chapter 2 will help you focus on the fl aws and opportuni-
ties that you may need to address; it will also dig more 
deeply into the impact of the two risk types. BMI is fun-
damentally an activity based on constructive skepticism. It 
requires that you make yourself (and your organization) 
open to questioning old assumptions. There isn’t a busi-
ness on earth that doesn’t inadvertently do something—
maybe a lot of things—that wouldn’t survive close scru-
tiny. The audit is therefore an effort to fi nd underlying 
weaknesses in the way you’ve been doing business.

In the subsequent four chapters, we look at each of the 
four W decision levers in detail, using many examples to 
illustrate ways of leveraging them to reinvent your busi-
ness models. We have used different examples to highlight 
the variety of strategies with which you might modify 
each of the W’s. For example, MyFab changed the when 
aspect of its product-assortment decision by resorting to a 
crowdsourcing system. And, although we focus through-
out the book mainly on changes to a single aspect of a 
business model’s decision pattern, it’s not uncommon that 
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changing one W can best be accomplished by changing 
another. In this respect, MyFab’s when BMI also served 
as a who innovation, since the company’s business model 
replaced its own product-assortment judgment with that 
of its customers.

Reinventing all four W’s is, of course, theoretically pos-
sible. For a start-up in a new industry, where the busi-
ness model is designed from scratch, this could easily be 
the case. More often than not, however, you will target 
your BMI efforts at disrupting a business model that al-
ready exists. One of the exciting characteristics of BMI is 
that its lean economics invite experimentation, reducing 
the overall risk of any innovation initiative. Moreover, the 
competitive landscape is always changing. Therefore, as 
you continue to revisit your business models, you will see 
further opportunities to modify one or another of the de-
cision pattern’s aspects. With each such intervention, you 
will in effect have created a new model with measurably 
different performance.

In devising the framework, we found a useful model in 
the discipline of design thinking, which is a form of holis-
tic, human-centered innovation that seeks to dramatically 
improve the ways in which people and systems interact. 
Among other things, we have incorporated design think-
ing’s emphasis on rapid prototyping, experimentation, 
and the value of learning from diverse sources of data. 
You will see its infl uence most strongly in chapter 7, where 
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we show how you can apply our BMI framework in prac-
tice. The chapter is built around an implementation case 
study in which prototyping and experimentation played a 
key role.

The Likeliest Obstacle

Like any transformational activity, BMI will generate re-
sistance as well as excitement. It has this in common with 
traditional innovation. Every exhilarating breakthrough is 
a threat to the status quo. And the status quo—being well 
known and understood—usually has no trouble rallying 
its defenders against the uncertainties of a new path or 
product idea. For that reason, you can expect to encounter 
opposition when you begin kicking the tires of established 
business models.

It’s impossible to overstate how easily businesses can be-
come hostages of their own success, looking to the past 
for the keys to their futures. That is, of course, the main 
danger that established companies face once they’ve be-
come large and complicated. The path of growth becomes 
self-enforcing, and the structures that support the past can 
crowd out new possibilities and fresh perspectives.

That said, smart businesses develop ways of questioning 
what they do. Amazon.com is one of the businesses we 
write about in several contexts. From the time he founded 
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the company, Amazon CEO Jeff Bezos was aware of the 
need to counteract the effects of growth-induced calcifi -
cation. Though Amazon was born as a business model 
innovation, it has never stopped changing aspects of the 
founding model’s architecture. As you read on, you will 
learn that Amazon has in recent years substantially re-
versed the main pillar of its early growth: the “sell all, 
carry few” model we noted earlier. That strategy enabled 
a still-small business to command a virtual inventory able 
to satisfy every taste. But in the years since its founding, 
Amazon has aggressively expanded its activities and be-
come more knowledgeable than many of the suppliers it 
once relied on. Its virtual reach has since become real, and 
the risks it once shunned are now worth taking on.

Turning against founding wisdom takes real courage. 
Most businesses struggle to do it. But Amazon teaches us 
that a company can’t afford to sentimentalize the icons of 
its past. Instead, it needs to be able to “selectively forget 
the past” and destroy its icons without hesitation.5 It also 
needs to be disciplined about experimenting and adjust-
ing things. Amazon is rare in having excelled at that.

Your business most likely falls somewhere between 
Blockbuster and Amazon, and you probably already 
know that internal resistance will be an obstacle as you try 
to advance the role of BMI in your organization. Indeed, 
your efforts may have to factor in a heavy dose of change 
management and regular bouts of frustration. But we 
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 believe that the BMI game is worth the candle. We will 
help you to get away from the familiar but old paradigm 
of reinventing products and looking for new markets and 
into a new paradigm of rethinking the business model. 
The rest is up to you.
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CHAPTER 2

The Business Model Audit

Since it was published in 2007, a book entitled What Got 
You Here Won’t Get You There has been on successive an-
nual lists of the best business books.1 Its subject is how 
leaders can best adapt to make themselves and their com-
panies more successful. But we fi nd that the book’s title 
also has compelling resonance for the art of business model 
innovation. As we noted at the end of chapter 1, inventing 
the future if your perspective is stuck in the past is very 
diffi cult. Your business models need to be strong enough 
to meet the demands of the present, fl exible enough to re-
spond to changing near-term conditions, and monitored 
over time to make sure they position your business to seize 
the new opportunities that will ensure its competitive fu-
ture. Achieving the desired level of business model fi tness 
begins with learning how to analyze its current state. In 
the same way as many founders and CEOs regularly ana-
lyze their fi rm’s fi nancial health through  fi nancial audits, 
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maintaining fi tness of your business models requires peri-
odic, astute audits.

Our mission in this chapter is therefore to show you 
what to look for in an audit of your existing business 
models, with the goal of identifying potential innovation 
opportunities based on eliminating the models’ inherent 
ineffi ciencies. Large organizations with multiple divisions 
and/or diverse product lines might have more than one 
business model. They should consider these as distinct 
from one another and examine them separately. However, 
complex organizations—for example, large hospital sys-
tems with treatment, research, and teaching missions—
might support models that are deeply intertwined and 
yet seem to be distinct. But because the models are de-
scended from one dominant decision pattern, they should 
be treated as a single especially complex model.

We begin by further explaining the role the two char-
acteristic risks play in business models. We illustrate how 
ignoring these risks can lead to a gross miscalculation of 
business model performance. We then change gears and 
provide tools for tracking down these risks in your busi-
ness model. We start by listing the most common symp-
toms that point to their presence. We next provide intui-
tive ways to gauge which of the risks in your model are 
most detrimental to its performance. Finally, in a preview 
of subsequent chapters, we draw on the innovative fast- 
fashion model pioneered by Zara, the popular Spanish 
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fashion brand, to demonstrate how you can reduce risk-
driven ineffi ciencies by modifying one of the four W as-
pects of the decision pattern. As we explained in chapter 1, 
the four W’s are the main levers of business model innova-
tion, allowing you to improve performance by reducing 
the ineffi ciencies caused by risk.

In all, the audit process is meant to help you form a 
clear diagnostic picture of your existing business models 
in preparation for deciding which decisions to reinvent.

Business Models and Risks

The main goal of every organization is to create value, 
defi ned most often as profi ts, but also sometimes as a so-
cial good.2 Consequently, a business model audit begins 
with a concise description of precisely how the organiza-
tion creates value. In the for-profi t world, few managers 
would disagree that every business needs to know what 
its profi t formula is. (Indeed, some businesses use the term 
“profi t formula” interchangeably with “business model.”) 
Although, at the peak of internet boom, people argued 
that only revenues or “eyeballs” mattered—with profi ts to 
somehow follow in the future—most companies that tried 
to circumvent the profi t formula met their demise. The 
typical profi t formula consists of three parts, as shown in 
fi gure 2-1.3
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Revenue model

Price

Volume (market size)

Ancillary sales

Cost structure

Direct, indirect costs

Economies of scale
and scope

Resource velocity

Rate of value output

Lead times, turns,
throughput, utilization

FIGURE 2-1

The classic profi t formula

The profi t formula is largely self-explanatory: the fi rm 
receives revenues (price times number of units sold); in-
curs costs (materials, labor, and machinery); and utilizes 
resources to different extents (such as spending $10 per 
hour on an employee who is busy, on average, only 50 per-
cent of the time). This profi t formula might be innovated 
in a number of relatively simple ways:

• Change the revenue model from pay-per-service to 
subscription (the difference between iTunes’ pay-
ment per song and Spotify’s monthly fee for unlim-
ited songs).

• Change the revenue model by going up-market (like 
Renova, the upscale European toilet paper brand); 
or go down-market (like Tata Motors’ Nano, the 
world’s cheapest car). In both cases, the company 
would adjust the cost structure appropriately.

• Simply reduce the cost structure by offshoring to a 
low-cost country or even consider entirely virtualiz-
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ing the business, as many companies have done over 
the past twenty years.

• Increase the productivity of resources, either by do-
ing more with the same resources or by doing the 
same things with less. This productivity is typically 
achieved through process optimization and process 
reengineering techniques or simply by targeting ad-
ditional sources of demand.

While all of these potential innovations are legitimate 
opportunities to improve business models, they are not 
necessarily game changing. Companies in almost every 
industry have already tried one or more of them; these in-
novations are better thought of as low-hanging fruit. And, 
being familiar, they are easy to imitate, making their ad-
vantages rarely sustainable in the long run.

So, although a profi t formula like the one discussed 
is good to have, it lacks something that is important and 
defi ning about every business model. What’s missing is 
an explicit consideration of risks. Indeed, what realistic or-
ganization can, with any precision, describe its revenue 
structure or cost structure a year in advance? What about 
three years in advance? Given all the uncertainties inher-
ent in demand, supply, the actions of other fi rms, product 
quality, labor availability, the rate of adoption of products, 
and technology evolution, it becomes harder and harder to 
make reliable predictions. Perhaps businesses in industries 
with a very stable customer and supplier base can do a 
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little better, but even those fi rms are subject to uncertainty 
about competitors’ moves, channel partner actions, and 
government interventions.

As we noted in chapter 1, we focus on information risk 
and incentive-alignment risk in particular because they 
are the two key ineffi ciency creators in business models, 
arising because of decision patterns. These two risks are 
responsible for most, if not all, problems with existing 
business models. Next we will clarify what they are and 
how they infl uence business model performance.

Information risk is a consequence of uncertainty. Many 
managers base business decisions on incomplete or incor-
rect information. That’s because managers often make 
decisions long before they have the information to make 
them with confi dence. For example, in the pharmaceuti-
cal industry, because new drugs take eight to ten years to 
develop, test, and approve, R&D groups must try to pre-
dict not only which diseases to target, but which of the 
many research lines or treatment approaches is likely to 
lead to a breakthrough. Similarly, a hospital makes de-
cisions on investments in highly paid specialists and ex-
pensive equipment without reliable information about the 
mix and number of patients it will serve in the future. 
In such scenarios, misplaced bets are enormously costly. 
And, as we saw earlier, customers also face information 
risks that cause models to operate ineffi ciently. (Unlike 
incentive-alignment risks, which typically arise only when 
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multiple self-interested parties converge, information risks 
occur even in the absence of multiple actors.)

There is really only one way of reducing information 
risk to zero: by structuring your business model to wait 
for complete information. However, most businesses don’t 
have that luxury. The best they can hope for is to close the 
gap between wild guessing and knowing.

Incentive-alignment risk drives confl ict between par-
ties that must collaborate to create value. Business mod-
els incorporate incentives that can clash and impede the 
achievement of common goals. That is because businesses 
(and their employees) often make decisions on the basis 
of self-interest rather than what best serves the goals of 
an entire value chain. This type of risk is therefore con-
text dependent: incentives that motivate excellent perfor-
mance within the context for which they were designed 
often cause problems when multiple differing motivations 
converge. For example, to a surprising (and perhaps mu-
tually amplifying) degree, perversely misaligned incen-
tives within the US housing sector contributed to the 2008 
fi nancial crisis as mortgage lenders, mortgage brokers, in-
vestment banks, ratings agencies, real estate agents, and 
home buyers all behaved in wholly self-interested ways.

Learning to identify misalignments and intervene to 
eliminate the ineffi ciencies they cause is important. The 
trick is to get all the parties’ incentives aligned with the 
interests of the value chain as a whole. In the case of 
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 Blockbuster, movie studios had set an ineffi ciently high 
price for each VHS tape they sold into the video-rental 
market. Because the studios had an insuffi cient stake 
in the rental-business value chain, they had little reason 
to care whether Blockbuster lost money, broke even, or 
turned a profi t. Only after Viacom’s CEO Sumner Red-
stone changed the why of the pricing decision—by propos-
ing an attractive revenue-sharing deal—were the studios 
properly incented to care about the downstream outcome.

Incentive-alignment risks can also be dangerously com-
plicated. The more fragmented your supplier relation-
ships, the more important it is to monitor risks caused 
by misaligned incentives. For example, many offshore 
suppliers are intensely focused on being lowest-cost pro-
ducers. This focus may tempt them to resort to illicit 
practices such as the use of child labor or the operation 
of unsafe workplaces, whose tragic consequences we saw 
in the deadly building collapse in Bangladesh in April 
2013. Such practices are certainly never in the interests 
of a valuable brand. Therefore, it is imperative to ensure 
that, throughout your value chain, you align incentives to 
produce the outcomes you intend and guard against the 
ones you don’t. As we will describe in chapter 6, the busi-
ness model of famed intermediary Li & Fung is devoted 
to aligning the interests of a vast network of global suppli-
ers with those of multinational corporations that purchase 
their services through why innovation.
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The Math of Getting Risk Wrong

Factoring in these two types of risk begins to open your 
eyes to the ineffi ciencies they cause. Let’s consider the 
celebrated example of Michael Dell, the founder of Dell 
Computers. With his fl edgling computer company, and 
working out of his University of Texas dorm room, Dell 
famously transformed the computer industry of the 1980s 
by turning a make-to-stock model into a make-to-order 
one. His innovation was to manufacture computers only 
after the customer placed an order.

In the computer industry of the day, however, the pre-
vailing model was to decide on an assortment of com-
puters of different confi gurations; then decide, based on 
estimated demand, how many of each confi guration to 
manufacture; then stock them and wait for the customers 
to show up. Each confi guration was a small problem in 
business math. Let’s say, hypothetically, that you proposed 
to sell a particular computer for $1,000 with a 50 percent 
gross margin—meaning that the necessary parts and la-
bor cost $500. You didn’t know what the exact demand 
would be, but you estimated—using averages of past 
sales—that a thousand customers would want to buy it. 
So you bought the parts and assembled a thousand com-
puters, at a total cost of $500,000.

Then what? The profi t formula would tell you that you 
could expect to earn $500,000, which is $500 on each of 
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a thousand computers. But it didn’t factor in the risk of 
unpredictable demand. How far away from the demand 
projection could actual performance get? Very far indeed.

In reality, a demand forecast is no more than an edu-
cated guess. There is no certainty of attracting a thousand 
customers who want this particular computer. Because 
predictions of demand for new products are so uncer-
tain, let’s estimate a 50 percent chance of no demand at 
all for the confi guration you assembled, and a 50 percent 
chance that the product would be so popular that demand 
would be twice as high as expected, with an unforeseen two 
thousand customers showing up. On average, the demand 
forecast would be one thousand, which is accurate. But 
now if demand turned out to be nonexistent, you’d have 
lots of unsold computers and a loss of $500,000. And if 
two thousand customers showed up, you’d make a profi t 
of $500,000 on the one thousand computers in stock, 
but you would disappoint—and probably lose—the one 
 thousand more customers than were in your forecast. In 
the end, you’d have an equal chance of either losing or 
earning $500,000. This business model would therefore 
deliver an average profi t of zero. And that’s before factor-
ing in the lost goodwill of a thousand disappointed extra 
customers.

This admittedly simplifi ed math sums up the prob-
lem of demand forecasting that plagued computer retail-
ing before Michael Dell revolutionized the industry. Dell 
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tackled information risk head-on. As he described in his 
memoir, the make-to-order model had a clear advantage: 
“While other companies had to guess which products 
their customers wanted, because they build them in ad-
vance of taking the order, we knew—because our cus-
tomers told us before we built the product. While other 
companies had to estimate which confi gurations were the 
most popular, we knew.”4

Applying our earlier forecasting math to Dell’s make-
to-order model, the company would build no comput-
ers when no customers came (earning zero profi t), but it 
would build two thousand computers (earning a profi t 
of $1 million) when its offering ended up being popular. 
The Dell model produces an average profi t of $500,000, 
with zero disappointed customers. Notice how dramati-
cally misleading a business model built on averages can 
be when it fails to account for risk. With average revenue 
of $1,000 per computer, average cost of $500 per com-
puter, and average demand of a thousand computers,  one 
might expect both the traditional and the Dell models to 
make the same $500,000, on average. But in reality, the 
traditional model has an equal chance of either losing or 
earning $500,000, whereas the Dell model has an equal 
chance of breaking even or earning $1 million.

By addressing the destabilizing effect of risk, Dell’s 
model accounts for what was missing from the conven-
tional calculation. Dell—having recognized the diffi culty 
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of accurately forecasting buyers’ exact confi guration de-
sires—instead took information risk down to zero. He 
did so by changing the when aspect of the confi guration 
and manufacturing decisions. Thus, a more accurate 
profi t formula would factor in the inherent risks of de-
mand forecasting. You can see that the traditional model 
is rife with information risk, provides lower average re-
turns, and carries a signifi cant chance of losing money. At 
worst, Dell’s model breaks even.

This simple example leads us to propose the follow-
ing profi t formula redesign (see fi gure 2-2), which fac-
tors in risk sensitivity—the foundation of our innovation 
approach.

Factoring into the profi t formula the riskiness of rev-
enues, costs, and resource velocity highlights a number of 
powerful new, nonobvious levers you can use to innovate 
existing business models. Further, we expect that in an 

FIGURE 2-2

The new profi t formula

Revenue model

Price

Volume (market size)

Ancillary sales 

Cost structure

Direct, indirect costs

Economies of scale
and scope

Resource velocity

Rate of value output

Lead times, turns,
throughput, utilization

Riskiness of revenues, costs, and resource velocity

Sensitivity of profits to changes in price, volume, costs, resource utilization
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 increasingly volatile business environment, more and more 
industries will achieve signifi cant and inimitable competi-
tive advantages that arise from applying a different risk 
model, rather than different cost, revenue, or resource- 
capability models. It is therefore important that any sys-
tematic design or improvement of a business model start 
with a search for the apparent and the not-so- apparent 
risks in your business model.

Tracking Down Risks in Your Business Model

Risks and their consequent ineffi ciencies are not shy in 
announcing their presence. The damage they cause is at 
times apparent in well-recognized pain points—phenom-
ena that drive down demand, margins, sales, and asset 
utilization, or just lead to waste. At other times, the im-
pacts of risks on your business model are apparent only 
as wild variations in performance, which is often mis-
construed as good or bad fortune. A comprehensive audit 
of business models should start with a systematic search 
for evidence of value lost to risk-driven ineffi ciencies. We 
recommend that you start by asking if your organiza-
tion has experienced any of the most common symptoms 
that point to the presence of risks in the business model. 
(See the sidebar “Risk Warning Signs.”) The presence of 
one or more of these symptoms is a strong indicator that 
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Risk Warning Signs

Some clear indications of the damage that information and 

incentive-alignment risks can infl ict are:

• Frequent dramatic departures from budgeted performance 

metrics (sales, resource utilization, and so on).

• Wide variations in year-to-year performance.

• High exposure to prices and actions out of the fi rm’s control 

(for instance, energy prices, partners’ behavior).

• Vulnerability of business performance to a few high-impact 

decisions subject to signifi cant uncertainty.

• Lengthy, complicated forecasting and planning 

procedures.

• Business models that have not been revisited for a long 

time so that some decisions are made based on no other 

logic than habit.

• Frequent inventory write-downs, large stocks of unsold 

goods, heavy discounting of products or services.

value- destroying ineffi ciencies are eating away at the per-
formance of your business model.

For example, in November 2006, Nintendo surprised 
gamers and analysts of the multibillion-dollar video game 
business with the release of the iconoclast game console, 
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• Lost revenues owing to insuffi cient supply, capacity, re-

sources, employees, and so on.

• Expensive, frequently underutilized assets.

• Failure to effi ciently use pertinent information in the value 

chain when making decisions.

• Failure to adopt technology or business practices widely 

accepted as advantageous.

• Lack of effective measures for assessing partner and 

employee performance (even when partners and employ-

ees score well on performance metrics, the organization 

suffers).

• Mismatch between consequences the fi rm faces and those 

faced by partners or employees.

• Decisions succeed in the short term but damage the fi rm in 

the long term.

• Frequent confl ict between the fi rm and its partners.

Once you’ve noted these ineffi ciencies, track them back to 

their root causes, which will often be either (or both) of our two 

fl avors of risk.

the inclusive sounding Wii. While Sony and Microsoft had 
packed their contemporary consoles with all the ammuni-
tion to win the specs battles, Nintendo took a decidedly 
different tack by developing a console that would extend 
the market for game consoles well beyond  specs-obsessed 
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hard-core gamers. The launch was followed by months of 
long waits, lines, and a healthy premium in the secondary 
market on eBay, all phenomena now customary in the fi rst 
few weeks of any successful consumer electronic launch.5

While the initial shortages gave the Wii an allure of 
desirability and exclusivity, these shortages persisted years 
beyond the launch, well beyond any rational strategy of 
deliberate shortage would advise. Many months after 
the launch, when all the shortage hype had died down, 
James Lin, a senior game console industry analyst at the 
MDB Capital Group in Santa Monica, California, opined, 
“It’s staggering.” By his estimates, Nintendo was leaving 
$1.3 billion on the table. “They could easily sell double 
what they’re selling,” he commented.6 To be sure, at this 
point, no one believed that a deliberate shortage of Wiis 
would pay dividends later in terms of additional sales, 
brand building, and so on. In fact, game consoles fol-
low the economics of the classic razor, so that most of the 
money is made on selling the consumable, in this case, 
the game title, where just sales of a couple of titles might 
earn a higher margin than the whole console itself. Why 
would Nintendo systematically undersupply the market 
and reduce opportunities for sales of game titles and re-
duce the attractiveness of its platform to game develop-
ers? Given the limitless checkbooks of Nintendo’s com-
petition, and the limited time left in the lifetime of this 
console generation, it was even more urgent for Nintendo 
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to grab market share and lock in consumers when the sun 
was shining bright. Despite near-consensus among out-
side analysts, Nintendo management refused to admit any 
mistakes and was compensated handily for the continuing 
“strong” sales and high operational effi ciency achieved by 
the organization.

Lurking behind the sometimes heated discourse be-
tween external analysts and representatives of Nintendo 
shareholders and Nintendo management was a symptom 
of an ineffi ciency whereby the organization was leaving 
money on the table and compromising its long-term sur-
vival, but the management felt increasingly happy with its 
strategy.

The path to reinventing business models will often re-
quire you to take a symptom and interrogate and torture 
it till it reveals its root causes. We fi nd that the “fi ve whys” 
deductive question-answer technique, which the greatest 
of all Japanese inventors, Sakichi Toyoda, favored, is often 
fruitful in unraveling the source of the symptom.7 Behind 
these symptoms and pain points lie decisions that are made 
with incomplete information and/or poor incentives.

As the investor pressure and external scrutiny on Nin-
tendo grew, the symptom started revealing more about 
what was going on. The root cause was probably hidden 
in the incentives and compensation structures at Nintendo 
(and most other similar organizations). It turned out that 
the managers in the Nintendo operations unit responsible 
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for controlling the availability and supply of game con-
soles were primarily compensated on measures of opera-
tional effi ciency and fi nancial performance as reported 
in public statements, such as cash fl ow, so the company 
kept inventory to the minimum. Selling all that inventory 
was an excellent way to keep operational effi ciency and 
margins high. Deliberately limiting supply to ensure that 
this was always the case meant that management could 
always meet its targets for effi ciency and bottom-line per-
formance. Further, the unexpectedly high interest in the 
Wii ensured that top-line growth was also in line with 
targets set for management, based on predictions. What 
the compensation system did not incentivize as much was 
the extent of current and, more importantly, future top-
line growth that could have been achieved with this once-
in-a-lifetime blockbuster product. Not surprisingly, man-
agement took the short-term safe strategy, making sure 
that there was limited supply and corresponding high effi -
ciency, even if this compromised the long-term prospects. 
At heart, when compensation systems incentivize manag-
ers to undertake actions that are not aligned with maxi-
mizing the value created by the value chain, an alignment 
ineffi ciency is created.

Nintendo is not unique in either showing symptoms 
of risks and ineffi ciencies or failing to map the symptoms 
to their root causes. Only a systematic search for symp-
toms can help you and your organization honestly identify 
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value-destroying pain points and pinpoint their root-cause 
ineffi ciencies.

We hope to next empower you with tools that will turn 
these ineffi ciencies into innovation opportunities. But, be-
fore we get there, we need to pick our battles with the 
most worthy of adversaries. We need to get a better mea-
sure of the impact of different ineffi ciencies and identify 
the battles worth fi ghting.

Gauging Ineffi ciencies

There are distinctively different methods for estimating 
the consequences of the two types of risk.

Incentive-alignment risks—whether they occur within 
a single fi rm or between multiple fi rms—arise when in-
compatible incentives create self-interested confl icts be-
tween intended and actual objectives. In other words, they 
produce ineffi ciencies in your value chain by causing it to 
pull against itself unproductively.

How can you assess this type of risk? First identify the 
key players involved in making the decisions that lead to 
the symptoms and pain points you have identifi ed in the 
fi rst steps of your audit. For each of these signifi cant deci-
sions, measure the extent of the gap between the intended 
outcomes and what the real-world outcomes have pro-
duced. In other words, how far are the outcomes made in 
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the real world removed from outcomes in an ideal world 
where all decisions were made by an altruistic decision 
maker who only cared about maximizing the total value 
created by the economic system?

Another good way to identify potential incentive- 
alignment risks is to look at what motivates the key de-
cision makers. List their dominant objectives (what their 
incentives compel them to value most highly). Then ask 
some interesting questions: How do the objectives of 
one decision maker differ from those of another? If the 
two were brought together in a collaborative effort, how 
would those differences lead to business model ineffi cien-
cies? What could you do to resolve the differences?

Typically, there are just these two contributing fac-
tors, just discussed, that drive the extent of incentive inef-
fi ciency: (1) the gap between the dominant objectives of 
different players, and (2) the importance of the decision 
in question. If you make decisions that are crucial to the 
strategic direction of your company with misaligned in-
centives, the consequent incentive ineffi ciency is likely to 
be more harmful and a worthy adversary to take on.

Information risk is always present to some extent in ev-
ery business model. Reducing it is most urgent where the 
ineffi ciencies it causes are most intense. Getting an assess-
ment of the extent of information ineffi ciency involves 
understanding three key properties of the decision that 
is made with insuffi cient information. First is the con-
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sequence of the decision. If the decision involves billion-
dollar investments, any information ineffi ciency associ-
ated with this decision will evidently be more damaging 
than the one with an insignifi cant decision. Second is the 
degree of reversibility or fi nality of the decision. Decisions 
that cannot be easily overturned or revoked (like building 
a billion-dollar oil rig in the absence of oil) are associated 
with the highest ineffi ciency. Last and perhaps most im-
portant is a measure of the known unknowns associated 
with the decisions. Decisions for which you realize there 
is lot that you don’t know are likely to be prime hot spots 
of information ineffi ciencies. Often, the degree of known 
unknowns is closely related to the time between when you 
make a decision and when information relevant to the de-
cision will be available to you.

