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The raison d’etre of strategy is the pursuit and sustenance of competitive advantage. Every

firm attempts to, however imperfectly, create & capture economic value. Creating

economic value requires the firm to establish a wedge between the customers’ willingness

to pay (B) for the product and the unit cost (C) of “production.” Capturing economic value

requires the firm to set a price (P) above unit cost (C) so that the firm earns a supra-normal

profit.

https://cmr.berkeley.edu/
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But this is easier said than done. Like household inequality, corporate inequality is on the

rise. A recent analysis of 5,750 of the world’s largest private and public companies shows

that the top 10% of companies captured 80% of the total economic profit earned during

the 2014-2016 period. Remarkably, the middle 60% of companies earned (on average) 0

economic profit while each company in the bottom 10% lost (on average) $1b during this 3

year period (McKinsey Global Institute, 2019).

There are no off-the-shelf strategies for getting to (and staying at) the top of the profit

distribution. The strategies that are likely to be effective depend on the firm’s

circumstances- the problems it faces, its customers’ priorities, its competitors’ offerings,

its capabilities (or the lack thereof), its history and more. The strategist must develop a

deep understanding of a taxonomy of strategies and learn which ones (and in what

combinations) to deploy, when, and how.

This article illustrates the economics of four strategies - Versioning, Entry Deterrence,

Disruptive Innovation and Co-Creation - that have received much attention in business

and academic circles. The value creation and capture framework employed below enables

the strategist to recognize when and why a strategy is working or not working.

Versioning
Versioning, a term coined by Carl Shapiro and Hal Varian, refers to the practice of creating

multiple versions of a product with each version designed to appeal to a distinct customer

segment. The challenge is that customer segments cannot be explicitly distinguished. So

the firm must design versions in such a way that each customer segment self-selects and

choose the version designed for them. The economics of versioning has been studied for

almost a century since the British economist, A.C. Pigou introduced the term, 2nd degree

price discrimination.

Quality (or perceived quality) is the attribute that firms use to help customer segments

distinguish one version from another. For instance, the Toyota Yaris is a basic car that is

designed to appeal to the price-conscious customer while the Toyota Avalon is a high-

performance car that is designed to appeal to the luxury-seeking customer. Emirates, the



Dubai-based international airline, offers a business class service (flat beds, fine dining,

etc.) that is designed for the high willingness-to-pay consumer as well as an economy class

service that is designed to appeal to the price-conscious consumer.

Figure 1 illustrates the economics of Versioning. In segment 1, the firm creates a

“standard” version for customers in the “standard” segment. The typical customer in the

“standard” segment has a willingness-to-pay of B1 while the firm is able to produce each

unit of the “standard” version at a cost, C1. Economic value is B1 – C1. In segment 2, the

firm is able to create a “luxury” version for the high willingness-to-pay customer. The firm

persuades buyers to have a willingness-to-pay of B2 while holding unit cost to C2 so that

economic value is B2 – C2.

How economic value is split depends on each player’s added value. A player’s added value

is the difference between the economic value that is created with the player and the

economic value created when that player is absent. If a player adds value, the player can



capture some or all of it. If a player does not add value, the player does not capture any

value.

For Versioning to work, the firm must be able to identify a distinct segment of buyers for

whom the “standard” product is inadequate. Furthermore, this segment of buyers must

receive a greater surplus, B2 – P2, from purchasing the “luxury” version than the surplus

that the segment could obtain from purchasing the “standard” version, B2 – P1.

Creating successful versions is a challenging endeavor. First, the margins and volumes

associated with the new version must be large enough (or show promise that it will be) to

justify the investments. Delta Express and Song, low-cost airlines that were owned and

operated by Delta Airlines during the early 2000s, were forced to close because they were

economically unviable.

Second, care should be taken to ensure that versioning does not dilute the value of the

brand. Gap, the clothing and accessories retailer, has successfully operated a number of

distinct clothing retailers including Gap (the namesake brand), Old Navy, Banana Republic

and Athleta. But many others, including Coca Cola, Arm & Hammer and Dr. Pepper have

had to jettison versions that muddled their brand identities.

Disruptive Innovation
In his book, The Innovator’s Dilemma, Clayton Christensen uses the term “disruptive

innovation” to describe the process by which small companies displace established firms.

In his analysis of the disk drive, steel, computer and retail industries, Christensen notes

that the established players did many things right and yet failed. He concludes that “…

there is something about the way that decisions get made in successful organizations that

sows the seed of eventual failure.”

The decision that Christensen refers to is the established company’s exclusive focus on its

most profitable customers. Passing up the opportunity to serve niche customer segments

provides small companies with an opening. As some small companies improve their

products and technological capabilities, they move upmarket and challenge the

established company for dominance of mass markets.



Figure 2, containing 2 panels, illustrates the economics of disruptive innovation. The top

panel describes the economics of value creation and capture before disruption. On the left

is the established company that creates economic value of BEC – CEC. Consistent with

Christensen’s narrative, the established company is successful in creating and capturing

value while serving its most profitable segments. On the right is the small company which

serves a niche segment and creates economic value of BSCCSC. And consistent with the

story told by Christensen, the small company’s margins are assumed to be low, and its

profit negligible.



The bottom panel in Figure 2 illustrates economic value creation and capture if a small

company successfully disrupts the established company. In Christensen’s narrative,

technological change plays a critical role. The established company is content in pursuing

sustaining (or incremental) innovations whereas the small company experiments with

radical (or discontinuous) innovations. When radical innovations are successful, the

product’s distinct value proposition begins to appeal to the mass market. At some point,

there is a role reversal with the small company at the top and the established company

struggling.