For example, in the fashion industry, there are typi-
cally only a few competitively important decisions in a 
given season: designing the collection and planning the 
assortment; sourcing manufacture (selecting the supplier 
and country); deciding on transportation mode and order 
quantity; setting prices; and discounting unsold inven-
tory at the end of the selling season. The consequences for 
getting a decision wrong range from minor to disastrous. 
Among this small group of critical decisions are those that 
drive the fundamental—and most costly—ineffi ciencies 
of the industry’s current business model. For an apparel 
retailer that caters to a trendy, fashion-sensitive market, 
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perhaps designing the collection and planning the assort-
ment are most critical.

Next come the reversibility and the measure of known 
unknowns. While pricing, choice of transportation, and 
even quantity decisions might be adjusted as information 
comes in, changing the key design elements might not be 
easy. The design and assortment decisions also have the 
highest number of known unknowns. Customer prefer-
ences and what styles or fashions catch on are almost as 
hard to predict as where the next super-hit cute kitty video 
on YouTube will come from. Last season’s trends may be 
this season’s bugaboos. Apparel industry insiders often 
joke, “Show me this season’s peacock, and I will show 
you next season’s feather duster.” In addition, the design 
and assortment decision is also the one made fi rst—the 
farthest away in time from sales, where the true infor-
mation on customer preferences becomes available. The 
consequences—irreversibility and the vast number of un-
knowns—make the design and assortment decision the 
ultimate information ineffi ciency hot spot in this industry.

Follow Risks to Find the Right W

The next question is how to go from recognizing the im-
pact of risks on business model performance to knowing 
which levers to push in order to innovate and create a su-
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perior business model. Let’s look at how Zara dealt with 
the ineffi ciencies related to information risk.

If you had been performing a business model audit in 
a fashion fi rm prior to Zara’s key innovation, you might 
or might not have thought to question the widespread in-
dustry practice of making high-stakes bets in June about 
what customers will want to buy the following March. As 
our assessment of information ineffi ciencies shows, it is 
these bets on different styles and trends that are the big-
gest sources of information ineffi ciency.

Compare the fashion industry problem with that of 
computer makers. Both industries are characterized by 
high-velocity change; clothing styles and computer ca-
pabilities quickly become obsolete. Few buyers want last 
year’s fashion or a computer built around a last-generation 
microprocessor. As a result, unsold inventory ends up be-
ing either deeply discounted or written off. And predic-
tive long-range bets on customer taste can easily miss the 
mark. For an example of how the traditional business 
model ratchets up the risk quotient, see what happened 
to Marks & Spencer, one of Zara’s competitors, despite its 
130 years of experience in the apparel industry:

Convinced that grey and black would be in fash-
ion during the 1998/1999 season, M&S developed 
its entire Fall/Winter collection around these two 
colors. Due to the lead times in its traditional value 
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chain, M&S had to make this decision fully one year 
in advance of the season. Regrettably, they lost their 
bet: Both colors proved not to be in fashion that 
season . . . As was reported in Businessweek, “M&S 
has slashed prices on $1B in goods in an ‘Autumn 
Values’ campaign, the biggest off-season sale in its 
history.”8

Zara’s strategy for overcoming this potentially damag-
ing risk was to innovate its business model by changing 
the who and the when of deciding which styles and colors 
of clothing to offer its customers. It redesigned its business 
model—and the cost structures, management processes, 
and manufacturing and logistics arrangements that sup-
port it—so that decision making about customer tastes 
could be done not six to nine months in advance but a 
mere two weeks before its clothing hit the racks. To do so, 
Zara had to move decision-making power from the cen-
tral offi ce planners, who were far removed from customer 
tastes, to frontline store managers.

Although some components of Zara’s cost structure are 
more expensive than those of competitors (for example, 
it produces a large proportion of its clothing in Europe 
and delivers most of it by plane), its fast, local production 
system—and its empowerment of local store managers to 
provide input on design and assortment decisions— allows 
it to predict demand and design and produce fashion only 
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a couple of weeks before selling it. As a result, it is able 
to continuously adjust its clothing line to refl ect new and 
more reliable information about what customers really 
want. This allows it to operate with far greater certainty. 
In fact, the higher costs of Zara’s local production are 
more than offset by the greater accuracy of its fashion bets, 
which lead to fewer disappointed customers and almost 
no unsold goods.

Zara doesn’t do commercial advertising, a practice un-
heard of in the fashion industry. Yet, simply by chang-
ing the when and who of design and assortment decisions, 
Zara has given its customers good reasons to be continu-
ously interested in making frequent visits to Zara websites 
and stores: because they will always see something new. 
Could it be that newness is addictive to the point of mak-
ing advertising superfl uous?

When we spoke to Jesus Eschevarria, chief communi-
cations offi cer of Zara’s parent company Inditex, he sum-
marized the fi rm’s thinking: “Don’t talk about yourself. 
It is the customer who should talk about you.” Certainly, 
Zara accepts a degree of added brand risk by forgoing ad-
vertising, but that risk is more than compensated for by 
the constant newness of its assortment. The traditional 
fashion business model, on the other hand, faces the chal-
lenge of renewing depleted customer interest three or four 
times a year, which requires spending heavily on advertis-
ing. Zara can spend its marketing budget in other ways. 
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In that sense, the fast-fashion when innovation supported 
by who innovation becomes a virtuous circle. Not surpris-
ingly, others in the fashion industry are now following 
suit, reducing information ineffi ciencies in pursuit of a 
host of potential benefi ts.

The point of conducting a business model audit is to 
prepare you to reinvent existing business models or create 
entirely new ones. That work is the subject of the com-
ing chapters. Each of the decision pattern’s four W levers 
has its own chapter. For each lever, we will describe three 
distinct innovation approaches and the conditions under 
which they are appropriate. By the end of chapter 6, we 
will have outlined a dozen varieties of business model in-
novation that you can accomplish by changing the deci-
sion pattern. For example, we would describe Zara’s inno-
vation as changing the when of the “design and assortment” 
decision to delay it as much as possible, while also changing 
the who to delegate decisions to the party with the most in-
formation. These are just two of the dozen approaches to 
BMI innovation that we describe in detail in the coming 
chapters.

As you go through the business model audit, remem-
ber that auditing is a journey, not an event. Don’t think 
of the audit as a onetime deal or an activity reserved for 
a crisis. Instead, view it as a regular opportunity to as-
sess your fi rm’s overall strategic hygiene. Use it to iden-
tify developing problems or potential new businesses—
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conditions that may not need immediate action but bear 
watching over time. Prioritize a pipeline of BMI initia-
tives: some urgent, some for midrange development, some 
for the far horizon, and some that have been completed 
and whose results should be evaluated. We are sure that 
you—like Zara—will unearth the ineffi ciencies that af-
fl ict your own business model through a thorough audit. 
Once you’ve identifi ed the decisions associated with them, 
you will be at the very center of the BMI universe, where 
your best opportunities to eliminate the most damaging 
ineffi ciencies are clustered. There will be plenty for you 
to work with.

TAKEAWAYS

Look carefully for the symptoms. Symptoms of ineffi ciencies 
may be apparent to all or may be hiding behind the 
guise of fate, the established way of doing business, or 
other excuses. Question the assumption and don’t let 
any symptoms and pain points escape unnoticed.

Interrogate the symptoms. Symptoms may disguise 
themselves in various forms. Keep questioning till 
you  arrive at the root cause of the pain point and 
can  attribute it to either information or alignment 
ineffi ciency.

H6462.indb   55H6462.indb   55 4/11/14   8:35 AM4/11/14   8:35 AM



The Risk-Driven Business Model

56

Follow the money. The most promising opportunities are 
clustered around ineffi ciencies associated with high-
consequence decisions made with the greatest mis-
alignment between actual and ideal incentives, deci-
sions that are hard to go back on, and decisions that 
involve many known unknowns.
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CHAPTER 3

The What Strategy

Organizations typically fail to recognize that adopting 
a different set of decisions can dramatically transform 
the business model, even if all else remains unchanged. 
Thinking back to the physics of Archimedes’ lever, we 
know that relatively small exertions can produce large re-
sults. For example, consider what happened to the rental-
car business model when Zipcar chose to rent by the hour 
instead of by the day. For Zipcar, a cascade of strategic 
and operational differences fl owed from that choice, but it 
was still fundamentally in the business of renting cars to 
customers who needed them temporarily.

In a different industry, IBM left behind its guise of 
“heavy iron” hardware manufacturer in the mid-1990s 
and remade itself as an IT services provider for the in-
ternet age. Though the company never stopped develop-
ing innovative technologies, it learned to see itself and its 
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customer mission in a new light. Getting to that point re-
quired questioning many of the bedrock assumptions that 
had long guided—some would say calcifi ed—its strategy, 
its culture, and the way it was viewed in the marketplace. 
IBM realized that changing aspects of the way a business 
defi nes itself can lead in surprising new directions.

This chapter is about the decisions that defi ne the prob-
lems your business model most aggressively sets out to 
solve—what the business is about and what its attitudes 
are on questions of risk.

Firms tend to take for granted their foundational deci-
sions, giving little thought to the impact they may have on 
business model ineffi ciencies. Thus, the long-established 
levers that organizations use to achieve their goals persist 
for reasons of historical habit or because they are the natu-
ral, widely accepted practices of a given industry. For in-
stance, the dominant model in the rental-car business is to 
rent for periods of one or more days; and most companies 
use promotions and discounts to push renters to lease by 
the week. Although Avis’s acquisition of Zipcar has yet to 
play out, it may in time initiate a wider questioning of at 
least that element of industry bedrock.

So, if you were to stop and think about it—as you will 
when you conduct your business model audit—you will 
recognize that various levers are at a fi rm’s disposal, each 
imposing dramatically different kinds and degrees of in-
effi ciency. Some trigger a reliance on inadequate infor-
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mation; some create misalignments with respect to the 
organization’s objectives and incentives or to those of its 
customers and channel partners; and still others turn on 
more fundamental aspects of the business, such as its ori-
entation to risk of all types. Is it comfortable embracing 
risky decisions, or does it prefer to eliminate risk from 
consideration as much as possible? No organization, how-
ever, should take on any risk unwittingly. And there may 
be instances when reducing your exposure to information 
and incentive-alignment risks allows you to take on more 
risk in other categories. (Recall, for example, how Zara’s 
ability to delay design-and-assortment decisions allowed it 
to tolerate higher supply-chain costs.)

In the three following sections, we will look at the 
trade-offs associated with choosing what decisions the 
fi rm should be making, primarily with the objective of 
balancing risks with returns. We will therefore show the 
effect on business model performance (in terms of re-
duced ineffi ciencies and enhanced value) that results from 
modifying those key decisions.

First, we will consider how the organization can dra-
matically innovate through focus: deciding either to nar-
row the scope of its activities (perhaps by doing one thing 
exceptionally well) or to make decisions associated with 
minimal information risk (manufacture black socks in-
stead of stylish dresses). Then we will highlight another 
strategy for tilting the business model toward fewer, 
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lower-risk decisions, sometimes with the goal of support-
ing greater risk in other areas. Finally, we will look at 
innovations that hedge the consequences of one decision 
against those of another, with the goal of mitigating their 
information and/or incentive-alignment risks. In this ap-
proach, the goal is to select decisions in such combinations 
as to mutually compensate, rather than amplify, their re-
spective risks, or to creatively pool the decisions of mul-
tiple organizations, thus spreading their risks across mul-
tiple participants.

Focusing the Scope of Key Decisions

As everyone knows, Amazon thrives in large part because 
of a highly effi cient supply chain management strategy 
that allows it to quickly deliver millions of reasonably 
priced products to customers. However, in October 2010, 
Bloomberg Businessweek ran a cover story with the sen-
sationalistic headline, “What Amazon Fears Most.”1 The 
article wasn’t about Google, Facebook, eBay, or some 
other internet titan. The headline ran over a picture of a 
diaper-wearing infant, appropriate because the article pro-
fi led a relatively small New Jersey–based internet start-up 
called Quidsi—Latin for “what if.” Quidsi, cofounded by 
Marc Lore, formerly a student in one of our classes at the 
Wharton School of Business, was best known for its main 
venture, online retailer Diapers.com.
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Unlike Amazon, which diversifi ed aggressively from 
books to become an online retailer of just about every-
thing, Diapers.com was distinctive for its radical embrace 
of focus in choosing what products to carry and hence 
what decisions to make. Internet retailers make many de-
cisions, but most of them are driven by that one funda-
mental choice. Founded in 2005 (while Lore was still a 
student), Diapers.com lived up to its name: it sold only 
baby-care consumables—diapers, wipes, infant formula, 
diaper-rash ointments, talcum powder, and so on. By 
2010, its revenues hit $300 million, and it was far outsell-
ing Amazon in the category. Whether Amazon ($32 bil-
lion in revenues) “feared” Diapers.com is a matter for 
speculation, but the start-up was defi nitely on Amazon’s 
radar. Not long after the Businessweek article, Amazon ac-
quired Quidsi for $550 million. What attracted Amazon’s 
interest was the strength of a business model innovation 
achieved through sharp focus.

Focus affords some unique advantages. For one thing, 
having a narrow product offering reduces the informa-
tion risk associated with deciding questions of assortment 
or selection and demand. Compared to Amazon, Quidsi/
Diapers.com managed relatively few stock-keeping units 
(SKUs). Amazon, on the other hand, prides itself on sell-
ing absolutely everything. It must therefore make myriad 
decisions related to forecasting product demand, selecting 
suppliers, managing inventories, and adjusting prices for 
every single product it sells. The decision pattern  associated 
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with each of these products leads to risks that the company 
must take pains to manage. Among its vast assortment are 
products that differ widely in margins and in the variabil-
ity of customer demand. Products with high margins and 
stable demand provide high returns with low risks; they 
are the most desirable products in Amazon’s portfolio, of-
ten subsidizing other products with higher demand vari-
ability or lower margins. (Even though Amazon began 
life with a single product category, it chose one character-
ized by exceptional breadth and demand variability. But 
compared to early days, it now must manage a risk profi le 
of extraordinary amplitude and diversity.)

The early success of Diapers.com—from zero to 
$300 mil lion in revenues in fi ve years—was achieved be-
cause of, not in spite of, focus. Nonetheless, on the sur-
face, diapers and other baby consumables might appear 
to be a terrible product to sell on the internet. Diapers are 
bulky and expensive to ship. And they have low margin 
because everyone—from convenience stores to Costco—
sells them. Conventional business model thinking, which 
looks only at costs and revenues, would declare diapers 
unsellable online.

But diapers do have a few things going for them. De-
mand is highly predictable; infants pee and poop con-
stantly over an extended period of time. And product va-
riety is quite limited; there are only three or four major 
diaper manufacturers, and diapers come in just a handful 
of sizes. Given that every newly acquired customer will 
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use the product repeatedly for two years or more, you can 
count on—excuse our pun—a solid stream of revenues 
with little or no risk for a long time to come. Conse-
quently, the challenge of predicting demand for diapers is 
orders of magnitude smaller than for most other products. 
As a category, baby-care consumables pose a nearly trivial 
level of information risk. And even though diapers are 
the category’s low-margin “anchor tenant,” the ointments, 
powders, wipes, and other related SKUs drive higher 
margins.

Focus was also a powerful ally in helping Diapers.com 
solve its supply chain issues. Perhaps you have noticed 
the empty space inside many Amazon packages. Such a 
waste! Diapers.com achieves nearly zero packaging waste 
with an order-picking and -packing process assisted by 
robots and software. The Businessweek article notes that 
the company “has specifi ed 23 different sizes of boxes to 
ship in, and has designed a software program that knows 
the dimensions of each ordered product and can fi t them 
into the smallest possible box, which saves on shipping. 
The boxes are automatically made at the warehouse and 
delivered to the pickers by the robots.”2

According to Scott Hilton, another former student of 
ours at Wharton who served as head of supply chain for 
Diapers.com and later as a vice president of operations, 
the degree of risk—from predicting demand to manag-
ing supply chain logistics—was exceptionally low be-
cause of the company’s limited product assortment. Not 
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 surprisingly, risk-driven ineffi ciency proved to be a lot 
lower for focused Quidsi than for a broad generalist like 
Amazon. In its product category, Diapers.com was sev-
eral times more effi cient than Amazon. So it’s no wonder 
Amazon decided to acquire its upstart competitor.

Focusing on a narrowly defi ned set of decisions in or-
der to eliminate multiple information risks can be a very 
power ful type of business model innovation for industries, 
such as retailing, that face many variable risks across a di-
verse assortment of goods. You therefore might not think 
of a hospital as an institution likely to benefi t from the kind 
of sharp focus that helped Diapers.com succeed. But even 
in environments known for the complexity of their activi-
ties, there is room for specialized focus and simplifi cation.

Some interesting health-care (service) innovations have 
been built around the premise that the higher quality and 
effi ciency of a focused service provider trumps the versa-
tility and fl exibility of a general hospital (meaning a non-
specialized institution chartered to serve its patients’ every 
need). Large general hospitals face a wide range of risks 
(some quite distinct from the two types of risk we’ve dis-
cussed so far), the stakes of which are dramatically higher 
than those faced in most other industries. The risks fall 
into four main categories:

• First, there is the purely medical risk of contagion 
associated with the interaction of the many patients 
and procedures that a general hospital handles. 
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For example, infectious patients can kill relatively 
healthy ones. About a hundred thousand people die 
every year in the United States from infections ac-
quired inside the hospital.3 Most of these are spread 
through ventilation systems or caused by improper 
sanitization and disinfecting procedures. Much of 
this risk arises from the decision to service any and 
all patients in the same facility.

• Many information risks result from variable, highly 
unpredictable demand. Emergency rooms, for 
example, can be overwhelmed by fl u epidemics, 
industrial or highway accidents, or multiple gunshot 
victims, all on top of the steady fl ow of uninsured 
patients who come to the ER for routine medical 
care. With the variety of illnesses affl icting patients 
and uncertainty about the service times that each 
will require, it is diffi cult to plan for just enough 
essential resources. There will usually be either 
too much capacity or too little, a clear symptom of 
ineffi ciency.

• Information fl ow in a general hospital can be a chal-
lenge, especially around shift changes, leading to 
characteristic ineffi ciencies. For example, unless 
accurate patient status information is exchanged 
between departing and arriving nurses, elements of 
care can either fall through the cracks or be dupli-
cated needlessly (sometimes dangerously).
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• Finally, incentive-alignment ineffi ciencies some-
times come into play when doctors and others 
make  decisions motivated by reasons other than 
the  patient’s best interest (as we will describe in 
chapter 6).

None of these problems exist at Laastari Lähiklinikka, 
a chain of small Finnish clinics located in shopping malls 
and other densely populated areas. The clinics pursue a 
focused what strategy by treating a limited set of the most 
common illnesses, including allergies, colds, sore throats, 
fl u, and simple infections. They also administer the most 
common vaccinations. Depending on a patient’s needs, 
the fee for a visit might range between €25 and €45 (the 
same services would likely cost €100 at a Finnish general 
hospital). Clinics are open seven days a week, require no 
appointment, and claim to have earned 100 percent cus-
tomer satisfaction.

Patient experiences are more predictable in the clinics, 
where there is lower risk than in a general hospital of com-
ing into contact with virulent infectious diseases. Laastari 
Lähiklinikka saves on labor costs by having nurses, not 
physicians, deliver services; and it saves on infrastructure 
because the clinics don’t need expensive diagnostic equip-
ment. (Patients whose needs go beyond what the clinics 
can provide are, of course, referred to a full-service hos-
pital.) All procedures take ten to fi fteen minutes of pro-
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vider time. This makes workloads predictable and long 
lines unlikely, which in turn enables staff utilization to 
approach its theoretical maximum.

Laastari Lähiklinikka is neither unique nor the fi rst 
such health-care venture to realize the risk-reducing 
benefi ts of focus. The US-based MinuteClinic chain has 
been around since 2000, offering a similar list of limited 
services provided by nurse practitioners or physician as-
sistants at roughly six hundred centers in CVS pharmacy 
stores. According to the latest data, MinuteClinic’s operat-
ing costs were 40 percent to 80 percent lower than in gen-
eral hospitals, yet the entire chain of clinics broke even in 
2010 and has continued to grow (CVS Caremark acquired 
the chain in 2006).4

Focused health-care approaches can do more than ad-
minister vaccines or treat cold and fl u symptoms. A small 
Canadian hospital called Shouldice has done nothing 
but repair abdominal hernias since 1945. Its focus on one 
particular surgery has allowed it to deliver superior qual-
ity at a far lower cost than a general hospital could ever 
achieve. Yet it offers its doctors and nurses higher salaries 
than do other hospitals.5 Although Shouldice is a private 
hospital in the mainly government-run Canadian medical 
system, the government happily pays for Shouldice surger-
ies because they are less expensive than elsewhere. And 
there is a steady stream of cash-paying US patients who 
are regularly drawn to Canada by Shouldice’s reputation 
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for quality. (Shouldice, after seventy years on its own, was 
acquired in September 2012 by Toronto-based Centric 
Health.)

Since hernias are neither life threatening nor thought 
to be especially complicated, they are often performed 
by general surgeons. However, since Shouldice operates 
only on hernias, over time it has perfected a quick and 
effi cient production-line approach. There is just one ba-
sic procedure, and Shouldice has standardized it the way 
Ford standardized automobile assembly a hundred years 
ago. Moreover, because each doctor performs hundreds 
of procedures every year, individual surgeons attain high 
profi ciency very quickly. The quality of patient outcomes 
is consequently also high, with customer satisfaction to 
match.

Hernia repair is far from being the most complicated 
procedure a focused hospital can perform. In 2011, The 
Economist honored Indian cardiac surgeon Devi Shetty 
with an award in the fi eld of business process innovation. 
The award cited Shetty’s Narayana Hrudayalaya Hos-
pital in Bangalore for “reducing health-care costs using 
mass-production techniques. His hospital performs more 
heart operations at a lower cost and a lower mortality rate 
than leading American hospitals.” 6 Narayana Hrudaya-
laya employs forty-two cardiac surgeons who do more 
than three thousand bypass surgeries per year, along with 
many other less demanding cardiac procedures. Shetty, 
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like Shouldice, drew inspiration from automobile assem-
bly lines. “Japanese companies reinvented the process of 
making cars,” Shetty told the Wall Street Journal. “That’s 
what we’re doing in healthcare. What healthcare needs is 
process innovation, not product innovation.”7

We are not suggesting that general hospitals are a thing 
of the past. Many patients suffer from a number of ail-
ments in combination and are best served by large, multi-
specialty institutions. Moreover, as we will discuss in chap-
ter 6, not all BMI initiatives in health care are necessarily 
driven toward focus. But focus can be a powerful strategic 
lever in any number of industries.

For example, many law fi rms focus on particular legal 
specialties, from criminal law to trusts and estates. In the 
aviation industry, airlines have reaped the benefi ts of focus 
by appealing to distinct customer segments: price- sensitive 
family leisure travelers (AirTran); price- insensitive busi-
ness travelers (the major US legacy carriers) and high-end 
leisure travelers (Singapore Airlines, for one); and an in-
ternational youth market that wants both value and style 
(Virgin Atlantic, JetBlue). In the ancient history of the 
fast-food business, the founders of White Castle and Mc-
Donald’s saw an advantage in focusing on what, at the 
time, was an unusually limited menu of items. In all of 
these cases, a change to the decision pattern reduced the 
complexity of decision making and eliminated some of 
the risks the businesses faced.
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Taken together, focused business models work best 
when they appeal to distinct market segments, each pre-
senting different sets of interests and risks that cannot be 
easily or effectively addressed by a single business model 
serving all segments. Consequently, if yours is a business 
that serves highly diverse segments, it may be best to sub-
divide one business model into multiples. That allows you 
to more sharply focus the what of your decisions to pursue 
an opportunity to become—as Shouldice has—the most 
effi cient model for the targeted segment. And, as you have 
seen, focused approaches enable you to go all in on a single 
segment (hernia sufferers) or product set (baby-care con-
sumables), achieving far higher certainty about customers’ 
needs and wants through reduced information risk and 
more predictable demand. (Amazon, having acquired on-
line shoe and apparel retailer Zappos as well as Quidsi, 
has wisely allowed its focused acquisitions to operate with 
considerable autonomy in serving their segments. You 

CAVEATS:  You must be mindful that narrow focus can leave a 

fi rm vulnerable to other kinds of risks. With all or most of your 

eggs in one basket, a single sudden change in the environment 

could wreak havoc. Imagine what would happen to Shouldice 

if a pill that treated hernias were to be introduced tomorrow. If 

such an admittedly far-fetched breakthrough occurred, Shoul-

dice would be devastated. However, the general hospital would 

be safely hedged by its widely diversifi ed nature.
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might think of this as Amazon’s virtual version of busi-
ness model subdivision.)

We turn now from focus to a different what modifi ca-
tion that nonetheless achieves some of the same benefi ts: 
identifying key commonalities among customer segments 
in order to reduce the number of decisions you must make 
and their consequent impact on risk.

What Beetles and Bugattis Share

As we just saw, reducing the scope of risk-creating deci-
sions that an organization must make is a potent way to 
build a successful new business model. But the downside 
is that the company must rely on a single product, service, 
or customer segment. Focus may also exclude key cus-
tomer needs (say you have both a hernia and a torn knee 
ligament, both from lifting a piano, or you would like to 
buy both diapers and beer, a rather natural combination). 
How, then, can you reduce the number of risky decisions 
you make while still successfully serving the needs of mul-
tiple segments?

The case of Volkswagen offers an interesting example. 
It may have escaped your notice that Volkswagen quietly 
passed both General Motors and Toyota in 2011 to be-
come the largest automobile company in the world.8 So 
what is its secret?
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Because investments in labor, materials, plants, and 
equipment are so high, automakers feel information risk 
intensely. Likewise, competition in the automotive indus-
try is fi erce, and global manufacturers must tackle a num-
ber of mounting problems that add further uncertainty to 
their business models: 

• Unstable demand caused by rising gas prices and 
other economic disruptions.

• An infl ux of new competitors from emerging 
economies.

• Growing pressure from governments to produce 
greener, more effi cient vehicles. 

While the big three US auto companies have all re-
cently endured challenging times, Volkswagen has done 
very well indeed. Its success is all the more remarkable 
when you realize that VW manufactures 245 different 
car models marketed under 10 brand names. Across this 
mix, VW’s brands differ dramatically in price and market 
niche, from the relatively low-cost Volkswagen SEAT to 
extraordinarily expensive Bugattis and Bentleys.

Volkswagen has always been highly successful in its 
home region of Western Europe. But now it is also a best-
selling manufacturer in China and South America. And 
its sales grew a whopping 30 percent in the United States 
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in 2012 (as of this writing). While no single reason can ac-
count for its performance, we would nominate the careful, 
centralized risk management approach that VW applies 
to its very complex business model. Within a huge global 
business, it has managed to develop an effi cient discipline 
for reducing the number of decisions in an especially com-
plicated organization.

Predicting demand for existing cars is hard enough; 
predicting demand for the cars of future model years is 
all but impossible. It is easy to make a very costly mis-
take by betting money on something that does not sell 
as  anticipated. In the automotive industry, such mistakes 
are extremely expensive: factories and tooling cost hun-
dreds of millions of dollars, and unionized labor is paid 
whether or not there is demand for the car (though a lack 
of demand can, of course, lead to lower production, fewer 
daily shifts, and eventual layoffs). What Volkswagen did 
was lower the information risk of unpredictable demand 
by focusing engineering ingenuity on using many of the 
same basic parts in multiple cars, even cars of different 
brands.

In a strategy known as both “platform sharing” and 
“component commonality,” decisions are modifi ed so that 
demand for individual components becomes stable because 
the information risks associated with predicting demand 
for any one car are distributed across multiple  models 
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and brands. It is far easier to predict aggregate demand 
for dozens of components than for thousands. Although 
the number of products the organization offers remains 
unchanged, the number of underlying decisions—and 
their associated risks—is reduced tremendously. Just as 
Lego allows you to create endless variations from a few 
basic shapes, Volkswagen builds many cars from a few ba-
sic platforms. Platform sharing thus became the new what 
that helped reduce the potential for information inef-
fi ciencies caused by VW’s broad portfolio of brands and 
selections.

Executing such a strategy would be a relatively easy 
task if all the cars for which components are common 
also look and feel the same. But that’s not what Volks-
wagen wanted, for it would have been a recipe for di-
saster. Few readers are likely to remember a 1983 cover 
of Fortune showing four different GM car makes, from 
low-end Chevrolet to high-end Cadillac. All four looked 
roughly identical because of common parts, frames, and 
body styles (a cookie-cutter impression that was further 
enhanced by the pictured cars’ identical paint jobs). Tak-
ing a lesson from the GM experience, Volkswagen made 
sure that its use of common components would be imper-
ceptible to customers. It thus put distinctive bodies on the 
different car platforms, while also including a number of 
common components out of sight.
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Depending on whether you pay a premium price for 
an Audi A6 or a lot less for a Volkswagen Jetta, the fact 
that they share some innards may seem either brilliant or 
a rip-off. But it makes for a tremendously profi table busi-
ness model. Among smaller vehicles (of which VW sells 
seven million per year), it installs common transmissions, 
steering assemblies, front axles, and air-conditioning and 
ventilation systems. Together, these components account for 
60 percent of the cost of each car. VW has a similar modu-
larization program for its less numerous larger vehicles.

Reducing the scope of decisions about component op-
tions is not the only way automakers have innovated their 
business models. Manufacturing logistics can also be a lever 
to gain greater production fl exibility under conditions that 
are both highly variable and dangerously unpredictable.

US automakers traditionally built factories designed to 
produce only one model of car. For years, this was a rea-
sonable approach because the number of models in the 
market was quite limited. The life span of an auto fac-
tory is from twenty-fi ve to forty years. When any new fac-
tory is planned, there is obviously high information risk 
around the likely long-term demand for particular car 
models. When the supply of one model exceeds demand, 
you would expect the factory to cut production. However, 
a plant’s considerable fi xed expenses cause the car’s per-
unit cost to balloon when volume drops. Based on their 
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incentives, plant managers are motivated to keep per-
unit cost down, keeping volume up, notwithstanding the 
low demand. This fl oods the market with a surplus that 
quickly leads to deep discounting. (In all, this is a classic 
incentive-alignment risk.)

Plants can, of course, retool to produce something dif-
ferent, but retooling typically idles a plant for as long as 
six months, and the cost is quite high: in 2009, Ford spent 
$550 million to retool a Michigan plant, which formerly 
manufactured SUVs, to produce the new Ford Focus.

Wouldn’t it instead make sense to build facilities that 
are more fl exible in the fi rst place? Japanese manufac-
turers were pioneers in doing this: designing factories 
able to produce multiple cars alongside each other on the 
same production lines. The advantage of such fl exibility 
is the ability to switch production from a model in low 
demand to one that is selling briskly. While fl exible plants 
are more expensive to build, they minimize the far more 
costly risk of excess demand or supply. A manufacturer 
can save billions of dollars down the road on lower dis-
counts, lower inventory carrying costs, and lower overtime 
compensation—all of which are the familiar pain points 
of auto industry information risk. Well before US auto-
makers caught on, this strategy helped Japanese automak-
ers become so dominant in their heyday. More recently, 
their US rivals began investing heavily in manufacturing 
fl exibility.9
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CAVEATS:  It is important to note that, under most circum-

stances, it costs more to create a decision pattern with fewer 

consequences. Flexible production facilities are naturally more 

expensive to build. Likewise, common components cost VW 

more to produce because they must be engineered for an unusu-

ally wide range of performance demands across different makes 

and models. As you would expect, there are important risk- 

return calculations to be made before enabling such variability.

 A further caveat is that identifying commonalities among dif-

ferent segments of the market and reducing the number of as-

sociated decisions will work best when the demand from those 

segments is not too correlated—meaning that they will not all 

experience their highs and lows simultaneously—and the cost 

of establishing fl exible designs and production technologies is 

not too high. 

Hedging Your Decisions

A third approach to what innovation is to hedge decisions 
so that they compensate each other’s risks. Just as fi nancial 
institutions create portfolios of investments that, when as-
sembled shrewdly, hedge each other’s risks, other kinds 
of businesses can select the decisions they make so as to 
reduce the overall riskiness of the business model.

The decision to purchase a plane is invariably made in 
the face of information risk. There is always considerable 
uncertainty about passenger demand, which  fl uctuates 
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based on circumstances that are sometimes beyond 
any airline’s control. On average, airlines fi ll only about 
70 percent of their seats. This problem is largely respon-
sible for the general unprofi tability of the entire industry. 
The bright spots are usually found among airlines such 
as Southwest in the United States, Ryanair in the United 
Kingdom, or Jetstar in Australia, each of which has in-
novated its business model by focusing on a standardized 
service approach. All three, for example, eliminate deci-
sions and reduce risk by selecting a single cabin confi gura-
tion and a single aircraft type.

There is, however, another well-performing business 
model exemplifi ed by Chile’s LAN Airlines.10 LAN pros-
pers in part by creating hedging options for itself. Al-
though doing this effectively increases the number of de-
cisions LAN must make, it does so in a risk-reducing way: 
the selected decisions compensate for each other’s risks.

Like many powerful business model innovations, 
LAN’s hedging strategy is quite simple. Most passenger 
airlines steer clear of the cargo business. Typical US leg-
acy airlines (US Airways/American, Delta, and United/
Continental) derive no more than 5 percent of their rev-
enues from cargo. Even the few airlines that operate high- 
volume passenger and cargo services tend to keep them 
separate (different planes, routes, and schedules). But 
LAN uses the same wide-body passenger planes, fl ying 
international routes, to mix passengers and cargo. Interna-
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tional fl ights often have infl exible schedules that require 
planes to wait on the ground for extended periods before 
departing. (Almost all travel from the Americas to Europe 
is on overnight fl ights.) LAN turns this wait time into an 
ancillary revenue opportunity. During the day, in addi-
tion to carrying passengers, it becomes a regional cargo 
operation, delivering time-sensitive shipments—fresh 
salmon and other perishables from South America to Eu-
rope, and expensive electronics in the other direction. A 
plane to Santiago that has picked up a load of cargo in 
Europe has time to deliver it to other Chilean cities before 
returning to Santiago in time for its next overnight fl ight, 
likewise loaded with cargo and passengers for European 
destinations.

This approach makes sense for several reasons, all of 
which boil down to reducing the information risk that 
drives underutilized capacity. This ineffi ciency exists be-
cause airlines make capacity decisions infrequently—by 
ordering new airplanes—and such decisions are hard to 
reverse. High demand volatility leaves airlines vulnerable 
to periods of over- and underutilized capacity, with harsh 
effects on revenue.

Diversifi cation of revenue streams mitigates the revenue- 
related risks. Hedging passengers with cargo works well 
because their respective demand curves rarely rise or fall 
in concert, meaning that information risks are felt less 
acutely when one or the other of the revenue streams dips. 
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Moreover, the option of carrying cargo allows the airline 
to fl y profi tably with fewer passengers. Thus it can afford 
to serve destinations that would be unattractive without a 
“subsidy” from the cargo business. That, in turn, allows 
LAN to economically fl y new routes and expand its pres-
ence to cities that other airlines avoid, a further example 
of how reducing risk in one area can support adding it 
in another. Even though managing diversifi ed revenue 
streams increases the number of decisions LAN makes, 
it coordinates those decisions such that each compensates 
for the other’s risks.

Other BMI hedging approaches are more about pool-
ing decisions than pairing them. Consider, for example, 
commercial maritime shipping. It is a tricky business 
characterized by huge cyclicality that is almost always 
caused by events beyond shipping companies’ control. For 
ship owners, an unregulated market of freight transporta-
tion is riddled with risks related to fl uctuating demand 
and prices. In the oil-shipping sector, the price of crude is 
a key driver of demand and volume. An especially warm 
or cold winter will either depress or stimulate demand. 
Likewise, disruptions to refi nery capacity will leave some 
percentage of ships sitting empty. The recent emergence 
of commercial shipping pools is a way of spreading out the 
risks. Tankers International LLC (TI) is one of a number 
of companies that offer the owners of tanker fl eets and 
their customers an option to hedge decisions.11
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Tankers International (TI) has assembled a pool of 
tankers from member tanker owners and operators and 
provides management services for the vessels in the pool 
(all are from the largest classes of crude oil carriers). 
Members of the pool share equitably in the demand that 
Tankers International receives. This reduces the impact 
of low- demand periods on any single tanker company. TI 
maximizes each vessel’s capacity by, for example, arranging 
so-called “backhaul” loads, so that a ship delivering cargo 
to its destination can either reload there or at the next near-
est port where a new cargo can be picked up. That way, 
ships spend less time empty. And when the time comes to 
invest in an expensive new ship, member tanker owners 
can place their orders with greater certainty that the pool 
will help spread out the risk and deliver steady demand.

For customers, access to a large pool of tankers ensures 
that at least one vessel will have suffi cient capacity when 
the need arises. TI also acts as a logistics partner for some 
of its largest customers, providing tools that help them 
manage their shipping activities and inventories.

While the pool approach to matching supply with de-
mand reduces informational risks, it might also give rise 
to potential incentive-alignment risks. Ship owners need 
to have an attractive incentive to commit their vessels to 
the pool and make the aggregate capacity available to 
customers. Otherwise, there would be no reason to join. 
Tankers International innovates around this risk through 
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a novel system of pool points, allotted to each vessel ac-
cording to a formula based on its carrying capacity, speed, 
and expenses, as measured against a reference voyage.12 
The idea is to ensure that each member of the pool re-
ceives a fair share of revenues—neither so big that other 
ship owners feel cheated nor so small that the company 
declines to join the pool.13

What is interesting about the pool concept is its power 
to attract members who under most circumstances would 
consider themselves fi erce competitors. However, the vola-
tile nature of the competitive environment is such that a 
business model that provides a hedge against sharp fl uc-
tuations, and the ineffi ciencies they cause, can make com-
petitors comfortable enough to share in the rewards that 
come from cooperating.

A now-familiar arrangement similar in spirit to tanker 
pools emerged in the 1990s in the high-tech industry in 
the form of electronics contract manufacturing.14 Some of 
today’s largest contract manufacturers are the muscle be-
hind well-known brands, most notably Apple. But their 
main value is in serving small fi rms trying to lower the 
risk of bringing new products to market. Demand for 
electronic products is extremely volatile, and many prod-
ucts are short-lived. A small electronics company makes a 
risky commitment when it builds a manufacturing facil-
ity and hires workers. What if demand for the product 
dwindles quickly or never materializes in the fi rst place? 
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Contract manufacturers are able to pool the demand from 
numerous small electronics vendors and make products to 
their specifi cations. In this way, they can hedge the deci-
sions of many original equipment manufacturers (OEMs) 
against one another, driving risk far lower than that which 
an individual company would face.

TAKEAWAYS

 Determining what decisions to select in designing 
business models is usually the dominant driver of their 
risks and ineffi ciencies. Nonetheless, organizations 

CAVEATS:  Not all hedging plays are created equal. Ideally, an 

organization should strive to fi nd decisions for which the risks 

fully counterbalance each other. For instance, a fi rm that seeks 

to sell two products would choose them so that their demand 

fl uctuations are negatively correlated (as a statistician might 

put it), meaning that demand would be high for one when it 

was low for the other.15 Or a maker of seasonal products could 

seek a hedge allowing it to sell year-round and defy traditional 

cyclicality. For example, a manufacturer of ski apparel hedges 

sales in North America with sales in South America, where the 

seasons are opposite. Overall demand stays fairly constant, and 

the required production capacity bears lower information risk. 

However, if events in the environment were to change the nature 

of the risks (a worldwide recession, perhaps), demand could 

become positively correlated, making the hedge less effective.
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often take these foundational decisions for granted. A 
few simple rules apply when reinventing the business 
model by modifying what it defi nes as important:

Balance focus with fl exibility. The so-called Pareto princi-
ple applies here: 20 percent of your products or services 
account for 80 percent of your risks. Eliminate just a 
few, and the business model will improve dispropor-
tionately. If, like Amazon, a wide product and service 
offering is part of your value proposition, try to make 
sure you have enough steady volume and higher mar-
gin products to offset your higher-risk offerings.

Reduce the number of decisions. It’s possible to reduce the 
number of decisions in your business model with-
out reducing your product or service offerings. Like 
Volkswagen, you can “Lego-ize” a certain number of 
key components and share them across platforms. Or 
you might invest a little more in facilities equipped 
to fl exibly manufacture different products. Either 
way, the risks of managing broad or complex product 
lines, subject to volatile demand, can be effectively 
mitigated.

Hedge decisions against one another. Business risks arising 
from different decisions seldom rise and fall synchro-
nously. As LAN and other fi rms have learned, you can 
leverage complementary decisions to build a portfolio 
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of risks that hold each other in check, balance demand 
fl uctuations, and optimize capacity (making labor and 
facilities more consistently productive). Sometimes 
you can also hedge by pooling resources with other 
companies.

What Innovation in Action: The Housekeeping Industry

Consider an individual or an organization providing resi-
dential housekeeping services (maid services). The service 
provider typically spends almost 20 percent to 30 percent 
of her workday commuting between different work loca-
tions. The provider must either carry heavy commercial 
equipment and cleaning products from one service loca-
tion to another or use different small-scale equipment at 
each location, further slowing him or her down. Finally, 
there is a setup at each location (drive, change clothes, and 
so on). What if the provider changed what market she 
serves? Instead of providing cleaning services to residents 
in a catchment area that is typically a few square miles, 
it focuses on providing cleaning services to a hyper-local 
market—the residents of just one building or one block. 
Citruz-Up, a start-up conceptualized by some recent par-
ticipants in one of our innovation programs, is dreaming 
of doing exactly that. Citruz-Up will provide cleaning 
services at a 30 percent discount to the prevailing fee to 
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residents of any building or block if more than a speci-
fi ed number of residents sign up to use the service. Not 
only will the services be cheaper, but there is no minimum 
number of hours to be booked, customers do not need to 
provide equipment and consumables, and they can also 
use multiple value-added services, such as getting their 
fridge stocked with simple consumables, getting their toi-
let paper refreshed, and so on. How will Citruz-Up man-
age to provide such hotel-quality housekeeping services 
at a lower cost? By innovating what market the provider 
serves—a focused hyper-local market that eliminates all 
the ineffi ciencies associated with commuting, using effi -
cient standardized equipment that the provider can easily 
carry from one service location to the adjacent next service 
location, and by having a consolidated stock of consum-
ables at the service location—exactly what housekeeping 
in a hotel does.
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CHAPTER 4

The When Strategy

The cliché gets it almost right: timing is everything. Ac-
tually, timing and sequence are everything. Determining 
when you must make key business model decisions and 
the order in which they are arranged, relative to one an-
other, is crucially important to your business model’s per-
formance and to the value it creates (or destroys). So if you 
modify the decision pattern to change the absolute timing 
of key decisions and/or the way they interrelate, you can 
produce powerful business model innovations.

As we have already seen with Zara, managers, when 
given enough time, acquire more and better information 
about the consequences of their decisions. For instance, 
most business forecasts become increasingly accurate as 
managers learn more about the business environment. 
The ability to predict customer preferences and  subsequent 
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 demand is clearly optimized the longer you can wait be-
fore producing goods for sale.

Moreover, the sequence in which managers make their 
decisions will infl uence the consequences of those that are 
made earlier or later, whether within a single fi rm, a value 
chain, or an industry. In a value chain, for example, one 
party’s prior decision will powerfully affect the trade-offs 
inherent in the subsequent decisions of other value-chain 
participants, as we saw with Blockbuster. VHS tapes that 
movie studios priced at $65 apiece meant that Blockbuster 
would order far fewer tapes than was optimal for its busi-
ness model. Likewise, when an aggressive fi rst-mover in-
novation changes the game in a particular industry, the 
strength of the innovator’s advantage derives partly from 
the degree to which followers are deprived of fl exibility in 
deciding how to respond.

The key to changing the when of the business model 
is to identify the organization’s key decisions and un-
derstand when information adequate to make them be-
comes available at acceptably low risk. More often than 
not, however, organizations make key decisions without 
adequate information in hand. This problem accounts for 
ineffi ciencies that are apparent everywhere, revealing the 
low-information bets so many businesses make on prod-
ucts that badly miss the market—unread books, unsold 
computers, unwanted garments, unseen movies, unsold 
cars. Thus, any organization that can move decision mak-
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ing closer to the availability of better information stands 
to profi t handsomely. Likewise, you may fi nd it equally 
rewarding (or a necessary complement) to reshuffl e the 
decision pattern by changing the order in which decisions 
are made; often some combination of closing the informa-
tion gap and changing the decision sequence will produce 
the optimal business model innovation.

We have identifi ed three different approaches you might 
use, depending on the circumstances, to innovate the 
when aspect of key business model decisions. We look fi rst 
at changing the timing of decisions to postpone them to as 
late in the process as possible (or, in the most radical cases, 
until whenever). Next we show how you might change the 
sequence of decisions while leaving the time frame intact. 
For instance, some fi rms don’t have the option of chang-
ing the time frame by which they operate, but they can 
shuffl e the decision-making order so as to delay invest-
ment commitments—and mitigate risk—until pertinent 
information is known. Our third strategy involves splitting 
decisions into stages in order to obtain increasingly refi ned 
information before the decision is fi nalized.

Delaying Decisions to Gain Maximum Flexibility

As we saw earlier in the case of Zara, the fast-fashion 
model shifts the design and assortment decision to a later 

H6462.indb   89H6462.indb   89 4/11/14   8:35 AM4/11/14   8:35 AM



The Risk-Driven Business Model

90

point in the cycle. Another manifestation of the same idea 
is the widely used strategy of production postponement.1 
Benetton, Hewlett-Packard, and Campbell Soup have all 
employed this approach. Using postponement strategy in 
your business model delays product-differentiation deci-
sions until the last possible moment. Benetton originally 
innovated its business model to address information inef-
fi ciencies in the production of sweaters. The traditional 
process involves fi rst dyeing the yarn, then knitting it into 
sweaters, and subsequently selling them through the re-
tail network. The knitting process typically takes as long 
as sixty days to complete. Benetton improved its business 
model simply by postponing the dyeing process.

In the new approach, Benetton fi rst knitted undyed 
yarn into different sweater styles (see fi gure 4-1). Cru-
cially, however, it delayed dyeing the garments in different 
colors. This gave it an extra sixty days or more in which to 
gather market intelligence that could improve its bets on 
which colors would likely sell best. By changing the when 
of its key differentiation (color) decisions, Benetton was 
able to improve the business model so as to reduce associ-
ated information ineffi ciencies.

Time affects all areas of business operation. For exam-
ple, price setting is among the most important decisions 
in many companies’ business models. But making pricing 
decisions far ahead of the selling season increases the like-
lihood that prices will be set ineffi ciently—either too low 
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Postponement at Benetton

or too high. An alternative to becoming time’s hostage in 
setting prices is to make it your ultimate ally by building 
a model that allows price to be fl exibly adaptable to new 
information.

Airlines were among the fi rst US industries to devise 
a BMI solution to this challenge. Once the airlines were 
deregulated, in 1978, they were free to set whatever prices 
they wanted. This soon led to the emergence of dynamic 
pricing as a powerful tool to deal with information inef-
fi ciency. Predicting demand for airplane seats is especially 
diffi cult because demand on any given route is highly con-
tingent on economic conditions and can vary by the time 
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of the day, day of the week, or week of the month. An 
airplane seat is a perishable commodity; empty seats on 
a plane today have no value whatsoever tomorrow. Air-
line capacity and staffi ng levels, on the other hand, are 
relatively fi xed. High variability plus high fi xed costs are a 
bad combination, increasing the likelihood of information 
ineffi ciencies.

American Airlines is credited with having pioneered 
the practice whereby prices could be changed at any time 
depending on updated information about customer de-
mand. It might be more accurate to say that American 
invented an IT system—known as Sabre—that made 
it relatively easy to change prices quickly by factoring 
in new information. (American spun off Sabre in 2000. 
Among its offerings is a service that helps client fi rms set 
prices more effi ciently.) Though every airline now has 
something comparable to Sabre, at the time it was one of 
the earliest examples of using IT to capture a sustainable 
competitive advantage. Suppose, for example, that on a 
Sunday, the Toronto Blue Jays beat the Baltimore Orioles 
to clinch a spot in the World Series, and need to travel 
to St. Louis on Wednesday for the opening game against 
the Cardinals. Suddenly, Toronto fans are scrambling for 
tickets to St. Louis. Fares rise sharply between the two 
cities (or to either city from other US airports), and fall 
for fl ights to Baltimore. This is dynamic pricing in action.

The ability to price dynamically changed the airline 
industry forever, allowing airlines to revise earlier pricing 

H6462.indb   92H6462.indb   92 4/11/14   8:35 AM4/11/14   8:35 AM



The When Strategy

93

decisions on the fl y, as better information became avail-
able. American Airlines was well positioned to innovate 
through Sabre (which originally stood for Semi-Automated 
Business Research Environment) because it had pioneered 
a pre-internet global reservation system (for use by travel 
agents) that compiled a large database of information on 
worldwide fl ights, reservations, and passengers. This was 
the germ of what ultimately began the when-driven trans-
formation of the airline industry. Prices no longer had to be 
set only once, well in advance; they could be set and reset 
as often as needed to refl ect real-time demand fl uctuations. 
That is why, on any given fl ight, there are tremendous vari-
ations from passenger to passenger—even within the same 
seating class—in the price each has actually paid to fl y.

More and more industries have come to realize that set-
ting prices once and never changing them results in huge 
information ineffi ciencies. Internet retailers now change 
prices daily, often hourly, and multiple websites—includ-
ing Pricespider.com, CamelCamelCamel.com, Nextag.
com, and Decide.com—aggregate and use this informa-
tion to help buyers fi nd the best bargains among retailers’ 
increasingly complex pricing schemes.2 Online retailers 
are not alone in their ability to combat information inef-
fi ciency by changing prices. Kohl’s was among the fi rst 
to equip its stores with digital price tags, which can be 
adjusted remotely in response to fl uctuating demand.

It’s even possible to go beyond broad demand trends. 
No matter how often you change prices, they still apply to 
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all your customers. But what if you could delay quoting 
a price until you knew enough about the individual cus-
tomer to make the best possible decision? The casino and 
hospitality company Caesars Entertainment (acquired by 
Harrah’s Entertainment in 2005) uses a sophisticated data-
base compiled through Caesars’ Total Rewards loyalty pro-
gram. When a repeat customer calls to make a reservation, 
the agent asks for his Total Rewards number, which links 
to detailed information about the customer’s gambling 
habits (including average bet size) and hence the profi t he 
is likely to bring to the casino.3 Depending on the Total 
Rewards profi le, the customer may hear anything from 
“Sorry, all rooms are booked” to “You’re in luck! We are 
happy to offer you a complimentary stay in our Presiden-
tial Suite!” In this case, the booking and pricing decisions 
are entirely contingent on individual customer informa-
tion. And Caesars, by setting aside premium rooms for its 
most profi table clients, dramatically increases its revenues.4

To an extent, this sort of big-data and analytics-driven 
real-time fl exibility may seem unfair in the way it rewards 
some customers while penalizing others, but it is increas-
ingly common in business models. Amazon and other on-
line retailers have been known to vary prices based on an 
individual customer’s historical price tolerance. The gam-
bit is simply a more sophisticated variant of the deft ne-
gotiation tactics of salespeople in auto dealerships, as they 
size up car buyers and put them in crude buckets: hard 
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bargainers, recreational hagglers, the cost-insensitive, and 
the overcommitted easy marks.

Changing the Decision Sequence: 
Revolution through Competition

On October 4, 2004, SpaceShipOne rocketed into his-
tory, becoming the fi rst private manned spacecraft to soar 
higher than 328,000 feet twice within a two-week pe-
riod. No longer was space fl ight the exclusive province of 
government. A new private industry was born, and the 

CAVEATS:  Naturally, the ability to exploit a strategy of post-

poning decisions until information becomes available relies on 

the assumption that we learn important new information over 

time and that the organization is fl exible enough to act on it. In 

the case of Benetton, postponement reduces information risk, 

but it may also increase supply chain complexity. For airlines 

and gaming casinos, fl exibility is achieved through signifi cant 

investments over time in sophisticated IT systems that collect 

and analyze big data. Some businesses will conclude that the 

costs of fl exibility trump the reduction in risk. Consequently, the 

BMI template of delaying decisions works best when the gains 

from better information are higher than the costs of creating 

fl exibility in the system. In particular, this is likely to be the 

case where products are modular in nature and can be made 

relatively quickly, and when the uncertainty around market con-

ditions is high.
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project—led by aerospace designer Burt Rutan and soft-
ware billionaire Paul Allen—won the $10 million Ansari 
X Prize, the bounty offered to the fi rst nongovernment 
entity to complete two successful round trips into space 
within fourteen days.5 (Creation of the X Prize was in-
spired by the $25,000 Orteig Prize, offered to the fi rst per-
son to fl y nonstop from New York to Paris. It led, in 1927, 
to Charles Lindbergh’s landmark transatlantic fl ight, an 
achievement that provided momentum for the worldwide 
development of commercial aviation.)

Most product development efforts begin with a pro-
posed new technology for the development of which 
investments are raised. If, after initial investments, the 
technology proves to be a dud, then it’s back to a drawing 
board. But the X Prize switched the order of decisions: 
would-be competitors fi rst invested in developing the 
technologies required for nongovernment manned space 
fl ight. Only after the superior competitor proved its wor-
thiness was the real investment made to further develop 
the winning approach.

Changing the decision-making sequence shifted the 
risks of development to the more than two dozen X Prize 
competitors, increasing the likelihood that a workable 
solution would emerge. A traditional top-down process 
would have involved soliciting proposals, evaluating their 
dry prose and the proponents’ respective track records, 
and trying as best as possible to pick a winner from among 
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the competing proposals’ claims and technical approaches. 
A bottom-up effort, on the other hand, places no bets on a 
winning technology or team. Instead, it triggers a contest 
that delivers a proven winner before any serious money is 
committed; only the winning team is paid. The $10 mil-
lion purse can be thought of as a relatively low entry price 
for a working prototype ready for commercialization 
(Paul Allen reportedly invested $25 million to develop 
SpaceShipOne).