Christensen’s intent in developing the theory of disruptive innovation was to explain how

established companies lose their way. Inadvertently, his ideas were (and are) embraced as

a manifesto for how small companies can disrupt established players. Eric Schmidt, the

former CEO of Google, credits the Disruptive Innovation model for influencing the choices

that Google made when it was a small company.

Attempting to disrupt an established player is not riskless. Many things can go wrong.

First, finding an underserved segment that can serve as a stepping stone to the mass

market is no easy task. For every Sony, Toyota or Netflix that started as niche players

before graduating to the big-leagues, there are thousands of small companies that are

unable to cross the chasm to the mass market.



Second, the economics of niche segments may remain unattractive for prolonged periods.

Low margins, low volumes and significant investment requirements mean that small

companies have to learn to live at the edge of failure. Furthermore, the tipping point when

the balance of power shifts in favor of the small firms may come far too slowly for many

small firms. While minimills eventually disrupted big steel, large numbers of minimills did

not survive the transition.

Entry Deterrence
Entry deterrence has been a topic of interest to practitioners and academics for more than

a century. At the end of the 19th century, John Rockefeller’s company, Standard Oil,

employed a range of strategies (including entry deterrence) to become a de-facto

monopolist in the United States oil market. More recently, Warren Buffett has argued that

superior performance requires that companies establish “moats” that prevent competitors

from entering their markets and/or diluting the values of their principal assets.

The ideas underlying entry deterrence are straightforward. An incumbent firm dominates

a market but faces the prospect of competition. The incumbent has the choice to accept

the prospective entrant as a competitor or modify its conduct (pricing, investments, etc.)

so as to deter entry.

Figure 3 illustrates the economics of entry deterrence. The figure on the left shows that the

incumbent creates economic value of BI – CI. Now consider how the prospect of entry

alters the incumbent’s choices. The 3 figures on the right describe possible scenarios. In

case A, the prospective entrant’s unit cost, CE is high. In case B, the prospective entrant’s

unit cost, CE is low. And in case C, the prospective entrant’s unit cost are in between.



Of course, the incumbent is better off without competition. But deterring entry can be

costly. Whether it is profitable to deter entry depends on what it costs the incumbent. If the

entrant’s cost, CE, is high (as in Case A), the incumbent does not have to expend resources

to deter the entrant. Entry is blockaded. If the entrant’s unit cost, CE, is low (as in Case B),

it is costly to deter entry so the incumbent is better off accepting competition. If the

entrant’s cost, CE, is in between (as in Case C), the incumbent chooses a limit price, PI. The

limit price deters entry because the entrant recognizes that it will not make a profit.

Limit pricing may deter entry but it is costly for the incumbent. In the 1980s, Nutrasweet, a

division of Monsanto, had a patent on Aspartame, a low-calorie sweetener. Knowing that

Nutrasweet’s European patent was set to expire in 1987, the Holland Sweetener Company

built a plant in the Netherlands in 1986. Nutrasweet lowered the price of aspartame from

$70 per pound to $22 per pound and entered into long-term contracts with its principal

buyers, Coca Cola and Pepsi. Holland Sweetener suffered huge losses. But Nutrasweet’s

profits also dropped significantly. Buyers were the only winners.



Co-Creation
In a hierarchical model of production, the firm engages separately with customers,

suppliers and other stakeholders. Customers, as important as they are, do not play a direct

role in product development and do not engage with the firm’s network of suppliers and

partners.

In contrast, Co-Creation is a collaborative process in which suppliers, customers and the

firm’s employees work together to create products and services. C.K. Prahalad and Venkat

Ramaswamy describe Co-Creation as a customer-centric view of value creation as opposed

to the company-centric view implied by the hierarchical model.

The Co-Creation model has grown in popularity over the last decade. For instance, Ikea’s

Co-Creation platform allows customers, product designers, entrepreneurs and company

employees to collaborate on product design and development. Unilever’s open innovation

platform enables customers, designers, manufacturers and company employees to design

and develop new products as well as modify existing ones. And Starbucks uses the website,

www.idea.starbucks.com, to elicit suggestions and ideas from customers on products and

experiences.

Figure 4 illustrates the economics of Co-Creation. As a basis for comparison, the figure on

the left describes economic value creation in a hierarchical production model. B is the

buyers’ maximum willingness to pay, CF represents the firm’s unit cost of “production”

and CS represents the supplier’s unit cost of “producing” inputs. Economic value equals by

B – CS. The value captured by each player- the buyer, the firm and the supplier- will, as

before, depend on added value.



The figure on the right describes economic value creation in the Co-Creation model. The

buyer, the firm and the supplier work collaboratively. Symbolically, this is represented by

the rectangular figure surrounding the contributions to value creation. When the

collaborative experience works well, economic value creation expands relative to the

hierarchical model. Every player benefits from the experience and has the potential to

capture greater economic value. Buyers can purchase products that are customized to

their needs, suppliers can engage in higher value-added activities and the firm engineers

an outcome that is favorable for all.

However, Co-Creation is not immune from failure. The collaboration process may not be

smooth for all players. Customers’ suggestions for products and services can be

impractical and/or economically unviable. Firms are not in a position to embrace every



idea that is proposed. Diplomacy and tact are required when engaging stakeholders whose

preferences cannot be satisfied.

Final Thoughts
In developing her playbook, the strategist must learn how, when and why any given

strategy must be deployed. The value creation and capture framework described above

makes it possible to discern when and why a strategy is working or not working.
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