This extraordinary reduction of risk is achieved simply 
by changing the sequence of decisions: from investment 
fi rst, performance after to performance fi rst, investment after. 
In the latter case, certainty replaces speculation, and the 
size of the prize is the carrot to persuade other parties to 
accept the burden of development risk.

More carrots are appearing in the open-innovation space. 
In the spirit of the X Prize, other types of  incentive-based 
competition have become part of the corporate main-
stream with the growth of open-innovation marketplaces 
created by such fi rms as InnoCentive and Hypios.6 They 
offer rigorous approaches to helping their clients benefi t 
from access to a global pool of innovative problem solvers 
from a range of disciplines. InnoCentive was launched in 
2001 as a division of Eli Lilly and was spun out in 2005. 
Hypios is a European start-up launched in 2008 (one of 
the authors has advised the fi rm). Numerous other ven-
tures have jumped into this space, including 99designs.
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com, which serves graphic design needs, and Rentacoder.
com and Topcoder, which run contests around software 
development challenges, and so on.

Open-innovation fi rms offer clients (seekers) a secure 
website on which to formulate and publish R&D problems 
to a global freelance community of qualifi ed engineer-
ing, product-design, and scientifi c solvers. The fi rms help 
seekers defi ne their problems with enough specifi city to 
engage the interest of an appropriately skilled subset of 
solvers. Seekers offer monetary rewards for the right so-
lutions (sometimes more than one may be selected), and 
solvers compete to develop the best solution and win the 
rewards. Problems might range from the chemical syn-
thesis of a specifi c molecule to designing the look and feel 
of a new product.

To see why competitions are effective, consider how 
research-intensive fi rms typically operate. Most employ 
armies of experts to help them develop new technology or 
products. These experts have specialized knowledge and 
are often highly compensated. Each, in effect, is a specifi c 
type of asset with a very high fi xed cost. Research is risky 
by its nature; the return from the work of your assembled 
experts is never easy to predict. Moreover, technological, 
environmental, and other types of disruptive change can 
force a fi rm to shift the focus of its R&D portfolio, sud-
denly rendering many of its experts’ various specialties ob-
solete. The combination of high specialization, high cost, 
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and a high rate of environmental fl ux makes the innova-
tion function in many companies a huge source of infor-
mation ineffi ciency yielding uncertain utility and returns.

Both Hypios and InnoCentive have hundreds of thou-
sands of solvers within their freelance networks whose ex-
pertise is diverse enough that some will almost certainly 
possess skills that are relevant to any client’s posted prob-
lem. It then falls to the client to evaluate solvers’ solutions 
and select the most promising. While not all solvers neces-
sarily deliver fully developed solutions, all are motivated 
to unambiguously demonstrate their solutions’ feasibility 
and performance. The lever of certainty in this approach 
goes beyond the traditional response to a request for pro-
posal (RFP). Seekers may not always get a satisfactory 
solution, but they will get a clear picture of each solver’s 
capabilities. And the fi rms serve an intermediary role 
in helping seekers continuously clarify the problem and 
pushing solvers toward more-relevant solutions.

In almost all instances, contests (sometimes called 
“tournaments”) are a more effi cient mechanism for choos-
ing among many risky options when it is hard to predict 
which would be most successful. The traditional sequence 
of events when solving any technological challenge is for 
the organization to: (1) select the most promising technol-
ogy, design, or individual; (2) invest signifi cant resources 
in developing the technology (or training the individual 
scientist, engineer, or designer); and (3) after what is often 
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Comparing decision sequences: traditional problem 
 solving versus tournaments

a long genesis, learn the results of its selection and invest-
ment when the new product’s performance is revealed. As 
countless businesses can attest, innovations produced in 
this sequence often fail to perform as promised!

Figure 4-2 compares the traditional approach with the 
sequence of events in the tournament model: a seeker or-
ganization invites contestants to (1) solve a defi ned prob-
lem by developing technology, a design, or their own ideas; 
(2) demonstrate unambiguously the performance of their 
proffered innovations; and (3) wait while the organization 
judges the performance of the competing solutions and 
selects the one that best addresses the defi ned problem.

As with the X Prize, seeker fi rms commit no invest-
ment until the winning solution emerges. There are other 
benefi ts as well. They avoid the fi xed costs of employ-
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ing experts, instead paying only for output—the solution 
that best meets their research needs. This limits the risk 
of supporting an in-house capability that may not have 
a solution to the problem at hand. Even companies with 
a capable R&D function may want to use an innovation 
marketplace as a relatively low-risk way of expanding into 
less-familiar knowledge domains. And it is quite possible 
that the lure of the prize may motivate freelance experts 
to work just a bit harder than in-house talent, leading to 
more and better solutions for the fi rm. The freelance ex-
perts, on the other hand, bear the downside risk of in-
vesting their time in vain on a solution that is likelier to 
be rejected than chosen. However, if theirs is the chosen 
solution, they are likely to earn a substantial return on the 
invested time and effort.

The glaring ineffi ciency of the traditional model is its 
reliance on selecting the winning candidate solution long 
before any performance output becomes available. It is 
entirely possible that if one of the neglected candidates 
had been chosen instead, it would have delivered superior 
results. The high degree of selection uncertainty is the 
critical risk in the process. For instance, the performance 
of different space-travel technologies is highly uncertain, 
with any big bet on even one of the technologies carrying 
a signifi cant risk—and space travel combines many new 
technologies. The tournaments model dramatically re-
duces the organization’s risks and associated  information 
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ineffi ciencies.7 (As you can see, in addition to changing 
the when aspect of the selection decision, the crowd-
sourced tournament model has ancillary value as both a 
who and a why innovation: It transfers information risk 
to parties outside the company, and it modifi es incentive 
structures to motivate those parties to work in your fi rm’s 
interests.)

The tournament idea is quite versatile and can be ap-
plied to a variety of different domains, many of which 
are yet to be tested. Indeed, the universe of crowdsourc-
ing and open-innovation approaches becomes increasingly 
attractive as industry ecosystems grow ever more volatile 
and uncertain. Tournaments are likely to substantially 
improve on business models that involve making bets 
on development with limited performance information. 
Likewise, the ability of organizations to respond quickly 
to fast-changing circumstances may require access to a 
much broader array of expert skills than any single busi-
ness could easily or economically assemble. The more con-
founding the problem and the larger its scope, the more 
useful it will be to tap diverse and unexpected sources of 
insight or perspective. This is particularly true for the do-
mains of scientifi c and medical research.

Changes to the sequence of business decisions can 
produce quite remarkable innovations in operational ef-
fi ciency. Consider what you might suppose is a relatively 
stable and unexciting industry: the humble call center.
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Shortly after Hurricane Katrina ravaged the Gulf Coast 
in August 2005, the American Red Cross called a start-up 
call-center company known as LiveOps with a challeng-
ing request: it needed to set up a large call center within 
three hours to help storm evacuees contact relatives. Sev-
eral major outsourcers had already turned down the Red 
Cross request because they couldn’t meet the tight dead-
line. But LiveOps was able to go live with four hundred 
agents in less than three hours. It handled more than sev-
enteen thousand Katrina-related calls for the Red Cross, 
without requiring either LiveOps or the Red Cross to hire 
any new employees, invest in new facilities or equipment, 
or invest anything beyond limited managerial overhead.

Headquartered in Santa Clara, California, LiveOps 
is a private company with annual revenues of more than 
$200 million. Its chairman is former eBay chief operating 
offi cer and serial entrepreneur Maynard Webb. LiveOps 
has received around $51 million in venture funding from 
former eBay alumni and from Menlo Ventures, one of the 
largest technology-focused venture funds.8 More than two 
hundred companies around the world, in a wide range 
of industries, use LiveOps’ technology for multichannel 
interactions with customers.

Webb’s background as a chief information offi cer may 
help explain why IT creatively pervades the LiveOps 
model. The fi rm uses a cloud-based networking and data 
platform studded with intelligent applications that stitch 
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together and empower more than twenty thousand home-
based independent customer-service agents. Whether you 
are ordering dinner from Pizza Hut or fl owers from 
 ProFlowers.com, you might be interacting with a Live-
Ops call agent, possibly working from a cabin in Montana 
or a houseboat in Florida. (Agents working from home, 
using their own technology to access the LiveOps cloud 
platform, save the company the cost of developing and 
maintaining signifi cant fi xed infrastructure.) LiveOps 
handles both inbound customer inquiries and outbound 
sales operations.

The concept of LiveOps is to operate as a virtual call 
center and apply technology to address the business-
model ineffi ciencies both of large physical call-center fa-
cilities and offshore operations.9 LiveOps’ home-based 
agents have full control of their schedules, giving them 
the latitude to work when they choose. This allows Live-
Ops to recruit highly educated, highly motivated agents 
who prefer the unmatched fl exibility of stay-at-home jobs 
(often they are people with child-care or other responsi-
bilities). They become LiveOps virtual agents by passing 
an online test for each service they would like to handle. 
Agents indicate their availability to take calls by signing 
on to LiveOps’ secure internet platform.

This is where the typical call-center decision pattern be-
gins to get shuffl ed (see fi gure 4-3). Traditional outsourced 
call centers must make upfront investments in facilities 
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FIGURE 4-3

The LiveOps call-center model

Traditional call center

LiveOps business model
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and hard infrastructure (primarily communications) be-
fore they sign a single client or take their fi rst inbound 
call. They must also decide how many agents to have at 
what levels of skill and expertise, and then hire and train 
them. These investments in hiring and training make it 
likely that fi rms are committed to retaining their agents 
for a lengthy period of time. Then, in the meantime, they 
must sign up clients whose needs match the capabilities 
they have assembled. Beyond these long-range employ-
ment and training decisions, fi rms must also develop daily 
and weekly staffi ng plans to ensure that enough agents 
with the right skills will be available to handle incoming 
calls.

LiveOps, on the other hand, maintains a virtual work-
force of independent agents who are willing to trade 
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some employment and income security in order to gain 
needed fl exibility. They sign in only when they’re avail-
able to work; in practice, this means that individual agents 
who signal their availability join a pool of talent waiting 
to be “hired” once a call comes in that matches their skills 
and experience. Agents are paid based on the duration 
of the call and—since calls are automatically recorded 
and scored—on their level of profi ciency at meeting call-
ers’ needs. Over time, agents accumulate a performance 
history in responding to different types of calls. This al-
lows for fi ner gradations, in differing contexts, by which 
to evaluate individual profi ciency—skills and experience, 
strengths and limitations, speed and accuracy—and the 
process of matching callers with agents becomes increas-
ingly precise.

Because intelligent software routes callers to the most 
qualifi ed available agents based on the nature of the call, 
capacity and staffi ng levels are constantly adjusted in real 
time to meet actual demand. If there is a spike in a certain 
kind of inquiry, those calls can be routed effi ciently to the 
agents best qualifi ed to handle them. If overall volume is 
unexpectedly high or low, available agents are hired (or 
not) as needed, while in a traditional call center with a 
fi xed shift size, many agents are either underutilized dur-
ing slow periods or callers experience long wait times 
when the call volume spikes.
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In fi gure 4-3, there are two focal decisions in the tra-
ditional call-center business model. The fi rst is the em-
ployee selection (hiring) decision, which requires making 
bets on future employee performance and the level of cus-
tomer demand for their skills. Second are the daily staff-
ing decisions, which must set capacity suffi ciently high to 
meet service-level guarantees. All of the agents staffed for 
a particular shift must be paid their wages, even though 
fewer than half, on average, are productively engaged 
at any given moment. Both of these decisions are risky 
bets that must be made in the face of high uncertainty. 
Because information ineffi ciency is high, bad bets occur 
frequently, leaving fi rms saddled with underperforming, 
underutilized employees whose skills don’t match the 
market’s demands.

As you can see, the LiveOps model changes the se-
quence of the two focal decisions. The hiring and daily 
staffi ng decisions are solved simultaneously, based on call 
volume and observed demand. Essentially, every time 
a call comes in, LiveOps makes the decision to hire an 
employee with the appropriate skill set and to staff her 
to handle that call. Consequently, as in the tournament 
model, LiveOps doesn’t need to select any new employees 
in advance or make bets on their skill sets; nor must it try 
to predict fl uctuations in day-to-day demand. Put differ-
ently, the LiveOps model changes the timing, or the when, 
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prescribed for both decisions to the point of demand being 
realized. It operates a real-time employee hiring and staff-
ing system just as Dell produces computers to order.

Split Decisions to Gather Early Signs of Demand

A French internet retailer called MyFab engaged in an 
innovative experiment aimed at eliminating informa-
tion risk in demand prediction. Its innovative business 
model invited customers to vote for their favorite furni-
ture pieces from an online catalogue of potential designs. 
MyFab didn’t manufacture anything until after the votes 
had been tallied; only the most popular items would be 

CAVEATS:  There are limits to what you can achieve solely by 

changing the sequence of decisions. For instance, because 

Live Ops hires employees on demand, it is diffi cult to train them 

in advance to perform especially sophisticated tasks. Real-time 

hiring and staffi ng is best suited to such straightforward tasks 

as simple order taking. And since LiveOps agents take the risk 

of being idle and not making money, the business model de-

pends on an ample supply of people for whom downtime has 

a relatively low cost. Further, there may be cases where the 

risk eliminated through resequencing does not justify the neces-

sary costs, for example, when demand is very stable. In such 

cases, you may want to consider a different approach: splitting 

decisions into phases as more complete information becomes 

available.
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slated for production. Customers who voted for those 
popular designs were offered a 10 percent discount if 
they decided to buy.10 The manufactured products were 
shipped to buyers directly from the factory, with no retail 
outlets,  inventories, complicated distribution, or logistics 
networks.

What MyFab’s BMI accomplished was to split its cus-
tomers’ buying decision into two parts. The fi rst part was 
the decision to vote—from among many options—for 
a preferred selection of furniture items; the second was 
the decision to purchase one or more of the most popu-
lar items once they’d been manufactured. While the in-
put MyFab gathered through the voting process was not a 
commitment in the form of an order, it was nonetheless a 
strong indication of customers’ preferences. As such, it has 
value as a reasonable predictor of likely demand, amount-
ing to a sort of half twist on Dell Computer’s make-to-
order innovation.

A group of Paris-based entrepreneurs launched MyFab 
in late 2008. Its products are quite similar—often iden-
tical—to those of its competitors, and the mainly West-
ern markets it targets are already saturated with creative 
designers and effi cient producers. So it needed a way to 
stand out. To do that, MyFab designed no new products 
and invented no breakthrough technology. All it did was 
change the traditional operating model of the industry. 
After its fi rst three years of existence, MyFab’s innovative 
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business model helped it expand beyond France into new 
markets, including the United States.

MyFab, unlike most of its competitors, chose not to 
rely on forecasts of market trends to make selection and 
manufacturing decisions. Instead it created its catalog of 
possible designs, none of which were yet in production. 
In some cases, it hadn’t even have arranged for the capa-
bilities to produce them. (Why go to the trouble without 
a compelling reason?) It was simply unwilling to risk bet-
ting badly on customer tastes without fi rst exploring ways 
of making surer bets—and why not trust the so-called 
“wisdom of crowds”?11 So it waited for the customers 
to vote.

The engagement and social aspects of voting attracted 
customers in droves. But low prices kept them coming 
back. MyFab offered products at signifi cantly lower prices 
than established furniture retailers. How? Because its 
business model was extremely effi cient. The valuable in-
formation it gathered on furniture design trends gave it 
a better grip on both customer taste and likely demand. 
This reduced its exposure to stock-outs and excess inven-
tory. That, in turn, increased top-line revenues and bot-
tom-line profi ts. And being an online direct-to-consumer 
business, it needed no retail outlets of its own and no in-
termediary channel. Through lower prices, MyFab shared 
some of the benefi ts of these effi ciencies with customers.
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Like all the other examples described in this chapter, 
MyFab changed the timing of decisions prescribed by the 
traditional business model, thereby reducing its character-
istic ineffi ciencies. Kickstarter, the popular crowd- funding 
website for creative projects, takes a different angle on de-
cision splitting. Rather than merely ask users to vote for 
their preferences, it asks them to invest. Kickstarter fa-
cilitates projects by allowing project owners— musicians, 
fi lmmakers, photographers, painters, authors, some food 
entrepreneurs, product designers, and  engineers—to 
solicit would-be customers’ funding pledges for well- 
defi ned projects. Every proposed project has a funding 
goal (typically the seed money needed to get a project 
off the ground) and a deadline in which to raise it. If the 
specifi ed goal is not achieved by the deadline, no funds are 
collected and the project does not go forward.

Founded in 2008 by Perry Chen, Yancey Strickler, and 
Charles Adler, Kickstarter has tapped into the enthusiasm 
of many devotees of artistic and entrepreneurial endeavors 
to support various kinds of creative projects. As of January 
2014, there had been more than 130,000 launched projects 
(4,275 in progress), with a success rate of 44 percent—success 
being defi ned as achieving the targeted sum by the deadline. 
The successful projects had raised a total of $947 million.12 
Kickstarter itself reportedly raised $10 million in funding 
from backers including New York City–based venture fi rm 
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Union Square Ventures and angel investors such as Jack 
Dorsey, Zach Klein, and Caterina Fake.13

While Kickstarter and MyFab operate in very different 
industries and contexts, they share some key commonali-
ties when compared with traditional models. Usual prac-
tice in developing a line of furniture for a conventional 
furniture designer or retailer is, fi rst, for an in-house team 
to produce a great number of possible designs. Then an 
empowered group within the fi rm sorts through the op-
tions and places bets on the designs that seem most prom-
ising. The fi rm then arranges to source and produce, ship, 
and sell the selected designs. Finally, the fi nished products 
arrive on the retail fl oor. If the fi rm has bet on the right 
design options, then the chosen products become popu-
lar and the business model is validated. But if the selec-
tions are not popular, the fi rm is unlikely to recoup its 
investment in—much less profi t from—having developed 
the line.

But the selection process at MyFab was designed to 
elicit far more reliable evidence. Instead of having a hand-
ful of executives guess what customers will want, My-
Fab went straight to the customers and put the question 
to them directly: which of these furnishings would you 
be most likely to buy? This model raises the question of 
whether customers can be trusted to vote honestly. The 
“investment” they make in the voting process, motivated 
by the discount they will get if they ultimately make a 
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Good News and Bad News Are Both News

Failures should be studied. Apart from what MyFab learns from 

the votes its customers cast for their favorite furniture designs, 

the votes they don’t cast are valuable, too. When customers go 

through MyFab’s catalog of possibilities, they are shaping and 

refi ning the fi rm’s understanding of taste. The same is true of 

creative artists who propose Kickstarter projects. Those that 

fail to raise the specifi ed sum of seed money by their deadlines 

nonetheless prevent what might otherwise have been costly bad 

bets. Artists are learning very particular lessons that don’t al-

ways bear precisely on their projects’ artistic merit; what they 

are learning is what the market values. Over time, from project 

to project, they develop a surer sense of where artistic merit 

and commercial value intersect. Where are your business’s most 

valuable learning opportunities?

purchase, creates an incentive for truthfulness.14 In My-
Fab’s split-decision model, the most important decision is 
the prepurchase vote, because it is timed before the com-
pany makes consequential investments in developing the 
product. These early truthful signals on customer prefer-
ence sharply reduce the risk of a bad investment. (See the 
sidebar, “Good News and Bad News Are Both News.”)

Kickstarter provides a platform on which creative, en-
terprising individuals can test the potential market for 
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their projects. Like MyFab, project proposers benefi t from 
the same sort of customer voting system as the one MyFab 
operates. This is an improvement over traditional practice, 
whereby artists relied on their own insight, intuitions, and 
beliefs—or sought advice from a closed circle of friends 
and peers. Kickstarter allows them to audition projects 
(artists frequently propose a number of projects simulta-
neously), giving potential customers the opportunity, in 
effect, to prepurchase. Again, the change to the business 
model shifts part of the customer purchasing decision so 
that it precedes any substantial investment, reducing the 
risk of a bad bet (see fi gure 4-4).

Both the MyFab and Kickstarter models bring greater 
certainty to highly risky, unscientifi c processes. Splitting 
purchase decisions into a preliminary, feedback-producing 
phase followed by a purchase-commitment phase brings 

Traditional business model

The business model with advance information

Design Selection Sales

Design Selection SalesPrepurchase

FIGURE 4-4

The Kickstarter/MyFab business model
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early actionable insight to a process that has more typically 
operated as a guessing game.

CAVEATS:  Designing a successful decision-splitting strategy 

depends on fi nding decisions that can be divided so as to pro-

duce early information gain. In some cases, decision splitting 

cannot be done at all because the decision process is not di-

visible (you can’t price a little bit now and a little bit later). In 

other cases, it can be done only at some additional cost, and 

risk-return calculations will need to be performed. You must 

also be careful to design the right incentive to induce customers 

to share information. Is compensation high enough to induce 

the customer to reveal true information, or is clicking a few but-

tons too time consuming relative to the benefi t? These sorts of 

uncertainties invite experimentation—a topic we will cover in 

chapter 7.

 Another relevant development is the lean start-up move-

ment, which is taking the corporate innovation and start-up 

worlds with a storm. At the heart of the movement is a radical 

philosophy for changing the timing of key decisions for starting 

new ventures or developing new products in established compa-

nies. Traditionally, starting a risky new venture entailed putting 

together a detailed business plan that would cover all essential 

pieces of the business model and then executing the plan in a 

relatively insular fashion, stealth mode. 

 The lean start-up approach, on the other hand, recommends 

splitting up the key decisions on business model design into 

numerous sequential phases, interleaved with extensive testing, 
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TAKEAWAYS

 A few simple rules can help you innovate by changing 
the when of key business decisions:

Delay decisions as long as possible. If the opportune mo-
ment for obtaining information is fi xed in time, you 
can attempt to postpone decisions as long as possible to 
bring them closer to that moment.

Change the sequence of decisions. Changing the decision-
making sequence can be a way to incorporate more 
information into the process. Some companies have re-
duced their R&D risks in this way and others reduced 
ineffi ciencies in the way they produce products and 
services.

Split a key decision into phases so as to obtain early informa-

tion, before the decision is completed. Even when decision 

experimentation, and data collection from customers, partners, 

regulators, and so on. The venture starts with relatively impre-

cise and limited hypotheses on where an opportunity for a new 

venture may lie as opposed to a detailed business plan. This is 

followed by multiple stages of information gathering and “pivot-

ing,” or revising the business model to arrive at the fi nal vali-

dated business model. What was once a single business model 

decision is split into many sequential decisions, each benefi ting 

from information gathered between stages.
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sequence can’t be changed, you may still be able to 
gather highly useful preliminary information before 
committing to a key decision. As MyFab and Kick-
starter have shown, the right incentive can entice your 
customers to offer early indications of their relative en-
thusiasm for the various directions you might pursue.

When Innovation in Action: 
The Supersonic Vending Machine

Products sold in a vending machine are a lot like fash-
ion apparel; this season’s peacock is next season’s feather 
duster. Just like Zara, a vending machine that has the 
right product in stock at the right time can make a high 
margin sale: if it is raining, umbrellas fl y off the shelves; if 
it is sunny, sunscreen and shades are most valuable (with 
markups of four to fi ve times the cost). In both cases, the 
conventional business model is plagued with information 
risks, and decisions on assortment are made well before an 
apparel retailer knows the fashion trends and the vending 
machine provider knows the weather. What if we applied 
the technique of delaying decisions, which has so success-
fully transformed the apparel industry, to the vending 
machine industry and created a supersonic vending ma-
chine? The assortment of a traditional vending machine 
is decided once every six months (or even less often), and 
the machine is then supplied through a logistics system 
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that values lower costs rather than speed of replenish-
ment. In the supersonic vending machine concept (which 
a participant in one of our innovation workshops concep-
tualized), the assortment and stock quantity in a vending 
machine would be updated daily or more often. If rain is 
forecast, more shelf space would be dedicated to umbrel-
las; if it is going to be sunny, sunscreen, water, and shades 
are brought to the fore. The machines would be stocked 
and resupplied with daily visits by small urban vehicles 
(two-wheeled carts, urban tricycles, and so on). While 
this approach is more costly than traditional logistics, this 
technique would reduce information ineffi ciencies and in-
crease sales, which would probably more than pay for the 
expenses.

In our ordering of the BMI levers, when is the second 
way to change the structure of decisions. It is also often 
the easiest one for organizations to play with. When can 
be changed within the organization and across the value 
chain. By brainstorming the time-sensitive consequences 
of all the possible decisions—as we describe in chapter 2—
you will likely be able to identify multiple approaches to 
innovation.

Now we move on to a fundamentally different ap-
proach to eliminating ineffi ciencies. Rather than focusing 
on what decisions are made, and when, we focus next on 
who is the best choice to make key decisions.
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CHAPTER 5

The Who Strategy

More than twenty-fi ve years ago, Walmart and Procter & 
Gamble pioneered the transfer of decision rights govern-
ing the replenishment of store shelves.1 Walmart surren-
dered those decisions to P&G because it saw that P&G 
was best positioned to optimize the entire value chain 
if Walmart gave it access to point-of-sale data. Armed 
with Walmart’s demand information, P&G could opti-
mize production and transportation logistics. Thus, what 
came to be known as vendor-managed inventory became 
the gold standard for many companies in the consumer 
packaged goods industry and beyond. It was a remarkable 
shift in the traditional business model. If a company as 
guarded about its information and decisions as Walmart 
could see the benefi ts of giving up those decision rights, 
surely other companies could summon the will to do like-
wise. And most of them did. Eventually.
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To be sure, this transformative innovation required 
a lot of raw effort, IT capability, and investment, but it 
fundamentally changed supply chain management in 
the retail sector. At the heart of this BMI was Walmart’s 
 forward-thinking insight: suppliers possessed the right 
combination of information and incentives to keep Wal-
mart well stocked with their products by optimizing de-
livery and production schedules. Why should Walmart 
continue doing what its partners could do better?

What Walmart recognized is this chapter’s central in-
sight: often a business model designates the wrong par-
ties to make key decisions. As we have shown through 
many earlier examples, every such decision in your busi-
ness model is subject to two classic types of risk: those that 
cause ineffi ciencies related either to a lack of necessary in-
formation or to misaligned incentives among parties who 
must collaborate to achieve a common goal. The likeli-
hood of ineffi ciencies caused by either (or both) of these 
risks will increase or decrease depending on who makes 
these key decisions.

Some of these ineffi ciencies are the natural outcome of 
growth, as organizations have become global and more 
complex, with decisions now widely dispersed and key 
sources of input often inaccessible to the designated de-
cision makers. Consequently, those currently empowered 
may no longer be in the best position to make the call. In 
this chapter, we will show you how to change your  business 
models by selecting the best available decision maker. We 

H6462.indb   120H6462.indb   120 4/11/14   8:35 AM4/11/14   8:35 AM



The Who Strategy

121

will also explain how fi rms that innovate their business 
models by switching to superior deciders can achieve dra-
matically improved performance. (For other consider-
ations, see the sidebar, “Make Culture Your Ally.”)

We offer three BMI strategies for changing the who. 
First, we show how you can change your business model 
to empower a better-informed decision maker. In some cases, 
managers will delegate decisions to their better-informed 
employees; in other cases, an enterprise will delegate de-
cisions to one or more channel partners. However, such 
people (or groups) may not exist because all of the possible 
deciders are equally ill informed. For those cases, we show 
how you can still innovate the business model by selecting 
the decision maker who suffers the lowest consequences—
someone for whom the decision-related risks are closest 
to being negligible. Finally, we show how you can reduce 
risks by selecting a decision maker who stands to benefi t the 
most from the decision. Typically, a decision maker who 
bears the brunt of a decision’s economic consequences is 
likeliest to focus fi rst and foremost on increasing the value 
to be created by the system.

When Information Is Power, Select the 
Best-Informed Decision Maker

A small revolution in the reallocation of decision-making 
authority has slowly spread across a number of  industries, 
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using strategies consisting of both direct employee em-
powerment and the delegation of formerly centralized 
choices to local authorities with better knowledge of cus-
tomer needs and preferences. Increasingly, business mod-
els freely shift decisions to people whose knowledge of the 
marketplace or of their own performance capabilities puts 
them in the best position to make the call.

Make Culture Your Ally

How many organizations would have been as daring as Walmart 

in transforming inventory management? How many would have 

been as willing as Amazon to reconsider a foundational strategy 

like stockless fulfi llment? And who but Google would, in effect, 

let highly paid engineers do their own thing for the equivalent of 

a day a week? Who innovations often transfer decisions rights, 

authority, responsibilities, and discretion from one part of the 

organization. For these delicate role reversals to be success-

ful, it is imperative that the people involved are marshaled by 

a greater corporate mission rather than individual survival. In 

this regard, your corporate culture can be either an enabler or 

a brick wall. A culture that is built around a larger organiza-

tional mission (reducing prices, improving products, metrics, 

and so on) can help the individuals concerned see the larger 

organizational gains rather than fi xate on their changed roles. In 

approaching any who innovation effort, try to make your culture 

your ally rather than your opponent.
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The innovation Walmart pioneered with P&G was all 
about delegating decisions to the best-informed party. We 
described Zara’s fast-fashion business model in chapter 2. 
Though Zara’s was predominantly a when innovation, 
one key aspect of its strategy hinged on a who innovation. 
Instead of having design and assortment decisions made 
centrally by senior executives, Zara empowers local store 
managers to share in the decision making and add input 
about the fashion designs that local customers want most. 
That, of course, means that Zara must consequently man-
age more supply chain complexity, owing to potentially 
greater assortment variation from store to store. But the 
success of the fast-fashion model depends on always hav-
ing the best available information; the ability to act on lo-
cal insights offers a compelling trade-off.

Both the Walmart and Zara examples depend on a 
level of trust (between Walmart and its strategic suppliers 
and between Zara’s executives and its local store manag-
ers). Google, too, has developed a trust-based manage-
ment innovation. Typically, the managers of a business set 
their employees’ agendas and the way they allocate their 
time. However, Google has changed the who of this tradi-
tional management function by giving employees greater 
latitude to choose their own paths. Technical staffers 
are asked to spend 20 percent of their time on projects 
of their own devising. (Even letting one’s mind wander 
counts  toward that quota.) In a company that aspires to 
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continuous invention, it is a legitimate BMI to free peo-
ple to allocate time to their own ideas. The allocation of 
specifi c budgeted time gives credence to Google’s creative 
culture and lets the best-informed decision maker, the 
employee herself, choose whatever challenge she is most 
passionate and capable of tackling. It also circumvents 
the tendency of managers to form judgments about ideas 
before they’ve been adequately developed, refi ned, and 
tested.

People aren’t merely daydreaming. Empowering smart 
individuals to set their own course for a portion of the 
workweek pays important dividends. According to an 
April 2008 Harvard Business Review article, in one six-
month period, Google engineers’ 20 percent projects led 
to fi fty new Google offerings “accounting for half of all 
new products and features (including Gmail, AdSense, 
and Google News)” developed during that time.2

Groups of Whos

There are situations when the who isn’t a single individ-
ual. In some service-sector businesses, managers have del-
egated decisions about staffi ng and scheduling to a group 
of employees. Formerly, managers made these decisions, 
sometimes aided by workforce-management systems that 
forecast labor demand based on historical data. In the res-
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taurant business, for example, these systems proved to be 
very blunt instruments. They often resulted in servers be-
ing scheduled for shifts they would rather not work and 
not scheduled for those they preferred. Worse, they often 
slotted less-productive servers for shifts that offered the 
richest up-selling opportunities, while high performers 
got stuck with less-promising shifts.

The Boston-based restaurant chain, Not Your Average 
Joe’s, is trying to make smarter resource-allocation deci-
sions. In an industry where productivity standards haven’t 
changed in many years, Not Your Average Joe’s is looking 
for innovative ways to match the best talent to the richest 
revenue opportunities. Using an analytic tool called Muse, 
which tracks servers’ performance over time in terms of 
sales per customer (as measured by check size) and cus-
tomer satisfaction (as measured directly or by tips), the 
chain has developed a productivity-based ranking system 
whereby servers get to schedule themselves, choosing—in 
order of rank—both their shifts and the sections of tables 
they want to serve.3

Of course, servers don’t have absolute freedom. The sys-
tem ensures that even decisions delegated to employees are 
governed by the productivity measures most relevant to 
the restaurant’s performance. In that sense, the ranking 
system serves as a safety net for the fi rm’s interests. And 
since top-ranked servers typically choose the best shifts 

H6462.indb   125H6462.indb   125 4/11/14   8:35 AM4/11/14   8:35 AM



The Risk-Driven Business Model

126

and tables, it also motivates lower-productivity servers to 
improve their performance and thus move up in the peck-
ing order—or else change careers.

Not Your Average Joe’s has much to gain by delegat-
ing slotting and staffi ng decisions to servers. Data shows 
that the most productive server brings in $10 more per 
check than the group average, whereas the least produc-
tive server brings in $20 less. On the busiest shifts and at 
the best tables, there’s a lot of revenue at stake. An em-
powered, performance-ranked system of resource alloca-
tion maximizes opportunities and minimizes liabilities.

Another group-focused who innovation is the delega-
tion of decisions about what new features and capabilities 
to include in future products and services to customers. 
Eric von Hippel, a professor of technology innovation at 
MIT’s Sloan School of Management, has spent years devel-
oping the idea that “active customers” are prolifi c sources 
of innovation. Von Hippel explored the role the “lead 
users” of high-tech companies’ software played in pro-
posing ideas for future improvements. More recently, he 
surveyed the variety and extent of consumer innovations 
in the United States, the United Kingdom, and  Japan.4 If 
a business can tap into customer thinking, it can extend 
its innovative reach and encounter entirely unexpected 
ideas.

Naturally, you must be careful not to transfer decision-
making power to a party that is perfectly informed but 
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ineffi ciently aligned with respect to incentives. In the cases 
of Zara and Walmart, incentives are well aligned. With 
Not Your Average Joe’s, you can argue that its software 
program is free of incentive-alignment issues; all it does is 
analyze objective performance data in order to produce a 
ranking that allocates the best (most revenue-  optimizing) 
choices to the top performers. But that may not always 
be the case. The benefi ts of a well-informed decider are 
wasted if misaligned incentives undercut the value of 
better information. As we explore in the next section, in 

CAVEATS:  While the advantages of making decisions using bet-

ter information are obvious, employee or partner empowerment 

and extensive data collection come with costs and diffi culties. 

In the case of Walmart, for example, there was a considerable 

upfront investment in technology. Further, there was also the 

need to negotiate and coordinate complicated new relationships 

with trading partners, which included changing the way their 

supply chains operated and facilitating their access to Walmart’s 

internal systems. Moreover, as Not Your Average Joe’s may dis-

cover, it can be a leap of faith to surrender some degree of 

management control to technology. And if you lack the creative 

mission of a Google, you may be unwilling to allow employees 

the freedom to pursue agendas you are not setting. Finally, per-

haps your workforce—unlike that of a restaurant—isn’t sched-

uled or compensated in ways that would take full advantage of 

a rankings-based empowerment system.
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 situations where everyone is equally ill informed, it is pref-
erable to transfer decision making to the party best able to 
manage or bear the risk.

The Lesson of Internet Retail: 
Discover Who Bears the Least Consequences

You might suppose—incorrectly—that Amazon.com was 
the world’s fi rst internet bookseller. Book Stacks Unlim-
ited came fi rst, back in 1992, whereas Amazon didn’t ship 
its fi rst book until 1995. Nevertheless, it soon managed 
to dominate the online book market and eventually the 
wider e-commerce domain. It did so while consistently 
staying in the top ranks of customer satisfaction and ser-
vice quality.5

Amazon grew from zero revenues in 1995 to $61 billion 
in 2012, making CEO and founder Jeff Bezos one of the 
innovative titans of the internet age. Although many of 
Amazon’s innovations were plainly technological, the key 
to its early prosperity was a business model that changed 
the who for a number of the company’s key decisions.

From the very beginning, Amazon’s operation was 
organized around a “sell all, carry few” business model. 
When Bezos stated, in Amazon’s fi rst annual report, “Our 
store would now occupy six football fi elds,” the operative 
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word was “would,” since it hinted at Amazon’s ambitious 
virtuality. At the time, the company’s only warehouse, in 
Seattle, could have occupied scarcely one football fi eld. 
Yet, even in 1995, Amazon offered more than a million 
books, while stocking relatively few—roughly two thou-
sand of the most popular titles. Most other titles were 
sourced through “drop-shipping” arrangements. Ama-
zon simply forwarded customer orders to book whole-
salers or  publishers, which then shipped the products di-
rectly to consumers using Amazon’s packaging materials 
and labels.

This stockless business model allowed Amazon to of-
fer many more books than any physical retailer without 
carrying them as inventory. Big inventories of books— 
including many titles with low or unpredictable de-
mand—require both large cash investments and ware-
house space. At its founding, Amazon had neither; it was 
then far smaller than most of the publishers with which 
it did business. Every back-catalog book it ordered would 
have come with the risk of demand never materializing. 
Traditional retailers like Barnes & Noble, the giant of 
bricks-and-mortar bookselling, managed this dilemma 
by limiting customer choice; they stocked only relatively 
popular titles. It was simply too ineffi cient for bricks-
and-mortar fi rms to stock books with spotty, risk-riddled 
demand.
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Amazon’s solution was to change who made stock-
ing decisions and thereby transfer the risk of being stuck 
with inventory to the parties best able to bear them. In 
the stockless model, Amazon’s network of book whole-
salers and publishers each independently managed their 
assortments and inventories. They, not Amazon, bore the 
consequences of information risk. But because the risk 
was widely distributed, the many individual wholesalers 
and publishers were able to manage it with relative ease. 
Had Amazon not done this, the cumulative risk it would 
have borne would have been fi nancially intolerable for any 
company, let alone an internet start-up. The strategy of 
delegating all of the decision making and the associated 
information risk across a network of virtual partnerships 
ensured Amazon’s early success.

Today those innovations are well-recognized advan-
tages that online retailers routinely enjoy. Amazon ex-
tended the lessons of its early BMI experiments into many 
nonbook product categories. The drop-shipping model 
has even spawned an internet service intermediary called 
DropShip Commerce, which is building a platform to 
seamlessly connect thousands of retailers with thousands 
of wholesalers, to arrange drop-shipment for any kind of 
product.6

Not every business model absorbed Amazon’s book-
selling lessons. Barnes & Noble couldn’t shake free of its 
bricks-and-mortar history. While it carried more titles on-
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line than it did in its stores, it decided against a drop-ship 
strategy, making the curious decision to carry all of the 
books it offered on its website in inventory. Internet sales 
for Barnes & Noble have been static for many years, while 
Amazon has kept growing. (For more about Amazon, see 
the sidebar, “How Amazon Keeps Changing the Who of 
Its Business Model.”)

Of course, the Amazon model doesn’t work for every-
one. We have studied dozens of internet retailers—both 
successful and bankrupt—and it is clear that drop- 
shipping arrangements are diffi cult to manage and were 
largely responsible for a number of bankruptcies in the 
early internet era.7

Among the most prominent failures was ValueAmerica
.com, a web portal where customers could fi nd a broadly 
diverse assortment of products. Like Amazon and oth-
ers, ValueAmerica.com acted as an order-taking hub, 
delegating picking, packing, and shipping to its partner 
manufacturers—each one a node in a very large net-
work. Founded in 1996, the start-up styled itself as vir-
tual Walmart. But it failed to master the disciplined man-
agement oversight and communication needed to keep a 
drop-shipping network humming effi ciently. Thus, there 
was a wide gap between the costs of coordinating a large 
corps of manufacturers, whose logistic and execution ca-
pabilities varied widely, and the benefi ts of reducing in-
formation risk. Uneven fulfi llment performance led to 
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How Amazon Keeps Changing the 
Who of Its Business Model

What has made Amazon a truly great company is its constant 

reevaluation of its business model; it pivots from one model to 

another as circumstances warrant. What started as a decision 

to change the who of key assortment and inventory decisions in 

its business model—delegating to publishers and  distributors—

has gradually transformed over time into a more traditional re-

tail model. For instance, Amazon has steadily increased the 

number of titles it stocks internally. There are many reasons 

for this:

• As the scale of Amazon’s operations grew, its catchment 

area became larger than that of many publishers. The 

risk situation reversed, with Amazon now enjoying lower 

information risk than those to whom it had earlier delegated 

selection decisions.

• Further, with the benefi t of historical information and ex-

tensive data-analysis capabilities, Amazon was able to more 

accurately estimate the demand for many books than were 

their publishers.

• Finally, the fulfi llment effi ciency of Amazon eventually 

eclipsed that of any of its channel partners; nor did any 

partner have the scale to handle Amazon’s sales volume.

Moreover, as e-commerce has matured, it is now harder to 

dominate the online retail space based on product selection 
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alone. Although Amazon was still beating bricks-and-mortar 

retailers in breadth of selection—in many categories, not 

just books—other internet retailers adopted variants of drop- 

shipping and were able to offer similarly wide and deep stock-

less product availability. Once that happened, Amazon again 

pivoted its business model to compete on quality of fulfi llment 

and capitalize more on economies of scale and data expertise 

than on its vast assortment.

All of these advances led to a reversal of the “sell all, carry 

few” business model; now it has morphed into “sell all, carry 

more.” And, in 2006, Amazon unveiled a program called Fulfi ll-

ment by Amazon, whereby independent sellers could use Ama-

zon’s warehouse network to fi ll orders and delegate to Amazon 

their logistics-related decisions. Clearly, Amazon had come to 

see greater potential business value in transferring decision 

making back to itself.

Under this changed model, Amazon became a wholesaler 

of goods sold by many much smaller virtual storefronts. As in 

its initial drop-shipping model, the bigger fi rm with the larger 

catchment area is in a better position to bear the information 

risk. What the distributors and publishers, in the aggregate, 

were to Amazon in its early days, Amazon now can be to partici-

pants in its fulfi llment-for-hire program. Most recently, Amazon 

unveiled yet another step in developing its own fulfi llment capa-

bilities: it is going to spend close to $14 billion to build about 

fi fty new warehousing facilities to be able to reach most of the 

US population within the same day. For Amazon, the internet 

retail model has come full circle.
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customer  dissatisfaction. After a promising IPO in 1999, 
ValueAmerica went bankrupt the following year.

Who Has the Greatest Stake in a Successful Outcome?

Sometimes the human needs a product addresses are so 
urgent and clear that it is impossible to imagine the prod-
uct could fail. But even the most compelling benefi ts can-
not overcome a fatal fl aw in the business model.

Irrigation is one of the world’s oldest commercial ac-
tivities. It dates back to ancient Mesopotamia and Egypt, 
when the world population was miniscule. In the past fi fty 
years, however, world population has doubled, and water 
for irrigation is a critical constraint in many countries, in-
cluding Afghanistan.8 Afghan farmers have long used drip 

CAVEATS:  Shifting information risk to the party best able to 

bear it is often an attractive strategy for overcoming informa-

tion ineffi ciencies when there is clearly no decision maker who 

possesses superior information. However, there is at least one 

possible pitfall. Though a party might be well positioned to 

deal with the decision’s consequences, its incentives may be 

misaligned with the interests of the value chain. In that case, 

delegating the decision could do more harm than good if, for 

example, you disclosed information that would allow a drop-

shipper to poach your customers. Instead, you would be better 

off looking to the party with the most to gain.
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irrigation, which drips water slowly to the roots of plants 
rather than spraying it in intense but less- targeted peri-
odic bursts.9 Drip irrigation (also called micro- irrigation) 
is regarded as a breakthrough agricultural innovation: It 
dramatically increases crop yields while reducing water 
consumption.

The technology behind drip irrigation is relatively 
simple and accessible (at least in the West), and the need 
for micro-irrigation strategies is widespread. There are a 
number of undifferentiated players in the industry, but an 
Israeli company called Netafi m has managed to capture 
more than one-third of the micro-irrigation equipment 
market.10 In the past fi fteen years, Netafi m’s revenues have 
grown sixfold in an otherwise commoditized sector.

To be sure, Netafi m, like other industry players, in-
vested in R&D to improve its technology. But even its most 
innovative products didn’t initially succeed as expected. In 
the 1990s, the fi rm introduced modern electronic control 
technology that included sophisticated sensor arrays. The 
sensors helped fi ne-tune water application based on the 
soil’s water content, salinity, and fertilization, and on me-
teorological data. Netafi m demonstrated that its system 
could increase crop yields by 300 to 500 percent, making 
it a potentially lucrative investment. Yet, it struggled to 
catch on.

Worse, it wasn’t catching on with the very people who 
needed it most. In Central and South Asia—especially 
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Afghanistan and Pakistan—large sections of a fast- 
growing population make their living on subsistence ag-
riculture.11 With underdeveloped canal systems and no 
public or private investment in irrigation infrastructure, 
the vast majority of farmers rely on increasingly scarce 
rain and natural runoff. This scarcity makes these regions 
among the world’s most underdeveloped and unstable. Yet, 
study after study has shown that improved irrigation sys-
tems could catalyze new development with the potential to 
transform life in these regions, bringing relief from a vi-
cious cycle of poverty, insecurity, and underdevelopment.12

Though Netafi m believed that its drip-irrigation sys-
tem would have a huge social and economic impact, the 
company’s efforts to refi ne the technology, grow aware-
ness, and get support from regional power players—gov-
ernment, warlords, and insurgents—made little differ-
ence. When all else failed, Netafi m began to consider a 
new culprit: the system’s business model.

As it stood, Netafi m’s business model caused challeng-
ing information and incentive-alignment ineffi ciencies:

• It required a customer leap of faith. Fa rmers had to buy 
into the system with an irreversible investment. 
They recognized that investment as a certainty, but 
saw the proffered benefi ts as purely speculative.

• It provoked incentive-based mistrust. Farmers had no idea 
of the system’s true performance. The company’s 
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ROI calculations estimated the system’s payback 
period at less than a year, but farmers were uncon-
vinced. Netafi m was clearly motivated to sell farm-
ers drip-irrigation systems, so the farmers perceived 
that it had an incentive to make exaggerated perfor-
mance claims.

• It included unfamiliar new technology. The sensor technol-
ogy the systems incorporated was newfangled and 
unfamiliar. Although local farmers were expert at 
using traditional systems, they knew little about this 
high-tech approach. What could the sensors do that 
was worth the extra investment?

• It was being applied in a problematic environment. From 
Netafi m’s perspective, the region presented logistic 
challenges to deploying and maintaining systems. 
Rural areas had extremely poor roads and other 
infrastructure. (Netafi m planned to use camels as 
its offi cial corporate vehicle.) Many areas also fea-
tured unstable security conditions, and some people 
within the company questioned the wisdom of 
marketing the system in countries like Afghanistan.

An extra burden of information and incentive- 
alignment risks almost always stands in the way of new-
technology adoption. Prospective customers perceive 
the risk and fear that it will fall on them should they be 
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 unwise enough to become early adopters. Businesses like 
Netafi m must therefore fi nd ways of reducing the per-
ceived burden.

In its unproductive standoff with the very customers 
who would benefi t most from its product, Netafi m would 
have to reduce information and incentive-alignment in-
effi ciencies by shifting the adoption decision to the party 
with the most to gain—itself. Only after that shift oc-
curred would farmers be willing to say yes to Netafi m.

To create new incentives that would favor adoption, 
Netafi m put its money where its mouth was. It changed 
its revenue model by launching a new service-oriented of-
fering that it called the “IrriWise Crop-Management Sys-
tem.” IrriWise was an integrated package that included 
system design and installation, all required hardware, and 
periodic maintenance. Farmers didn’t have to buy the sys-
tem; it would be installed at Netafi m’s expense. Netafi m’s 
compensation would be earned over time, with revenues 
to be tied directly to each farmer’s increased crop yields. 
Instead of selling systems and moving on to the next cus-
tomer, Netafi m was now incented to help farmers achieve 
the best possible outcome. The company even rewrote its 
mission statement from “making the best drip-irrigation 
equipment for customers” to “helping the world grow 
more with less”—a change that was much more than 
semantic.

Netafi m had aligned its incentives with those of its cus-
tomers. This allowed it to dramatically grow revenues and 
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increase market share, while making a life-changing im-
pact on some of the world’s most impoverished citizens. 
These business benefi ts were possible because the end 
product of its new business model—achieved by recali-
brating risks and incentives—was actually a higher level 
of customer comfort, belief, and trust. Instead of adopting 
a new technology, farmers adopted a service-based part-
nership. The key to this innovation was to change the who 
of the focal decision: how new technology was adopted. 
Netafi m chose to absorb the risks of adoption because it 
was the party with the most to gain.

Even though farmers might still question Netafi m’s in-
tentions and not fully believe its claims about system ben-
efi ts, that no longer mattered; their outlook on adopting 
the technology was fundamentally changed because they 
could adopt it free from its greatest risks. The cost to farm-
ers would be next to nothing unless the system actually 
worked, and even then only in proportion to the extent 
that it increased their crop yields. Netafi m, on the other 
hand, not only bore the cost of the system; it also shared 
fully in the risks of poor crop yield caused by events be-
yond its control. It would share in the randomness of rain, 
sunshine, soil quality, equipment malfunction, and other 
vicissitudes that formerly affected only the farmers.

Why would Netafi m willingly absorb these added in-
formation risks? Because, given its micro-irrigation ex-
pertise and its access to sophisticated forecasting technol-
ogies, the risks were a lot smaller for Netafi m than for 
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the  farmers. Moreover, its size and diverse market base 
allowed it to spread the risk out, making the consequences 
far lower for Netafi m than for an individual farmer. Even 
if the system were to fail in one region, Netafi m could 
make up for it in other regions. As farmers achieved 
greater success, word would spread; Netafi m would in-
crease its sales and realize economies of scale that could 
improve the risk-return calculus of the farmers.

In slow- or no-adoption situations like this, buyers will 
always resist spending real money today for unproven 
benefi ts that only accrue later, if at all. In such circum-
stances, a who innovation can break the logjam. Econo-
mists have studied this phenomenon since the seventeenth 
century, using the term moral hazard to describe the ef-
fect of ineffi ciencies that occur when risks are displaced.13 
Nobel Prize–winning economist Paul Krugman once de-
fi ned moral hazard as “any situation in which one person 
makes the decision about how much risk to take, while 
someone else bears the cost if things go badly.”14 Moral 
hazard has been at the root of numerous business model 
failures, most catastrophically the recent mortgage crisis.

Another example rich with moral hazard comes from 
the energy-effi ciency industry. We are accustomed to 
thinking that green technologies come with a premium 
cost, much like the idea that organic foods cost more than 
their conventional counterparts. Such perceptions not-
withstanding, just about any organization (or household) 
can become more sustainable and save money in the bar-
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gain. That’s because energy effi ciency has an enormous 
upside.

Many older homes and offi ce buildings were designed 
without a conscience about consumption; and many older 
heating and lighting technologies have been replaced by 
more effi cient alternatives. Replacement windows, more 
and better insulation, compact fl uorescent lightbulbs, 
motion- activated light switches, and more effi cient electric 
motors and heating technology all shrink the carbon foot-
print while lowering the overall cost of energy by driving 
down demand. In fact, energy-effi ciency projects are the 
easiest and the fastest way to reduce greenhouse emissions, 
their return on invested capital is positive, and they can be 
done without new or unproven technology.15

Yet, the industry that has developed around various 
energy-effi ciency solutions has so far struggled to suc-
cessfully make its case to the market. Only a miniscule 
proportion of homes and businesses have implemented 
energy-effi ciency projects. This looks like a Netafi m-style 
paradox: customers who would benefi t enormously are 
not embracing a simple solution to one of the world’s most 
vexing problems.

In the commercial sector at least, the paradox has led 
to a Netafi m-style business model innovation. Energy 
services companies (ESCOs) are fi rms that offer a vari-
ety of energy services: some are utilities; others manufac-
ture control technology (devices and software), heating 
and cooling systems, or lighting equipment; and some are 
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 private- or public-sector energy-effi ciency consultants.16 
Together, they shift the adoption risk associated with 
energy-saving technologies from their business customers 
onto themselves.

An ESCO begins by doing an energy audit of the cus-
tomer’s premises (using the customer’s current utility costs 
as a reference point). The ESCO then implements what-
ever effi ciency projects it decides are necessary (bearing all 
of the upfront costs itself). In subsequent years, all of the 
savings that result from these improvements are shared 
between the ESCO and the customer. Or, in some cases, 
for a contracted period of years, the customer pays an an-
nual fee to cover the cost of the installed equipment and 
its maintenance (often with a guarantee that the fee will 
never exceed the realized savings).

Because the customer makes no upfront investment, it 
benefi ts from greatly reduced information risk (the un-
certainty of the investment’s outcome) while also real-
izing energy savings from higher effi ciency. The ESCO 
benefi ts from its share of the customer’s savings. Like 
Netafi m, because it thoroughly understands the technol-
ogy and can predict its performance, the ESCO bears the 
additional risk quite easily. Of course, for the customer, 
risk reduction comes at a price: by contract, it must share 
the long-term benefi ts with the ESCO, which will likely 
earn a healthy profi t in exchange for assuming more risk. 
Over time, awareness of the benefi ts grows and resistance 
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to adoption declines, resulting in accelerating market de-
velopment. Consequently, the ESCO is the party with the 
most to gain. Businesses that don’t like the ESCO terms 
can either stick with the status quo or shoulder the ef-
fi ciency investments on its own. But ESCOs’ who innova-
tion has begun to get traction. The relatively young indus-
try has grown at a rate of roughly 7 percent to 8 percent 
per year, even during the economic crisis.17

CAVEATS:  Taking on more risk works for a company only if its 

relevant technology is reliable. Businesses like Netafi m and the 

ESCO companies must take care not to go too far in taking 

on risk traditionally borne by customers. That possibility may 

be more likely in the ESCO example, since each customer an 

ESCO serves may present unique circumstances that dictate a 

custom (rather than a template) solution; in each such case, 

there is some chance of assuming more risk than necessary or 

miscalculating the incentives. For example, the savings from 

energy-effi cient equipment may diminish if clients decide they 

can economically leave their lights on longer, once improve-

ments have been implemented. Taken to an extreme, this is 

known as Jevons paradox: as technology makes consumption 

of a resource more effi cient, it will lead to an increase in con-

sumption of the resource—in this case, electricity.18 To align 

incentives around objectives of both energy effi ciency and con-

servation, the ESCO may need to resort to a why innovation: it 

can infl uence customer behavior by applying close monitoring 

and stringent contract terms.19
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TAKEAWAYS

 As organizations continue growing in complexity and 
global reach, decisions in them spread out, creating 
situations in which the historical decision maker may 
no longer be best suited to the role. In order to design 
innovative business models, changing who makes the 
decision can be an effective—even breakthrough—
strategy. Three principles guide this innovation 
approach:

Transfer decision rights to the best-informed decision maker. 

When a better-informed decision maker is avail-
able, changing the who will lead to decisions that 
impose fewer information and incentive-alignment 
ineffi ciencies.

Transfer decision making to the party best able to tolerate the de-

cision’s consequences. When all possible deciders possess 
equally good (or imperfect) information, or when the 
motivation of the best-informed party is not aligned 
with the company, shifting a decision to the party who 
can best tolerate its risks can create value.

Move the consequences (costs) of the decision to the party that 

benefi ts the most. It is hard for customers to invest in a 
complicated product based on new technology; they 
mistrust the seller’s benefi t and performance claims. 
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In such cases, a fi rm should consider bearing the 
adoption risk. Because a fi rm has the most to gain if a 
market develops for its products, it is in its interest to 
bear the added risk, which it can tolerate more easily, 
being the best-informed party. (Least-informed par-
ties almost always make suboptimal decisions because 
the consequences of a wrong decision could prove 
catastrophic.)

Who Innovation in Action: Where Is My FashionSista?

The greatest threats to the sartorial happiness of teenagers 
today are not the excesses of Miley Cyrus or Justin Bieber, 
but another, younger entity—Facebook. Ask any sarto-
rially inclined teenager and he or she will tell you that 
the usable life span of an outfi t has declined dramatically 
because of, you guessed it, Facebook. While in the good 
old days, an outfi t could be safely worn on multiple oc-
casions with disjoint attendees (say, a family outing, and 
an outing with friends), an outfi t worn today is viewed 
by all attendees to the individual’s virtual life that plays 
out 24/7 in the enduring annals of Facebook. But what if 
the teenager could be paired with another teenager who 
shares her size and fashion tastes? Or even better, not with 
just another teenager, but perhaps with a group of teenag-
ers. By exchanging outfi ts, she could extend the usable life 
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of outfi ts dramatically, while still providing the necessary 
fresh look for a new post on Facebook. But how to fi nd 
such a group? Easy! Transfer these decisions to the best-
informed decision maker.

This is exactly what FashionSista, a start-up that was 
born in one of our programs on innovation, attempted 
to do. Instead of teenagers or their parents trying to fi nd 
partners for outfi t swaps, FashionSista would build a da-
tabase containing extensive information on what goes 
on in individual teenagers’ closets. Based on this data-
base, FashionSista would be able to accurately identify 
the individual fashion profi le. Using this information, 
FashionSista would fi nd an endless supply of other com-
patible teenagers to exchange outfi ts with. Transferring 
matching decisions from individuals to a market maker 
like Fashion Sista would eliminate the information inef-
fi ciency, keep outfi ts fresh, and eliminate many existential 
sartorial crises.

By now you understand what decisions to make, when to 
make them, and who should make them. You also have 
learned which parties are best equipped to bear the con-
sequences of those decisions. The fi nal dimension is to 
align the incentives that provide motivation for achieving 
the objectives at the root of those decisions—the why as-
pect of the decision pattern. That is the subject of the next 
chapter.
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CHAPTER 6

The Why Strategy

In an ideal world, each actor in an organization would set 
aside self-interest and collaborate for the good of the sys-
tem as a whole, agreeing to share the profi ts in a reason-
able fashion. In theory, it is possible for an organization’s 
culture to be shaped in such a way as to achieve this ideal 
situation. But when organizations grow larger and more 
complex, internal fi efdoms and rivalries emerge, making 
it diffi cult for culture alone to ensure this collaborative 
ideal.

That is because the rewards and incentives that de-
termine compensation are designed to motivate types 
of behavior that advantage the work of each functional 
area, department, or business unit, and those motivators 
typically vary from one corner of the business to another. 
In essence, they defi ne why people do what they do and, 
often, the way they do it. While rewards and incentives 
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can do a fi ne job in the context for which they were de-
signed, their very effectiveness will often undermine col-
laborative work by causing participants to behave in self-
interested ways.

This problem can be even more troublesome when 
multiple fi rms must work together toward a common 
objective. The incentives that motivate different organi-
zations pull against each other, and the value chain as a 
whole suffers. Within a single fi rm, managers may possess 
enough leverage to intervene and force the desired give-
and-take. But between separate fi rms, intervention is typi-
cally more complicated, marking the difference between 
working within one tribe and working with two or more 
whose incentives are not aligned. (See the sidebar, “Why 
We Do What We Do.”)

The purpose of this chapter is to show you how to re-
solve incentive misalignments by making changes to your 
business model. We recommend three approaches. The 
fi rst is to change the revenue and profi t stream in the transac-
tions between different organizations. You might accom-
plish this by changing contractual arrangements between 
parties in your value chain. For example, a traditional 
contract might involve paying a supplier a fi xed amount 
for provided goods, whereas an innovative contract would 
tie payment to the quality of the end result (profi ts and 
revenues or performance). The second approach is to syn-
chronize the differing time horizons imposed by the parties’ 
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Why We Do What We Do

You may have observed fi rsthand that incentives can work in un-

predictable ways. Although we take it on faith that money is the 

most effective motivator, seemingly weak nonmonetary incen-

tives can be surprisingly effective. For example, simply letting 

households know how much more electricity they consume than 

their neighbors can reduce consumption more than monetary 

incentives.a Behavioral economists like Dan  Ariely have con-

ducted experiments demonstrating the surprising ways in which 

people behave irrationally. If you cannot assume that employees 

will behave rationally in all circumstances, how can you develop 

incentives that actually work?  Ariely, in his book, Predictably 

Irrational, argues that when people behave irrationally, they do 

so in ways that are both systematic and predictable.b Under-

standing the causes of irrational decisions can suggest ways of 

producing better ones. But you must always beware the law of 

unintended consequences. Steven Kerr’s seminal 1975 Acad-

emy of Management Journal article, “On the Folly of Rewarding 

A While Hoping for B,” still stands as a groundbreaking study on 

the clumsy design of incentive systems.c

a. John Rogers, “Smiley Faces vs. Vampires: Knowledge (About Power) Is Power,” 
The Equation, http://blog.ucsusa.org/smiley-faces-vs-vampires-knowledge-about-
power-is-power/.

b. Dan Ariely, Predictably Irrational: The Hidden Forces That Shape Our Deci-
sions, rev. ed. (New York: HarperCollins, 2010).

c. S. Kerr, “On the Folly of Rewarding A While Hoping for B,” Academy of Man-
agement Journal 18, no. 4 (1975): 769–783.
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respective business models in order to repair misaligned 
incentives. For example, one organization might care only 
about a single transaction’s immediate gains or losses, 
while the other is focused on building  longer-term value. 
If both parties commit to an open-ended  relationship—
one that will encompass many transactions into the fore-
seeable future—each develops a mutual interest in the 
other’s sustained long-term success. By syncing their time 
horizons, both organizations will work for the common 
good. The third approach covers situations in which the 
uncertainty is so high that it is not possible to write con-
tracts that cover all contingencies or to commit to engag-
ing with the other party for the foreseeable future. In such 
situations, the best (and often only) solution may be to pur-
sue a strategy of vertical integration.

Redefi ning the Revenue Model: 
Performance-Based Contracts

You are quite likely familiar with legendary tales about 
defense contractors charging the US government absurdly 
high prices for screwdrivers, toilet seats, and fl ashlights. 
To be sure, such nonsensical costs can add up. But there 
are other, more worrying ineffi ciencies that arise from tra-
ditional contracting methods, and these make the toilet-
seat problem seem trivial by comparison.
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In the past, when the US Department of Defense 
(DoD) purchased expensive aircraft, it would agree to a 
“time and materials” (T&M) arrangement for repairs and 
regular maintenance. Under T&M, customers are charged 
for the labor and materials consumed (on a cost-plus basis) 
in the course of each maintenance event, similar to the 
way you pay a mechanic for car repairs. It’s estimated that 
for every $1 the government spends to purchase a new air-
plane, it will spend $7 on T&M charges over the life of 
the plane. Unfortunately, this model offers no incentive 
for a contractor to maximize the length of time between 
service events. Indeed, from the contractor-incentives 
point of view, under T&M the operating principle for ser-
vicing, say, jet engines would be the more problems, the 
better.

If you think back to the Blockbuster example discussed 
earlier, you see here the same type of incentive misalign-
ment that, in the 1990s, damaged the movie-rental value 
chain. There was no compelling reason for movie studios 
to care whether Blockbuster thrived or not, until Sumner 
Redstone gave them one in the form of a revenue-sharing 
scheme. Likewise, given the way defense contractors’ in-
centives were structured, jet-engine reliability was not a 
focal priority, despite the fact that it was extremely impor-
tant to their military customers. In reality, the less reliable 
the engines were, the more the contractors’ maintenance 
revenues rose.
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This system created an assortment of perverse incen-
tives—and lack of incentives. As a practical matter, for 
example, contractors had no incentive to pressure their 
suppliers to increase the quality of engine components, in-
novate through more effi cient designs, use more durable 
materials, or develop better preventive maintenance strat-
egies. Until, that is, the DoD gave them a reason to care 
about engine reliability and change why they designed en-
gines the way they did.

In 2004, facing pressure to cut costs and improve per-
formance, the DoD sought a way to change the why of the 
contracting business model. It wanted to align the incen-
tives of contractors around the goals of lower maintenance 
cost and higher engine reliability so as to increase aircraft 
availability and the length of time between service events. 
It adopted a contracting method called  performance-based 
contracting (PBC). In essence, the objective of PBC was 
to change the revenue model for contractors. They would 
be paid for the amount of time the aircraft was actually 
in service, with the DoD specifying, for example, 95 per-
cent availability as its threshold. As a result, the contractor 
would earn more the longer a jet engine performed with-
out needing to be taken out of service for maintenance or 
repair.

The large trend that PBC represents is the “serviciza-
tion” of what were once straightforward product pur-
chases. Servicization—tying providers’ revenues to spe-
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cifi c performance thresholds—can be a potent why form 
of business model innovation. It gives the provider a 
strong incentive to deliver both quality products and ser-
vices (because better-engineered products require less fre-
quent service). We now see instances where, for example, 
the owners of large offi ce and apartment buildings pay 
for heating and air conditioning as a service, based on a 
contracted level of system uptime (usually 99 percent or 
higher) or on maintaining a specifi ed temperature.

Performance-based contracting isn’t an entirely new 
approach: the jet-engine division of Rolls-Royce was us-
ing a version of it thirty years ago. For a 2009 research 
project that we and some of our colleagues conducted at 
the Wharton School, we studied the experience of Rolls-
Royce and its commercial aviation customers, looking at 
service records over a fi ve-year period during which the 
fi rm offered buyers a choice between PBC- and T&M-
based maintenance contracts.1 This allowed us to com-
pare both methods’ performance outcomes. We found 
that, on average, the time between engine overhauls was 
790 in-service hours longer using the PBC model than 
under a traditional T&M contract. Depending on how 
heavily used the customers’ aircraft were, PBC delivered 
a reliability dividend that ranged between 10 percent and 
25 percent. (We were unable to make such a side-by-side 
comparison for defense contracts since the two methods 
were never simultaneously in use.)
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While the advantages of PBC are clearest on the cus-
tomer side, there is further work to do to understand 
clearly how contractors might also benefi t. A PBC con-
tract in effect transfers resource management risks from 
customers to contractors (a who as well as a why change). 
This makes sense because the contractor has superior in-
formation about and control over both its supplier net-
work and its maintenance personnel. But contracting is a 
complex art, and the ultimate success of the PBC method 
will depend on formulas to compensate contractors for 
taking on the added risks.

It’s worth noting, however, that part of the harm of 
T&M also fell on the contractor side, leading to a lack of 
attention paid to process effi ciencies over time. Because 
contractors had little incentive to operate leanly, they may 
have overlooked opportunities to address business-model 
fl aws of their own. PBC now gives them a reason to pursue 
long-neglected innovations. Those greater effi ciencies—
including in the area of resource management—may, in 
turn, soften the blow of any decline in maintenance rev-
enues. To be sure, these are long-term relationship issues 
that need to be negotiated carefully and in good faith.

That said, we believe there are opportunities to apply 
PBC-like models in a variety of industries. Any business 
in which the failure of essential equipment would prove 
costly is a potential candidate for PBC: oil and gas compa-
nies, chemical and semiconductor manufacturers, hospi-
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tals, cruise lines, fi nancial services fi rms that execute high-
speed trades. In short, if your business relies on equipment 
that is maintained by an outside party under contract, 
there may be highly consequential incentive-alignment 
ineffi ciencies to address.

Aligning Time Horizons in the Global Sourcing Market

In astrophysical terms, we know the world is round, 
but for most business and economic purposes, we act as 
if it were fl at. Increasing specialization, technological 

CAVEATS:  Performance-based contracting works well when per-

formance can be fully and unambiguously defi ned. For instance, 

using PBC in developing a new airplane that relies on advanced 

technologies and materials is unlikely to work because it is dif-

fi cult to predict reasonable performance standards and develop 

appropriate metrics; there are simply too many unknown un-

knowns involved. A supplier asked to bid on such a contract 

would demand an exceptionally high price in order to compen-

sate for the uncertainties it will encounter. Further, you need 

to factor in the way PBC might infl uence customer behavior. 

Contractors may have to factor in the possibility that PBC cus-

tomers will subject aircraft engines to heavier than normal use 

(as our research at Rolls-Royce suggested). It would therefore 

be helpful if contracts included safeguards defi ning thresholds 

for “reasonable” equipment usage.
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 complexity, and globalization have led businesses to ob-
tain myriad products and services from a limitless array 
of outside providers. In the automotive, consumer elec-
tronics, and retail industries, reliably sourcing materials, 
parts, and fi nished products from supply chain partners 
is the key to success. Li & Fung Ltd., one of the world’s 
 fastest-growing companies, has fundamentally changed 
the game in the industries that rely heavily on sourcing.2 
Li & Fung has grown at a compounded annual rate of 
23 percent for the past fourteen years to achieve annual 
sales of more than $20 billion.

Best known for sourcing apparel and toys from the low-
cost economies of Asia, the group today operates in an 
expanding range of categories. It is present in more than 
forty economies across North America, Europe, and Asia, 
with a global sourcing network of nearly fi fteen thousand 
international suppliers, as well as thousands of buyers. 
The company owns no production, transportation, or re-
tail facilities, but it has nonetheless become the key link in 
the sourcing practices of some of the world’s best-known 
companies. So how has Li & Fung created a multibillion-
dollar business while outclassing established champions in 
the game of sourcing?

Traditional sourcing relies on a variety of competitive-
bidding rituals that ensure low prices and moderate but 
acceptable quality, typically with the sole goal of lowering 
sourcing costs. The chosen provider wins the business for 
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a short time, at the conclusion of which the bidding pro-
cess repeats. This model has served many industries well 
for decades, enduring for as long as sourcing remained a 
dominantly cost-driven undertaking.

But as the use of overseas sourcing increased, with it 
came undercurrents of reputational risk. Faraway suppli-
ers sometimes cut corners on quality control and materials 
reliability. Worse, there were the occasional unsavory rev-
elations of abusive labor practices (including child-labor 
violations), product diversion, and the production of coun-
terfeit goods. But since most sourcing transactions were 
one-off deals—with today’s low bidder being replaced by 
a new one tomorrow—shoddy providers faced few con-
sequences. Until, of course, multinationals felt the corro-
sive impact that repeated performance problems began to 
have on their brands. At that point, the short-term time 
horizon of the provider fi rms’ business model became the 
focus of why attention.

Li & Fung exploited the relational advantages of in-
termediation to create a new business model based on 
combining the fl exibility of competitive sourcing with the 
confi dence of long-term relationships. It had absorbed the 
lesson of Toyota, which came to dominate the automo-
tive industry largely on the strength of its long-term 
supplier relationships. The Toyota Production System 
abandoned traditional competitive bidding, preferring in-
stead to enter into long-term partnerships with suppliers. 
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These  partnerships involved substantial cross-ownership 
arrangements, in which Toyota made irreversible invest-
ments in such relationship-specifi c assets as co-located 
plants and integrated IT systems. Each of these commit-
ments increased suppliers’ confi dence that the relationship 
with Toyota was designed to last, rather than subject to 
the whims of periodic bidding rituals.

Li & Fung saw that it could add unique value by in-
novating a new global sourcing ecosystem based on inter-
mediation. It would occupy the point of leverage between 
multinationals and sourcing providers. From that inter-
mediary position, it provides sourcing services to major 
brands and retailers worldwide, including Walmart, Tar-
get, Zara, and Levi-Strauss. Typically, Li & Fung takes 
over the client’s sourcing function. It selects, verifi es, and 
approves suppliers; allocates business between or among 
different suppliers; and manages the client’s relationship 
with each supplier—including by crafting incentives for 
investments (in people, facilities, and materials), perfor-
mance, and compliance.

You might wonder why it makes sense to add new 
channel members when each entrant takes yet another 
piece of the pie. The answer is that Li & Fung optimizes 
the channel’s value and effi ciency by reducing all channel 
members’ risks, including, but not limited to, information 
and incentive-alignment risks. For example, as the main 
interface between buyers and suppliers, Li & Fung exerts 
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important control over risks relating to product quality, 
logistics (transport and timely delivery), and fi nancial 
payments, among others.

The key to this business model is that Li & Fung and 
other similar fi rms enter into long-term sourcing arrange-
ments with both buyers and suppliers, matching needs to 
capabilities. Having long-term relationships with other 
value-chain partners changes the horizons of the partici-
pants as they make their decisions. In short-term relation-
ships, partners have no incentive to think of long-term 
outcomes. But with greater confi dence in the longevity of 
a relationship, partners begin to focus on building long-
term value.

Creating a shared time horizon for buyers and provid-
ers brings their incentives into alignment. These phenom-
ena are well known to economists. Once there is the pos-
sibility of repeated long-term interaction among different 
parties, self-interest focuses on building and sustaining 
value. Everyone can be better off.

Within its network of buyers and suppliers, Li & 
Fung can change the suppliers that are matched to dif-
ferent buyers at any point. This provides a modicum of 
fl exibility while maintaining uninterrupted relationships 
with different buyers and sellers.3 Essentially, sourcing for 
multiple buyers allows an intermediary like Li & Fung 
the fl exibility to choose which suppliers are best suited 
to be matched with which buyers. At the same time, all 
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 suppliers are guaranteed to receive a healthy stream of or-
ders from the network of Li & Fung buyers, thus ensuring 
that relationships endure.

In the next section, we look at situations where the ef-
fects of partners’ actions are indiscernible even in the long 
run. In such cases, aligning time horizons offers little ben-
efi t. Instead, you must change the system in more funda-
mental ways.

CAVEATS:  Aligning the time horizons of different players works 

best when the long-term effects on value creation are most criti-

cal. This is often the case when the consequences of different 

parties’ actions are not easily discerned in the short run. (In 

the automobile industry, the reliability of supplied parts is a 

good example.) In addition, Li & Fung—and other fi rms that 

provide comparable services—are few and far between. If your 

fi rm pursues sourcing activities in sectors or regions where you 

lack recourse to a trusted intermediary, you will need to man-

age such relationships directly. With little fl exibility to switch 

easily from one supplier to another, you will need to watch out 

for incentive misalignments and be prepared to intervene to cor-

rect them. Be aware, too, that building long-term buyer-supplier 

relationships will be diffi cult if management, on either side, re-

mains more focused on short-term goals. Among other things, 

such a mismatch could threaten the sorts of irreversible—and 

sometimes risky—mutual investments that ensure a long-term 

commitment between fi rms.
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When Integration Is the Cure for a Broken System

Activities that businesses used to do for themselves are now 
routinely entrusted to third parties, as in the example Li & 
Fung’s management of many global companies’ sourcing 
needs. Comparable specialist fi rms manage tasks as di-
verse as travel services, payroll, IT support, parts of the HR 
function, security, customer service, and janitorial work.

Often this fragmentation makes good economic sense, 
but it also comes at a price. Many of the outside fi rms that 
have become part of your business ecosystem are governed 
by different objectives and incentives than those that de-
fi ne your fi rm. All of those divergently motivated systems 
may have introduced unforeseen ineffi ciencies into your 
business. Doubtless, some of these ineffi ciencies may be 
addressed using the why approaches described in the 
previous two sections. However, there are circumstances 
under which even well-designed contracts won’t resolve 
incentive-alignment ineffi ciencies. In that case, the only 
recourse is through vertical integration. Take health care, 
for example.

Health care is a many-headed monster that businesses 
have been trying to tame ever since it became part of the 
benefi ts structure and a major component of business cost. 
In the United States, a whopping 17.6 percent of GDP is 
spent annually on health care.4 But even though it out-
spends all other countries by a wide margin, an  infamous 
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World Health Organization study, conducted in 2000, 
ranked US health care thirty-seventh in terms of quality.5 
And it is not alone: study after study fi nds that health-care 
spending around the world is not producing improved 
health by any measure—whether in longer life spans, 
lower infant mortality, or higher-quality outcomes.

In the United States, in particular, the roots of the 
problem are in the business model, not in the failure of 
technology or physician skills. Indeed, the US health-
care model—in which separate components of the system 
function almost as adversaries—is a disorderly tangle of 
information risks and misaligned incentives. While many 
countries have adopted state-run or single-payer health 
care, the US system remains highly disaggregated. Al-
though myriad private hospitals and insurers give it the 
appearance of a market, the system as a whole operates 
without economic transparency, true competition, or 
 evidence-based data that would help patients make in-
formed choices or exercise bargaining power.

Let’s look at the business model typical of most 
 employer-provided health-care systems in the United 
States.6 The US health-care system consists of mainly 
independent physicians, hospitals where physicians have 
admitting privileges, nurses, researchers, technicians, and 
administrators. Besides those who directly deliver health 
care, there are the patients and their employers, along with 
various insurance companies, and the government—in 

H6462.indb   162H6462.indb   162 4/11/14   8:35 AM4/11/14   8:35 AM



The Why Strategy

163

short, the consumers, the payers, and the regulators. And 
there is a system of reimbursements that determines how 
much the insurer or the government, or both, will pay for 
each procedure performed by a provider.

In terms of business model ineffi ciencies, how does this 
play out in practice? Ineffi ciencies typically cluster around 
the two fundamental business model decisions.

What Treatment Should Be Prescribed for a Patient? 

The health-care system is dominantly structured to diag-
nose and treat illness rather than to sustain wellness. Doctors 
are paid when patients are sick, not healthy (not unlike the 
DoD suppliers paid under T&M contracts). This causes 
a systemic incentive-alignment risk. Doctors make more 
money when they prescribe more procedures, needed or 
not. Consequently, physicians are rewarded for taking a 
short-term view of the patient’s health. The weight of in-
centives imposed by the business model emphasizes treat-
ing the patient’s current condition rather than preventing 
some future condition.

How Should Treatment Be Priced and Paid For?

Employers sign agreements with insurance companies to 
provide coverage for employees; insurance companies, in 
turn, sign agreements with area hospitals and physician 
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practices. The idea behind these agreements is to build 
leverage to negotiate volume discounts: employers in or-
der to get favorable rates from insurers, and insurers to 
get favorable rates from hospitals and physicians. In real-
ity, hospitals and specialist physicians frequently set rates 
for procedures, tests, and therapies that are many times 
higher than the cost to provide them. As a result, even 
plans that have negotiated the most favorable discounts 
are likely to reimburse hospitals and physicians for much 
more than the cost of delivering prescribed care.

The forces that operate on all of the system’s parties 
lead to a high degree of perversity. On the patient side, 
perversity manifests as information risk; on the provider 
side, it is mainly a matter of incentive-alignment risk:

• Patients, who make decisions based on profound 
information ineffi ciencies, must trust the judgment, 
skill, and experience of their physicians. And, in 
most cases, even if they had suffi cient information, 
they would be hard-pressed to remain objective in 
what are sometimes life-or-death situations. If a 
 specialist orders an MRI, what patient would ask 
for an X-ray instead? And, as a rule, patients don’t 
usually know what care costs until after it’s been 
provided.

• Hospitals, which have invested in expensive diag-
nostic and treatment technologies, have an incentive 
to use those tools as often as possible, to the point of 
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turning every MRI or CT scanner into a profi t cen-
ter. Because teaching hospitals combine the missions 
of physician training, research, and patient care, 
they are especially prone to incentive misalignments 
when teaching and research activities confl ict with 
patient-care priorities.

• Physicians have an incentive to prescribe MRIs 
instead of X-rays, since doing so is fi nancially 
rewarding both for them and for the institutions 
with which they affi liate. Besides, patients always 
want the best available technology. Patients also 
want the latest medications. This makes physicians 
easy targets for drug-marketing strategies that could 
compromise their objectivity (such as, for example, 
when physicians are rewarded by drug companies 
to prescribe their medications more than those of 
competitors).

• Insurers—as long as they can raise premiums, hold 
down administrative costs, demand higher patient 
deductibles, and deny enough claims—have no 
incentive to question the economics that govern the 
system they’ve helped create. Doing so could open a 
can of worms that might threaten their role in the 
system.

• Drug companies have incentives to prefer the status 
quo. The US health-care model has provided them 
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with the world’s highest prescription drug prices. 
They enjoy a reasonably tolerant regulatory envi-
ronment that allows them, within reason, to market 
drugs for off-label uses.

Businesses, like individual patients, struggle to control 
what they can in a system that often defi es reason. Con-
sequently, they have few options to make genuine head-
way against problems of such magnitude manifested on 
so many fronts.

So what is the possible solution? Part of what ails the 
current health-care model is the constant tension between 
disaggregated parties motivated by different objectives 
and incentives. The problem is disaggregation. Possibly 
the best way to align the incentives of all parties so that 
they work toward the shared goal of sustaining wellness is 
by integrating doctors, hospitals, employees, and employ-
ers in a single organization. Since employers and employees 
pay the lion’s share of health-care costs, integrating some 
or all of the system of care into business enterprises brings 
the parties together around the clear focal objective of 
keeping the pool of insured people as healthy as possible 
and thereby driving down costs—both now and in the 
future. Incentives would reward an emphasis on main-
taining wellness over treating sickness. Investments in 
wellness are inexpensive compared with the cost of treat-
ing ailments; since many ailments are avoidable through 
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changes in behavior, the long-term focus pays enormous 
dividends.

Physicians, like everyone else, would be salaried em-
ployees of the company. As long as they and others in the 
system are incented toward the goal of better employee 
health, there would be no confl ict of interest. (To be sure, 
employees’ privacy interests with respect to their health re-
cords would have to be earnestly protected.) The company 
would have to be self-insured to avoid ceding decision-
making power to an insurer with its own profi t agenda.

Adventures in Integration

The idea of integrating health care may seem utopian, but 
a growing number of innovative US companies have be-
gun bringing it to life with encouraging success.7 Quad/
Graphics, a large printing company with annual revenues 
of more than $4 billion, implemented such a system and 
lowered its health-care costs by an estimated 30 percent. 
Perdue Farms, Sprint, and Pitney-Bowes have done like-
wise. Perdue employs twenty-six doctors and operates its 
own laboratory, pharmacy, and rehabilitative care facility. 
These companies all contract with hospitals for advanced 
care requiring expensive equipment, but such cases are a 
small fraction of the total care employees consume. The 
fi rms’ self-insurance programs are equipped to handle 
situations that involve treating very sick employees.
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Ensuring good outcomes requires not just shifting re-
sponsibility for health-care decisions to internal doctors, 
but also tying doctors’ bonuses to patient evaluations, 
early intervention strategies for disease prevention, and 
positive health outcomes. These sorts of metrics are far 
more clearly correlated with long-term health than the 
number of procedures a physician orders. The success of 
Quad/Graphics’ in-house health program has led it to be-
gin operating clinics for other companies. Quad spends 
much more money on preventive medicine than on hos-
pital costs, which appears to demonstrate that the system 
reduced alignment ineffi ciency in the right direction. 
For example, the rate of Caesarian section births among 
women in the Quad health-care system is only 12 percent, 
compared with 26 percent nationally. Given the debate 
about the overprescription of Caesarian sections by doc-
tors, this is a remarkable result and one that clearly trans-
lates into cost savings.8

Taken as a whole, the trend toward providing health-
maintenance care for employees has produced encourag-
ing results. For instance, Freddie Mac found that a clinic 
that costs $600,000 per year to run adds roughly $900,000 
a year in increased employee productivity.9 The ultimate 
goal of these types of initiatives is to produce healthier em-
ployees and healthier balance sheets.

The US health-care system as a whole presents what is 
often called a “wicked problem”—one whose  complexities, 

H6462.indb   168H6462.indb   168 4/11/14   8:35 AM4/11/14   8:35 AM



The Why Strategy

169

CAVEATS:  Needless to say, vertical integration is not a trivial 

task. Many organizations rightly hesitate to reverse the trend of 

fragmentation in order to take on directly performing activities 

that are outside their core competencies. (The fact that more 

businesses are doing so is evidence of some desperation to fi nd 

a better way.) An alternative to becoming direct health-care pro-

viders might be to approach the problem through contract de-

sign, much as Blockbuster did in its revenue-sharing contracts 

with movie studios. Under what is called a gain-sharing arrange-

ment, physicians would share the benefi ts from health-care 

cost reductions. (Employees, too, could share gains when they 

engage in successful wellness strategies.) Unfortunately, in the 

United States, gain-sharing contracts with health-care providers 

can raise legal issues. Laws prohibit efforts to motivate physi-

cians through incentives that would reduce medical services.10 

Never theless, the US government has granted some legal waiv-

ers for experiments designed to test the potential benefi ts of 

gain sharing. These have produced some encouraging results.11 

Yet another promising contracting approach is the bundled pay-

ment model that reimburses providers on the basis of expected 

costs for episodes of care.12 But for both of these contracting 

approaches, there are aspects of the cause-and-effect equation 

that defy scientifi c observation and control, and therefore cannot 

be contracted. Many long-term medical outcomes fall into the 

class of gains that are diffi cult to account for in a contract. In 

such cases, integration can be a potentially promising remedy for 

businesses. But because of integration’s higher degree of diffi -

culty and investment, it should only be done in circumstances for 

which the other two why innovation approaches are inadequate.
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interdependencies, and internal contradictions and ten-
sions make it especially resistant to solutions. That busi-
nesses in growing numbers have embraced these sorts 
of in-house experiments shows the extent of frustration 
with a system that is both out of control and seems fo-
cused on the wrong approaches. US businesses have his-
torically been invested in employee health care through 
the insurance benefi ts they offer. Moreover, employees in 
recent years have paid a growing share of insurance costs. 
Businesses may not have anticipated what they were in for 
when they fi rst took on the burden of employee health 
care, but now they’re beginning to recognize the value of 
seizing control of the delivery system more directly.

TAKEAWAYS

 At the heart of the why approach to business model 
innovation is the key insight that organizations make 
decisions because they are driven by incentives that 
often differ from those of other parties in the value 
chain. Based on this insight, there are three ways of 
changing a fl awed business model:

Change the revenue model to align incentives. Very often, 
the cause of misaligned incentives is simply a poorly 
designed relationship (or contract) between companies, 
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one that may exist for reasons of historical practice. In 
these cases, a shift to performance-based contracting 
often eliminates perverse incentives.

Replace short-term relationships with long-term partnerships. 

Incentive-alignment risk arises when organizations 
have different time horizons. A supplier whose deci-
sion making is based on short-term incentives for cost 
reduction will cut corners in ways that undercut the 
long-term value proposition. Aligning everyone’s in-
centives around long-term relationships usually  focuses 
all parties on building value that can endure.

Integrate. Some business models drive so much com-
plexity that the best way to reduce misalignments is to 
bring the disparate parties together in a single orga-
nization. When guided by clearly focused objectives 
and motivated by compatible incentives, an integrated 
enterprise will produce superior outcomes at a lower 
cost. But high cost and high diffi culty make it a last 
resort.

Why Innovation in Action—P2P Car Sharing: 
From Napster to Relay Rides

Why would you rent your shiny new car to a complete 
stranger for a few dollars an hour? What if he or she does 
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not treat it with the same love and care that you do? What 
if he or she doesn’t have a great driving record or runs up 
some speeding and parking tickets? Why would you—as 
a renter—make sure that there are no parking tickets on 
a car you borrowed from a stranger? At worst, he will 
not rent you his car again, but there are perhaps plenty of 
other fi sh in the sea.

These concerns have limited the spread of peer-to-peer 
(p2p) car sharing. The peer-to-peer model that was widely 
successful for sharing reproducible digital goods via the 
internet (think Napster, uTorrent, and the like) has not 
made much of a mark beyond the digital realm, despite the 
obvious utilization effi ciencies of sharing physical goods 
such as cars. A whole host of promising p2p car-sharing 
start-ups, best exemplifi ed by Relay Rides, are planning to 
change all that by innovating the why of the rental and the 
use decision. While renters leasing from other individuals 
may have no reason to take care of the car, an intermediary 
(akin to Li & Fung, which we described earlier) can take 
these one-off lessee-lessor transactions and make them 
into long-standing relationships that both the lessor and 
the lessee have with the intermediary. Now a renter who 
“misbehaves” will not just lose the use of one car, but may 
be banned from the platform itself, fundamentally chang-
ing his incentives to take care of the vehicle. Moreover, it 
is easier for such a marketplace to create a reliable, boiler-
plate contract that each user must adhere to and that can 
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be used as a last resort to align incentives. This is exactly 
what p2p marketplace enablers like Relay Rides are trying 
to do. Inserting intermediaries into the equation changes 
the horizon of relationships, which alters why decisions to 
offer cars for rental and decisions on how to use rental cars 
are made. Will they succeed in making p2p car sharing as 
frictionless as downloading a movie on the internet? Only 
time will tell.

In our fi nal chapter, we turn our attention to BMI imple-
mentation, using a case study to show how even inexpe-
rienced hands can produce a successful business model 
with surprising speed.

H6462.indb   173H6462.indb   173 4/11/14   8:35 AM4/11/14   8:35 AM



H6462.indb   174H6462.indb   174 4/11/14   8:35 AM4/11/14   8:35 AM



175

CHAPTER 7

Business Model 
Innovation in Action

Although we have described many examples of business 
model innovation in our book, we have yet to show the 
full trajectory of a project, from the original rough idea 
to an emerging concept, to the rounds of iterative exper-
imentation that help shape the concept into a workable 
business model, followed by its early success in the market 
and eventual evolution as business conditions change.

This chapter’s main component is an effort to fi ll in 
some of the blanks. It is the story of TerraPass, a start-up 
venture that grew out of an MBA class one of us taught at 
the Wharton School of Business in 2004.1

Although TerraPass is far from being our greatest suc-
cess, we like it for a number of reasons. First, we learned 
a lot from it; it was a teaching prototype, our fi rst stab at 
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having a class develop a new business and a new business 
model. Second, it was highly innovative in both strategic 
and operational ways. Third, the original model ben-
efi ted from a high degree of experimentation and later 
mutated as the business matured and coped with sundry 
challenges.

Finally, and most important for our purposes here, the 
success of this modest venture—with no money, corpo-
rate backing, or seasoned staff—really opened our eyes to 
the power of business model innovation. It showed how 
a group of smart people with no prior experience execut-
ing BMI projects could apply an early prototype of our 
framework to innovate—within a matter of weeks—a 
new business that successfully overcame multiple ineffi -
ciencies in an existing market. TerraPass went on to win 
funding and media attention. It grew—bringing in more 
than $3 million in annual revenues by late 2006—and was 
eventually acquired. TerraPass still exists, and although 
it encountered its share of challenges and continued to 
tweak its business model, it fulfi lls much the same mission 
as it did from the beginning. We will describe how Terra-
Pass transformed the market’s dominant decision pattern 
to remediate the ineffi ciencies it caused.

First, however, we want to introduce you to a tool called 
the business model innovation matrix (see table 7-1). We 
use it regularly when working with clients and fi nd it 
helpful in sorting through many possible innovations. 
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TABLE 7-1

Business model innovation matrix

What When Who Why

Select focused 
versus fl exible 
business model.

Delay decisions 
as much as 
possible.

Transfer 
decisions to 
best-informed 
players.

Change the 
profi t or revenue 
streams to align 
incentives.

Change the 
scope of 
decisions.

Change the 
sequence of 
decisions.

Transfer 
decision rights 
to the party 
best able to 
tolerate the 
consequences. 

Synchronize the 
differing time 
horizons.

Hedge or 
complement 
decisions with 
each other.

Split decisions to 
obtain partial in-
formation before 
the decision is 
completed.

Move the 
consequences 
(costs) of the 
decision to 
the party that 
benefi ts the 
most.

Pursue a strat-
egy of vertical 
integration .

 Although most readers will likely apply this tool in estab-
lished businesses, it has also proven to be quite valuable to 
entrepreneurs launching ventures that disrupt an indus-
try’s usual way of doing business (what TerraPass did). We 
think of the matrix as an “idea trigger” because it offers a 
quick way to scan the four W levers and twelve innovation 
approaches, as described in the previous four chapters, 
and zero in on those likely to be most productive. In that 
sense, it’s a kind of cheat sheet for the contents of the book: 
somewhere among its dozen cells, you will fi nd the best 
path for taking your business model in a new direction.
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What makes the BMI matrix an effective idea trigger 
is that it embodies the lessons of hundreds of examples, 
including each of those we have used here. All of the ex-
amples helped shape our thinking, to the point where we 
would be hard-pressed to come up with a business model 
problem or opportunity to which none of these twelve in-
novations could be applied. Indeed, more than one poten-
tial approach will frequently emerge.

As we noted earlier, some of the strategies we recom-
mend are familiar ones, fi rst proposed by other business 
thinkers. The main advantage of our framework is not 
that it invents completely new rules of business. Rather, 
its strength lies in viewing business model innovation sys-
tematically, through the lens of risk-induced ineffi ciencies. 
Our focus has always been to work backward from identi-
fi ed ineffi ciencies to propose the innovations needed to fi x 
them. That should be your focus, too.

Each cell of the matrix is tailored to particular circum-
stances, risks, and ineffi ciencies. For example, looking 
at the “what” column, note the hedging strategy in the 
bottom cell. If your fi rm engages in lines of business that 
are subject to highly volatile demand, you might fi nd it 
desirable to hedge the information risks of complemen-
tary decisions against each other, as LAN Airlines does 
by carrying cargo shipments on passenger planes. Also in 
the “what” column, if your business offers a wide selection 
of complex products within its category, how might you 
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change the scope of decisions caused by that complexity? 
As Volkswagen does, you could engineer components to 
be shared across multiple models.

Although certain types of ineffi ciency might be more 
prevalent in some businesses than in others—for instance, 
every retailer must overcome some level of information 
risk in predicting how much of which goods to carry—
our twelve varieties of innovation should be seen as fully 
transportable across industries. Just because we may have 
used examples from industries other than the one in 
which your fi rm competes, don’t assume that the under-
lying mechanisms can’t be adapted to your purposes.

Once you’ve identifi ed the highest-priority BMI chal-
lenge to take on—and assuming your team has been 
trained in the use of the four W’s framework—you are 
ready to use the BMI matrix to prospect for the type of 
innovation best suited to your circumstances.

TerraPass

In essence, prospecting for innovation is what the students 
who developed the TerraPass business model did.2 Dur-
ing a six-week class, we trained them in the fundamentals 
of business model innovation and then put them to work 
on the challenge of using it to create a new business. We 
also provided them with a set of principles to guide them 
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Five Implementation Principles

We recommended that our class of Wharton MBA students fol-

low a set of basic design principles distilled mainly from our 

work with clients:

• That using well-designed, systematic methods increases the 

odds that a series of fortunate events will produce a disrup-

tive new business model.

• That it is important to generate ideas for many possible in-

novations before winnowing them to those most promising.a

• That you must use hard data to help refi ne and evaluate in-

novation opportunities, eliminating the least attractive ideas 

quickly and cheaply.

• That it is vital to engage aggressively in experiments de-

signed to help resolve critical uncertainties and unknowns 

likely to infl uence business model performance.

• That different tasks demand different types and sizes of 

teams; depending on the goal, a platoon is often better 

than a brigade, and vice versa.

That fi nal principle deserves added emphasis. Two types of 

tasks are required in order to generate, select, and refi ne in-

novation opportunities: those that benefi t from inputs provided 

by a wide group of diverse participants, and those best accom-

plished when divided up among small, empowered committees 

working in parallel. It is important to assign the right partici-

pants—and the right level of participation—to the right tasks.

a. For an explanation of why generating many opportunities is better than focus-
ing on just one, see Christian Terwiesch and Karl Ulrich, Innovation Tournaments: 
Creating and Selecting Exceptional Opportunities (Boston: Harvard Business 
School Press, 2009).
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(see the sidebar, “Five Implementation Principles”). What 
ultimately resulted was a business model built primarily 
on a who innovation (with a side dish of why thrown in). 
TerraPass would help individuals concerned about carbon 
emissions participate in the market for voluntary carbon 
offsets in order to indirectly reduce their environmental 
impact.

The rest of this chapter tells the story of how TerraPass 
was developed and how to relate its lessons to your own 
BMI challenges.

A Carbon-Footprint Problem

In the fall of 2004, Karl Ulrich and Karan Girotra taught 
a course in developing new business models to a class of 
forty-one MBA candidates. Ulrich (currently the vice dean 
of innovation at Wharton) was a committed environmen-
talist, but he was having a little problem with his carbon 
footprint. At the time, he was driving a pickup truck back 
and forth between Philadelphia and Vermont, where 
he was building a home. He needed a truck not only 
for transportation but to haul building materials to the 
home site. He faced a predicament that many others do 
as well: although he didn’t then have the option to either 
drive less or drive a more fuel-effi cient vehicle, he wished 
that there was a simple way to compensate for his per-
sonal environmental impact. Ulrich thought his  uneasy 
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conscience might be a good starting point for a new busi-
ness model.

The students began the project with only a broad, gen-
eral idea: to address in some way the environmental im-
pact of carbon emissions from driving cars, SUVs, and 
light trucks. After learning the framework, they had the 
remaining weeks of the course and $5,000 in seed money 
to create a business that would provide a workable solu-
tion for drivers concerned about carbon emissions. They 
would have to operate within this limited budget and time 
frame, and employ a systematic process of development, 
refi nement, experimentation, and testing. We expected 
that their fi nal output would successfully address the 
problem of carbon emissions through a business model 
innovation rather than a traditional R&D-style innovation 
involving new technology.

The students were probably extra-motivated, knowing 
that their professor had a personal stake in whatever solu-
tion they ultimately produced. Among the earliest param-
eters that emerged during the class’s brainstorming was 
that, for a variety of reasons, people like Ulrich cannot 
easily change their driving habits. Insights of this kind 
helped narrow down the W options. If the team’s business 
model had to satisfy people who couldn’t change their 
driving habits, perhaps they could change something else. 
After all, many activities—heating, cooling, using electric 
lights and other appliances—contribute to a household’s 
carbon footprint.
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Thus, one of the early proposals was to develop an on-
line “energy-effi ciency adviser” application. Most people 
have no idea how to measure their aggregate environ-
mental impact. Their overall behavior is therefore subject 
to high information risk. This who innovation proposed 
transferring the task of analyzing behavior to an outside 
party. Individuals and families could go to a website, com-
plete a comprehensive questionnaire, and get an analysis 
of their entire carbon profi le that identifi ed opportunities 
to reduce other carbon-producing activities. While this 
seemed like a good idea for a government agency or an 
advocacy group to pursue—perhaps as part of an over-
all education and awareness campaign—the students 
concluded that it lacked the plausible revenue model that 
would make it a promising business.

Another idea sought to better align incentives so that 
individuals would be more motivated to change their be-
havior in nondriving areas of their carbon production. In 
a proposed membership model, a business would accept 
commitments from individuals to reduce their overall 
carbon impact by an amount equivalent to their vehicles’ 
emissions—say ten tons per year. At the start of the year, 
a member would pay $100. If she successfully reduced car-
bon impact in other areas by a full ten tons, she would 
get $100 back; if by three tons, she would get back only 
$30. The model’s why innovation creates an incentive for 
direct reductions through changes in behavior. The more 
successful members are at changing their behavior, the 
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larger the rebate. (All programs geared to motivate behav-
ioral changes—think of Weight Watchers and other self- 
improvement programs—depend on models with a why 
innovation at their core.)

In the what category was an idea to assemble a broad 
investment portfolio of carbon-reducing projects in differ-
ent areas (solar, wind, geothermal, energy effi ciency, and 
so on). Instead of investing in single projects, individuals 
buy shares in the entire fund. The fund’s breadth and di-
versity allow complementary decisions to hedge one an-
other’s results. If one project fails to produce anticipated 
benefi ts, another will likely overperform. The key to this 
idea is in creating the complementarity required to hedge 
the risk associated with any single investment.

There were many other ideas, including some related to 
bicycles: a project to develop automated bike-rental kiosks 
in urban areas, such as those that have lately become com-
mon in many European and US cities; and a civic-minded 
campaign to encourage more bicycle commuting from the 
nearby Philadelphia neighborhoods and suburbs. While 
these were all interesting, some (such as the bike kiosks) 
were too expensive to develop, and others were compli-
cated and rife with uncertainty or else simply not viable as 
ongoing businesses. Nor did they necessarily address Ul-
rich’s predicament: the need to compensate for his carbon 
impact without changing the main aspect of his carbon-
producing lifestyle.
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However, another of the ideas put forward suggested 
an intriguing kind of online business: a website that 
would raise seed money for an assortment of greenhouse-
gas-reducing projects. In some respects, this was an idea 
that anticipated Kickstarter, the popular when decision-
splitting innovation that we described in chapter 4. The 
premise of the idea was that there must be plenty of envi-
ronmental entrepreneurs looking for just enough invest-
ment money to investigate the potential of their projects 
or product ideas. Why not invite them to test the waters 
on a green-focused website where environmental sinners 
came to invest in worthy ventures that would offset their 
carbon impact?

Like many good ideas that are nonetheless not quite 
right, this one pointed in an interesting direction: toward 
the existing market for trading in carbon offsets. Given 
their limited time and budget, the students’ discussions in-
creasingly focused on making expedient choices—to wit, 
why waste time inventing something that already exists?

Overall, we had nearly twenty-fi ve possible approaches 
to the broad challenge of creating a business model that 
would facilitate carbon reductions for concerned indi-
viduals who were unable to achieve such reductions di-
rectly. The entire group of forty-one students had been 
involved in the ideation process. Together—after debat-
ing and challenging the key assumptions underlying each 
idea—we voted on the output, overwhelmingly favoring 
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the proposal to build a business around the trading of car-
bon offsets.

Looking for Flaws in the Existing Model

As the students began to look at the carbon-offset market, 
they learned that there were actually two distinct markets. 
The larger of these exists to facilitate compliance with 
mandatory carbon-reduction targets driven by national, 
regional, and international regulatory regimes (such as 
the Kyoto Protocols); a second, much smaller segment 
consists of voluntary offset purchases, generally involving 
environmentally conscious individuals and small to mid-
sized businesses. The voluntary market was served by a 
few trading bodies, the largest of which is the Chicago 
Carbon Exchange (CCX). It was the voluntary market 
that the students sought to leverage. Obviously, manda-
tory carbon-reduction targets don’t apply to the Karl 
Ulrichs of the world (though the day may come when 
they will).

The way both offset markets work is by creating a 
mechanism that allows polluters to pay for their sins. If 
a business is unwilling or unable to invest in capital im-
provements aimed at reducing its emissions directly, it 
can pay a sum of money that goes toward developing new 
greenhouse-gas-reducing initiatives to be executed by oth-
ers. In return, the buyer receives credits equivalent to a 
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specifi c amount of carbon reduction that goes toward off-
setting its own emissions. In essence, industrial purchasers 
of offsets are paying proxies to reduce greenhouse gases 
so that they can continue to pollute. In both offset mar-
kets, there are exchanges that facilitate the trading of in-
vestments for credits. For example, the CCX is a classic 
cap-and-trade model where net polluters purchase credits 
from net reducers.

Since a market for carbon offsets already existed, 
couldn’t individuals successfully and effi ciently participate 
in it? The students learned that the answer to that ques-
tion was yes and no. It was true that individuals weren’t 
barred from buying voluntary offsets, but the market im-
posed two key disincentives:

• Would-be participants faced a signifi cant entry 
barrier: a membership fee that amounted to a few 
thousand dollars. In effect, this upfront payment 
merely got them into the game. People with thou-
sands of dollars to spend on carbon reduction typi-
cally purchased a hybrid or electric vehicle instead. 
Or they bought replacement windows and installed 
extra insulation in their homes.

• It was diffi cult for an individual offset buyer to 
evaluate the quality of particular investment op-
tions. Among the main criteria for judging offsets’ 
quality was whether they would truly produce new 
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carbon reductions—what is referred to as “addi-
tionality”—or would instead have happened in any 
case. Additionality was imperative. If purchased 
offsets failed the additionality test, the credits would 
be worthless. Although the exchanges made some 
effort to vet their offerings, it was not a perfect art, 
and investments sometimes proved to be defective. 
Buyers typically had to fend for themselves.

There is little practical difference between analyzing 
the strengths and weaknesses of business models in a sin-
gle organization and analyzing those that are prevalent 
across an industry, since each fi rm’s business model tends 
to refl ect the industry’s competitive realities. Nearly every 
new business is launched as a direct assault upon the fl aws 
and ineffi ciencies of an existing model. So, the same gen-
eral rules apply: follow the risks to the ineffi ciencies they 
create, and then work back from the ineffi ciencies to the 
best way of eliminating them.

That is the approach the students took. Each of the two 
disincentives to individual participation in the offset mar-
ket revealed ineffi ciencies based on our two characteristic 
types of risk:

• Incentive-alignment risk. Because it was scaled primar-
ily for businesses, the voluntary market’s revenue 
model was misaligned with the interests of individ-
ual buyers, who had little incentive to pay an entry 
fee that was probably far in excess of the impact of 
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their actual carbon emissions. Some way had to be 
found to align the interests of this customer segment 
with those of the market.

• Information risk. The diffi culty individual consumers 
faced in acquiring complete and accurate informa-
tion about the quality of particular offset options 
left them in the dark, especially when judging 
whether projects met the additionality standard.

In terms of their effect on customer behavior, the two 
risks actually amplifi ed each other: The dramatically high 
minimum entry price raised the stakes of judging offset 
quality, and the diffi culty of reliably judging quality made 
the high entry price completely intolerable.

From the insights the students had gleaned about vol-
untary offsets, we developed some rough BMI design 
criteria:

 1. Carbon-reducing offsets didn’t need to be expen-
sive to be effective.3

 2. Purchasing offsets didn’t need to be diffi cult or 
complicated.

 3. Purchasers needed a basis for feeling confi dent 
that offsets would deliver the intended benefi ts.

 4. A proposed new business could play a useful in-
termediary role in helping to ensure easy access to 
carefully evaluated carbon offsets.
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Finding the Right W

As the examples in chapter 5 demonstrate, sometimes 
you need a third party to decide for you something that 
you either cannot or should not decide for yourself. Who 
innovations therefore focus on fi nding the best avail-
able  alternative (in terms of information and incentives) 
to  handle the circumstances you face. Since the mission 
of our class was to launch that third-party alternative, it 
had the latitude to design the ideal solution for both of 
the problems presented by the identifi ed risk-driven 
ineffi ciencies.

The team enumerated the various who aspects that 
needed to be dealt with. First, of course, prospective Terra -
Pass customers needed effi cient access to qualifi ed prox-
ies able to compensate for their vehicles’ carbon emissions. 
Second, they needed third-party expertise to make sound 
judgments about which particular offsets were likeliest to 
deliver additional carbon reductions in the most effi cient 
way. Third, they needed a deep-pocketed intermediary 
able to invest in carbon-reducing projects (either directly 
with project owners or through an exchange) so that the 
cost of a large number of offsets could be sliced into rela-
tively inexpensive portions suitable for individual vehicle 
owners. (It is this third aspect that accounts for the sub-
ordinate why innovation. Without a mechanism for creat-
ing a price structure that was rationally linked to actual 
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vehicle emissions, the model would not solve the incen-
tive alignment ineffi ciency that precluded participation by 
most individuals.)

The team identifi ed two innovations from the “Who” 
column in table 7-1:

 1. TerraPass would address the information risk 
associated with vetting offset options for qual-
ity and additionality by transferring decisions to 
the best-informed party: itself. TerraPass would 
decide which offsets to buy. It would both partner 
with the Chicago Carbon Exchange and would 
also, in some cases, deal directly with the owners 
of carbon-reducing projects. This was an impor-
tant benefi t. In some quarters, carbon offsets were 
controversial because claims of additional carbon 
reductions sometimes turned out to be shaky. By 
making direct investments in remediation proj-
ects—applying an extra layer of due diligence on 
customers’ behalf rather than depending solely on 
the CCX—TerraPass strengthened validation and 
credibility.

 2. Because TerraPass was the party that stood to 
benefi t most if the business thrived, it designed 
its model to absorb the fi nancial consequences of 
purchasing large numbers of offsets. While this, 
too, was purely a who innovation, it necessitated a 

H6462.indb   191H6462.indb   191 4/11/14   8:35 AM4/11/14   8:35 AM



The Risk-Driven Business Model

192

Putting a Price on Carbon

After researching the economics of carbon reduction, the stu-

dents came to understand that if a single individual were able 

to invest in a low-priced offset, she could far more economically 

reduce greenhouse gas emissions than by purchasing a hybrid 

vehicle (at a cost of as much as $10,000 more than a con-

ventional one). For example, based on 2004 carbon pricing, a 

relatively small offset investment—something in the $10 to $20 

range—could deliver a carbon-reduction benefi t roughly com-

parable to driving a hybrid vehicle for a year. That insight put the 

traditional carbon-exchange model’s entry price of thousands of 

dollars in a new light. By comparison, building a rational pricing 

model for TerraPass ought to be easy.

The consumer research team wanted to set a price in a 

way that related logically to the types of cars offset purchas-

ers drove. After testing price points, this is where they settled: 

owners of the least fuel-effi cient cars (ten to sixteen miles per 

gallon) would pay $79.95 annually to remediate ten tons of car-

bon; those with cars in the middle (seventeen to twenty-four 

supporting why innovation: changing the profi t 
and revenue streams to align incentives. Ulti-
mately, this led the consumer research team to 
develop a three-tiered pricing scheme based on 
the average fuel consumption of different types 
of vehicles. The students concluded that even the 
largest of gas guzzlers could offset their carbon 
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miles per gallon) would pay $49.95 to remediate six tons; and 

owners of the most fuel-effi cient cars (more than twenty-fi ve 

miles per gallon) would pay $39.95 to remediate four tons. The 

team later added a lower-priced ($29.95) fourth tier for hybrid 

vehicles, which accounted for 8 percent of sales. (The vehicle 

classes’ respective price points assumed a volume of annual 

carbon emissions based on twelve thousand miles of average 

driving distance.)

The pledge to customers was that offsets purchased at those 

price points would be proportional to their cars’ actual yearly 

environmental impact. The pricing scheme was a breakthrough 

in terms of expanding access to carbon offsets by making them 

affordable. It also had the virtues of being simple and easy to 

understand, and of incorporating a reasonably accurate way 

of relating each price point to a level of carbon impact. (By 

comparison, TerraPass’s only competitor, a nonprofi t called The 

Carbon Fund, required its would-be customers to provide de-

tailed answers to questions about their vehicles and their driving 

habits. This added a potentially offputting—and unnecessary—

layer of administrative overkill.)

emissions for an annual fee of less than $100 (see 
the sidebar, “Putting a Price on Carbon”).

Using Small Teams for Specialized Tasks

Beyond a certain point—typically when tasks become in-
creasingly differentiated—a large group is cumbersome 
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and ineffi cient. The ideation phase described happened in 
the early part of the course. Once the initial concept had 
been reasonably well defi ned, the group split into small 
teams (each consisting of three or four members) focused 
on different aspects of developing the idea. Table 7-2 is a 
partial list of the types of activities various subgroups be-
gan working on. Note that this list of tasks is not necessar-
ily chronological. For example, the product design team 
needed input from the three teams below it on the list in 
order to complete its job effectively. There also had to be 
clear and ongoing communication between some teams 
more than others. For example, the product design and 
brand management teams needed to collaborate closely.

Given the structure and economics of the voluntary 
offset market, it was clear to our students where the inef-
fi ciencies lay. The good news was that the idea of build-
ing a business to facilitate offset trading by individuals had 
clear potential. The challenges lay in how to overcome the 
existing model’s main risks and how to conceive a strategy 
for marketing the new business model’s value proposition 
to the customer segments most likely to be receptive to it. 
To our delight (since it affi rmed the utility of our emerg-
ing framework), the team discovered that the former chal-
lenge would be easier to address than the latter.
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TABLE 7-2

Teams and tasks

Team name Possible roles, tasks, 
decisions

Mission-critical 
deliverable(s)

Product design • Physical product concept
• Product design
• Product specifi cations
• Product architecture

• Detail design of fi rst 
product released to 
production

• Organize design 
competition

Business 
development

• Partner identifi cation or 
evaluation

• Short list of three to fi ve 
partners to approach

• Develop proposals
• Pitch to prospective partners

• One to three prime 
candidates

• Establish dialogue

Certifi cation and 
science

• White paper on consumer 
offsets

• Mechanisms for trust
• Analysis of offsets
• Certify organizations

• Credible white paper
• Certifi cation for 

website

Supply chain man-
agement—offsets

• Identify offset suppliers
• Evaluate suppliers
• Select or establish supply
• Cost model for supply

• Offset source in place

Brand 
management

• Corporate identity
• Brand identity
• Brand image
• Brand message
• Website brand or company 

content

• Brand: oversee name 
competition

• Graphic identity
• Tag line
• Website content re-

garding company

Public relations • Identify media targets
• Develop pitches
• Events and tie-ins
• Press releases

• Promote “classroom 
project” as a news 
story

Fulfi llment, cus-
tomer relationship 
management, 
customer service

• Fulfi llment process design
• CRM systems, database
• Customer-service 

mechanisms
• Order fulfi llment
• Sales force integration

• Fulfi llment system in 
place

• Customer service 
system

• Customer database

Consumer research • Develop segmentation model
• Predict consumer demand
• Uncover core drivers of 

purchases
• Identify alternatives in consid-

eration set
• Estimate price sensitivity 

• Segmentation model
• Pricing model
• Benefi ts
• Forecast
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Experiments in Marketing

As we have noted, one of the virtues of business model 
innovation is its economy. You are building value out of 
inexpensive materials, consisting mainly of people’s time 
and creative energy, and most of the investments go to-
ward iterative experiments that either succeed or provide 
value in the lessons of a quick failure. That’s a good thing 
under any circumstances, but it’s decisively important—
even with a workforce of unpaid students—when your 
launch budget is only $5,000.

Almost every aspect of developing a new product (or 
new business model) both involves the marketing func-
tion and requires some degree of experimentation. Apart 
from R&D in an engineering-focused business, no area of 
the fi rm better lends itself to experimentation than mar-
keting. The students devised a range of experiments to 
test market segmentation, brand strategies and messag-
ing, and marketing channels. They deployed experiments 
throughout the development process, beginning during 
the eight-week course and continuing as a smaller cadre 
of especially involved students for several months after the 
course concluded.4

In one of its earliest experiments, the entire class tested 
the product’s salability by consulting a tried-and-true re-
search sample: families and friends. Over the Thanksgiv-
ing break, the students fanned out with a goal to see how 
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many TerraPasses they could sell. Beyond how many, they 
wanted to learn three key things that would help shape 
the future sales and marketing strategy:

• How diverse was the potential individual market? 
The team predicted that it might be limited to the 
segment of green consumers, but that was purely a 
guess.

• What sort of sales pitch worked best? Would pros-
pects have the patience for an explanation of how 
carbon exchanges operated? Or was simpler better, 
with the focus kept mainly on the social good of 
facilitated carbon reductions?

• How would prospects react to the pricing model?

The students sold nearly two hundred TerraPasses. 
Within the demographic of reasonably affl uent middle-
class consumers (comprising family and friends), buyers 
willing to pay a relatively small sum to help the environ-
ment proved to be somewhat more diverse than the pre-
dicted green segment. For example, although roughly 
8 percent of customers were self-identifi ed, environmen-
tally aware owners of hybrid cars, a slightly larger 8.9 per-
cent owned large SUVs. This helped the team refi ne a 
market-segmentation model that measured two variables: 
the extent to which individuals were personally concerned 
about the environment and the extent to which they 

H6462.indb   197H6462.indb   197 4/11/14   8:35 AM4/11/14   8:35 AM



The Risk-Driven Business Model

198

 believed that business could be a positive force in solv-
ing environmental problems. The sweet spot for Terra-
Pass appeared to be among pro-business environmental-
ists, people who tended to be highly educated and quite 
affl uent.

The Thanksgiving sales experiment also yielded some 
important clues to future promotional tactics. For exam-
ple, without much prompting, buyers responded favorably 
to the novelty of the Terrapass idea—that drivers could use 
the service in order to easily and effi ciently “pay for their 
sins.” However, they were less receptive to the somewhat 
complicated information about the workings of carbon 
exchanges. This led the brand management and public re-
lations teams to focus less on the under lying mechanisms 
of offsets and exchanges and more on the ease-of-use and 
social-good aspects. In marketing, simple messages are 
best, as shown by the clever TerraPass bumper-sticker 
copy: “Clean Up After Your Car.”

Very few buyers had any objection to the price points. 
Feedback was especially positive about the way the three 
tiers sensibly related pricing to a vehicle’s fuel effi ciency. 
However, owners of hybrids proposed adding a lower-
priced tier for ultra-fuel-effi cient vehicles, an idea that was 
later implemented. In addition, several buyers suggested a 
possible TerraPass brand extension into air travel, also a 
signifi cant source of greenhouse gases. In all, more than 
80 percent of the fi rst two hundred TerraPass customers 
reported that they had told others about the business.
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The TerraPass model relied on a website as its primary 
sales channel. Among other things, email marketing 
pitches could effi ciently drive traffi c back to the site, pro-
viding an easy way of measuring response to particular 
marketing messages and of capturing additional customer 
information (age, income, educational level, profession). 
Zip codes alone were a trove of reliable demographic data. 
As volume to the website grew over the weeks, a picture 
of the customer segment became clearer. By the time the 
course ended in December, the students knew that most 
of the early buyers were clustered in semi-urban areas and 
university towns, particularly in blue states like Vermont, 
and that virtually all of them came from high-income 
counties. Over time, a consistent 5 percent of visitors to 
the TerraPass website became members.

The spring-semester Skunk Works group focused 
almost entirely on fi nding the best way of reaching the 
Terra pass sweet spot of pro-business environmentalists. 
To that end, it conducted an assortment of quick, rela-
tively inexpensive marketing experiments:5

• Marketing alliances. The team negotiated partnerships 
with Ford Motor Co. and with the travel website 
Expedia to offer carbon reductions linked to pur-
chases of new cars and airline tickets. In addition, 
TerraPass offered to offset, at its own expense, the 
carbon production of Xootr LLC, a small manu-
facturer of bikes and scooters. In exchange, Xootr 
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wrote about TerraPass’s role in implementing the 
offset in an email newsletter sent to seven thousand 
customers. Together, these initiatives produced only 
modest results.

• Direct mail (postal). At the recommendation of a 
wind-energy marketer, the team sent two thousand 
postcards (at a cost of $1,400) to addresses in a Palo 
Alto, California, zip code, referring recipients to 
a special tracking URL; this led to twenty-three 
online sessions and three sales.

• Direct mail (email). Through an email list provider, 
the team sent a clickable message to fourteen thou-
sand people (at a cost of $900) who had expressed 
interest in environmental issues. Of the recipients, 
669 clicked back to the TerraPass website, leading to 
only four sales.

• Flyers. The students stuck 750 glossy color postcard-
size fl yers on car windshields at a farmers’ market 
near Philadelphia and in a nearby park. Though 
it was hard to precisely track results, by cross- 
referencing zip codes, the team concluded that 
the effort produced four sales.

• Event marketing. The team had booths at two environ-
mentally themed outdoor events—one in Arizona 
(at a cost of $2,500) and one in the Philadelphia area 
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(free, except for staff time). It was a good way of 
building awareness among natural prospects. Still, 
the Philadelphia event led to only three sales and 
the Arizona event led to eight.

• Web marketing. Two team members devoted most of 
their time to web marketing. They joined forums 
and posted on infl uential, environmentally focused 
websites. They sent information to the editors and 
owners of sites whose audiences likely overlapped 
the TerraPass segment. Over time, they saw that 
much of the traffi c to the TerraPass website origi-
nated from a few main sources: a forum for Prius 
owners; the website of environmental advocate 
 David Suzuki; and the website of the syndicated 
NPR automotive show, Car Talk.

However, the greatest marketing value by far came 
from favorable press coverage, the earliest examples of 
which occurred before the course concluded in Decem-
ber. The team learned that when it pitched TerraPass as 
an automotive story, the resulting articles led to fewer sales 
than when they focused on the business model’s “cool fac-
tor.” Early on, there were articles in the L.A. Times and 
the Philadelphia Inquirer. These in turn got picked up by 
other media outlets.

The Skunk Works group had two people working pri-
marily on public relations. It also hired a public relations 
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consultant, who sent material about TerraPass to the PR 
fi rm’s database of fourteen thousand journalists and also 
worked on a publicity stunt to pressure California Gov-
ernor Arnold Schwarzenegger to buy TerraPasses for 
each of his eleven Hummers. Together, these efforts led 
to a full-page article in Wired magazine that drove eight 
hundred website visitors; Yahoo! featured TerraPass as a 
“Daily Pick” on its home page (twelve thousand clicks); 
and CNN.com gave it a spot on its home page. TerraPass 
ultimately wound up on a 2005 New York Times list of 
top-fi fty innovative ideas.

TerraPass Postmortem

As a simple test of the proposition that an inexperienced 
team can quickly conceive, develop, and execute a promis-
ing business model innovation, the student-staffed Terra-
Pass launch was a convincing success. When the six weeks 
were up, the class had spent less than its $5,000 budget 
and, after expenses, brought in revenues of roughly $8,000 
from the three hundred or so TerraPasses sold to that 
point. Although we had hopes that the class might pro-
duce a start-up business with a shot at longevity, our main 
purposes were academic—to teach MBA students about 
the potential of business model innovation (and, of course, 
to help Karl Ulrich ease his conscience).
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On balance, the students performed admirably. As you 
might expect, a small number of them were more eager 
and active contributors to the project than others.6 But we 
became even more convinced of the Archimedean power 
of BMI. Moreover, we have no doubt that a small group of 
smart, experienced businesspeople would have been able 
to accomplish even more, and in less time, than did our 
class of forty-one MBA candidates.

Still, the TerraPass experience surpassed our expecta-
tions. In early 2005, there were approximately twenty-four 
hundred subscribers. By the start of the 2005 academic 
year, we applied for and eventually received a $50,000 
grant from the Rockefeller Foundation to pay the salary 
of founding CEO Tom Arnold. Arnold, who graduated 
from Wharton in the spring of 2005, wanted to develop 
the business further. He moved the business to San Fran-
cisco and set up shop with a handful of employees. By 
June 2007, TerraPass had received $5.8 million in venture 
funding and was bringing in annual revenues of more 
than $3 million.

In succeeding years, after the growth of its early post-
launch period tapered off, the business shifted its empha-
sis in various ways. Among its strongest recent offerings, 
for example, is a service that consults to businesses on how 
to take responsibility for their carbon footprints, both by 
making their operational practices greener and by par-
ticipating in offset markets. This is, of course, further 
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evidence that your business models need ongoing atten-
tion. Every implementation begins an indeterminate cy-
cle. Like fruit trees, business models need to be regularly 
tended, trimmed, and nourished in order to perform at 
their peak.

The TerraPass case is not exactly typical. But as you go 
forward with your own BMI initiatives, we suspect you 
will fi nd that none are typical. That is because of the great 
variability within industries and organizations: different 
people with different strengths coping with unique com-
petitive realities in distinct cultures governed by a complex 
stew of processes, policies, and management philosophies. 
Thus, we believe that the most useful aspect of our frame-
work is its applicability to almost any set of circumstances, 
no matter how different it may be from all others. The 
more BMI experience you acquire, the likelier it is that 
you will value the framework’s broad utility, gaining con-
fi dence that you can make it work for whatever challenges 
your business encounters.
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CHAPTER 8

The Next Business 
Revolution?

We feel the stirrings of a revolution in business model in-
novation. After all the years we’ve spent working in this 
fi eld, we believe that the lessons of BMI’s potential are 
fi nally breaking through. To be sure, there have always 
been creative people more interested in changing the way 
value is created or work gets done than in building a bet-
ter mousetrap. Lately, however, we have seen the focus 
on BMI becoming ever more intense in many different 
arenas.

Some of that intensity is fueled by the type of frustra-
tion that people often experience when they interact with 
government bureaucracies. Inspired to break that cycle 
of frustration, a nonprofi t organization called Code for 
America (CFA) brings together software programmers, 
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local governments, and citizens in a collaborative effort to 
identify long-standing government ineffi ciencies and de-
velop web applications to overcome them.

The CFA ethos is to code fast, cheap, clot-busting so-
lutions that change the way city governments work. One 
CFA project, highlighted recently in a National Public 
Radio report from Kansas City, showed how the group’s 
coders brainstormed and created an application that 
streamlined the process of securing the rights to develop 
abandoned properties.1 The app—designed during an 
overnight coding session based on input from citizens and 
a local economic-development group—automatically and 
seamlessly vacuums up data from multiple agencies in a 
matter of minutes. Without such a tool, anyone seeking to 
develop a property would have to spend weeks or longer 
trying to penetrate the bureaucracy of several agencies.

In essence, CFA changes the business models of the 
governments it works with from the outside in, using 
software to make sense of bureaucratic mysteries without 
needing to make the mysteries disappear. In the example, 
CFA didn’t reorganize the agencies in any fundamental 
sense; rather it made captive data more useful and more 
easily accessible to citizens who need it.

There is more to the CFA value proposition than the 
sum of the apps it creates. Because of the inclusive, col-
laborative process it follows in all of its engagements, it 
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leaves cities better off by creating new links between gov-
ernments, local businesses, citizens, and private social- 
services groups. In reality, CFA’s ultimate mission is to fa-
cilitate a more active, accountable, and empowered model 
of citizenship. As founder Jennifer Pahlka put it in a 2012 
TED talk, citizens “have to engage with the machinery of 
government . . . We’re not going to fi x government until 
we fi x citizenship.”2

We have seen a similar mission of determined reinven-
tion in some of the businesses we have worked with. Mo-
tivated by the belief that their fi rms need to become more 
continuously adaptive, growing numbers of client com-
pany CEOs are making a commitment to embed business 
model innovation in their organizations—to make it part 
of the everyday thought process.

Too often, managers tend to see innovation as someone 
else’s job—a black box owned by clever geeks and engi-
neers. But business model innovation is different. As we 
have said, any reasonably experienced manager can learn 
to build new value out of business models. Just as CFA 
wants to create a new model for citizenship, businesses 
increasingly need to spread the BMI mind-set—and per-
mission to apply it—more broadly. They need to change 
the way they change by fostering cultures that are more 
receptive to reinvention as a continuous process, not just 
an event.
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Business model innovation is well suited to this more 
democratized view of innovation. Within many organi-
zations, the population of those who are knowledgeable 
about and accountable for BMI projects is beginning to 
expand. Take, for example, our open-ended work with 
Sberbank, Russia’s largest and Europe’s third-largest 
bank. Every year, starting in 2011, we have worked with a 
new group of fi ve hundred Sberbank managers to coach 
them on how to conceive and execute BMI projects. In 
a company of more than 250,000 employees, working at 
such a scale is imperative. Our goal with each group of 
managers is to propagate the BMI method throughout the 
bank in order to help Sberbank transform itself from a 
lumbering, Soviet-style behemoth into a modern banking 
enterprise. Over the past couple of years, we have helped 
managers develop projects large and small, with ambi-
tions ranging from modest operational changes to those 
with signifi cant strategic implications.

ATMs alone accounted for both types of changes. On 
the operational side was a project to dramatically reduce 
the amount of cash stored in the bank’s thousands of 
ATMs, many of which held far more value than usage 
patterns suggested was needed. Since the excess cash held 
in ATMs is unavailable for other uses, the bank was need-
lessly sacrifi cing potentially valuable liquidity. More stra-
tegic was a proposal to create a new revenue stream by al-
lowing Sberbank’s ATM service department to maintain 
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not only its own machines but also those of other banks, 
for which Sberbank could provide service more effi ciently 
and economically than other organizations could manage 
internally.

Although not all of our participants’ ideas were im-
plemented, the process of generating and refi ning them 
nonetheless had a profound effect on the way bank man-
agers thought about innovation. As one of the stars of our 
previous year’s program remarked when addressing this 
year’s participants, “[T]his approach will transform you 
forever. It will change all stereotypes, awaken the brain, 
enthuse creativity, and help you understand the world. 
But you need to be ready for these dramatic changes.”3 
Naturally, the benefi ts of a program like this aren’t limited 
to the managers we work with directly; each of them in-
fl uences others. In this way, understanding spreads, both 
laterally and at least one further layer down.

Due in large part to adopting a consistent, wide-scale 
approach to innovation, Sberbank has moved rapidly from 
its old roots toward its vision of becoming one of the best 
fi nancial services companies in the world. Not surpris-
ingly, there were numerous ineffi ciencies—related to both 
information and incentive-alignment risks—that were 
relics from the old Soviet era. Eliminating these ineffi -
ciencies led quickly to superior performance. In 2012, The 
Economist named Sberbank the second-best-perform-
ing stock, worldwide, over the past ten years—a small 

H6462.indb   209H6462.indb   209 4/11/14   8:35 AM4/11/14   8:35 AM



The Risk-Driven Business Model

210

 increment behind only Apple and ahead of such stellar 
companies as Amazon.4

Naturally, such dramatic changes have many ingredi-
ents. Chief among them at Sberbank was the commitment 
from top leadership that the bank’s transformation was an 
urgent priority, and that legacy practices would not be al-
lowed to get in the way. (After all, in a large, established 
organization like Sberbank, every legacy decision has a 
loyal constituency that has to be persuaded to change.) It 
was also important that the bank had an abundance of 
well-defi ned ineffi ciencies on which managers could fo-
cus. In addition, leaders and managers alike understood 
that intrapreneurial change is diffi cult and must be given 
priority among other day-to-day activities. At Sberbank, 
this idea became part of an ongoing program of educa-
tion to which the CEO German Gref lent his direct and 
visible support, personally opening the program and, at 
its conclusion, giving the participants their certifi cates 
of completion. Finally, it was an accepted fact that every 
innovation would require patient experimentation, with 
the results collected, analyzed, and incorporated in new 
iterations.

We have learned from the Sberbank experience that 
business model innovation must be framed as a continu-
ing program of organizational rejuvenation. Increasingly, 
modern organizations will survive only through reinven-
tion. For that reason, we have also been greatly encour-
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aged and inspired to see how a leading fi rm in an indus-
try as natively conservative as banking could embrace an 
activity that is so disruptive of the status quo. Sberbank 
has done vastly more than simply experiment with BMI; 
it has made it a signifi cant new discipline and placed it at 
the center of its transformation strategy.

We see other exciting trends as well. The boundaries 
between an institution and its outside constituents are 
increasingly blurred. Through social media and other 
means, outsiders can exert extraordinary pressure on 
many different kinds of organizations. As in the case of 
Code for America, this pressure is sometimes organized 
and programmatic (no pun intended), and may be wel-
comed—or even instigated—by the institution itself. In 
other cases, it can be as spontaneous as a brush fi re when 
an organization makes a wrong move.

Whether welcome or unsought, this kind of pres-
sure often presents an opportunity to improve the way 
you do business. In the best of cases, fi rms have adapted 
their business models to more easily incorporate outside 
thinking—in the form of open innovation or crowd-
sourcing—in order to tap the surprising value it can of-
fer (Kickstarter, MyFab, InnoCentive, and many others). 
Firms that are able to transition from resenting the inter-
ference of outsiders to explicitly inviting their participa-
tion stand to harness an important force multiplier and, 
potentially, a hedge against disruptive change. After all 
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of the  embarrassments businesses have suffered in highly 
public social-media put-downs, the message is fi nally get-
ting through that those who fail to take the initiative will 
sooner or later fi nd themselves backed into a corner.

We are likewise encouraged to see that more organiza-
tions are creating an offi cial innovation leadership role, of-
ten with the title of chief innovation offi cer (or CINO, to 
avoid confusion with the chief information offi cer). While 
it’s true that such roles can be a way for the CEO to desig-
nate an offi cial scapegoat, they also signal to the organiza-
tion that the activities subsumed in the jobholder’s respon-
sibilities are vitally important to the fi rm. Naturally, we 
hope that those who hold the title will include BMI ini-
tiatives in their purview. Since the most widely accepted 
defi nitions of the role emphasize the CINO’s responsibil-
ity to develop new lines of business to drive future growth, 
business models should be a key focus of his or her work.

It will be interesting to see how the CINO role plays 
out. The most promising development might be a leader-
ship approach that can recognize the distinctly different 
kinds of value offered by BMI and traditional R&D as 
well as understand how BMI can be used to help tangible, 
R&D products get traction in the market, as we saw in 
the example of Netafi m in chapter 5. The ability to effec-
tively orchestrate different modes of innovation to achieve 
complementary benefi ts will be a hallmark of excellent 
innovation governance.
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Perhaps the greatest source of our optimism about the 
BMI fi eld is the fact that business leaders, for the past two 
decades, have had many opportunities to see how a truly 
well-conceived and executed business model provides a 
decisive competitive advantage. Optimized business mod-
els drive down risk and deliver measurably better perfor-
mance. That is the opportunity we hope our book helps 
you pursue. If a slow-moving institution like an old-school 
Soviet bank can escape the shackles of the past to surpass 
some of the world’s best fi nancial performers, imagine 
what your own enterprise might be able to accomplish.

We hope that our framework and examples have given 
you the concepts and tools with which to innovate suc-
cessful new business models. As you can now appreciate, 
BMI opportunities often hide in plain sight. They lie bur-
ied within companies’ business models, becoming obvious 
only when a competitor seizes the day and begins outper-
forming the rest of the pack. This is what happened with 
Dell and Zara, both largely unknown until they shook up 
their slumbering industries.

It is easy to look at an innovative business model and 
recognize that it has vastly improved on the status quo. 
But it’s another thing entirely to reverse-engineer the new 
business model, show what distinguishes it from what it 
replaced, and explain how it changed the risk equation 
in order to achieve transforming value. That’s what we’ve 
done in this book. We have extrapolated general principles 
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that you can apply to produce reliable, repeatable innova-
tions to achieve transformative benefi ts in a wide range of 
industries and circumstances.

We are naturally eager for you to let us know how you 
fare in applying our framework and turning old business 
models into new ones. Visit us at defi neyourcompany.com. 
Write to us. Call. But beyond all: innovate!
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[Palo Alto, CA: Stanford Graduate School of Business , 2009]). Both 
describe key aspects of the TerraPass project and its development as a 
business.

3. A single unit of carbon offset is defi ned as a means of reducing 
carbon dioxide—or some other greenhouse gas—by one metric ton.

4. The basic TerraPass business model debuted at the end of the 
six-week course. However, a handful of students chose to continue re-
fi ning it during the spring semester. It was this group—working with 
Karan Girotra and Karl Ulrich, and under the leadership of MBA stu-
dent Tom Arnold (who ultimately became the company’s fi rst CEO)—
that performed most of the marketing experiments, using $50,000 
raised from angel investors.

5. In the 2004–2005 time frame of TerraPass’s early history, the 
tools available for identifying and reaching a small niche market were 
relatively crude compared with what exists today. For that reason, 
nearly all of the team’s experiments were disappointing. PR was the 
sole bright spot and main source of customers.

6. In addition to grades, the students were awarded shares of stock 
in TerraPass in proportion to the time they spent working on the proj-
ect and the quality of their contributions. When TerraPass won its fi rst 
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round of fi nancing, students were able to sell their shares, an average 
allotment of which would have yielded roughly $15,000 per person.

Chapter 8

1. Laura Ziegler, “How Code for America Apps Benefi t Kansas 
City,” NPR, May 18, 2013, http://www.npr.org/2013/05/28/186861864/
how-apps-help-kansas-city-work-better.

2. Jennifer Pahlka, “Coding a Better Government,” TED Talk, 
February 2012, http://www.ted.com/talks/jennifer_pahlka_coding_
a_better_government.html.

3. From comments of Vasily Mischenko, during the graduation 
ceremony speech, September 2012, class of 2011–2012.

4. A 2002 investment of $100 in Sberbank stock was worth $3,722 
in 2012 (a comparable investment in Apple yielded $3,919). See “In-
vest in a Time Machine: The Best and Worst Stocks of the Past De-
cade,” The Economist, February 18, 2012, http://www.economist.com/
node/21547810.
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