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ABSTRACT

STRATEGIC DIMENSIONS OF INTEGRATED SERVICES PROVIDERS
By

Daniel L. Wardlow

Strategy development among logistics integrated services
providers is examined during the introductory phase of a new
domestic industry. Logistics integrated services providers
are firms which build and/or operate all or part of a
distribution system in a strategic alliance with a customer
partner.

The research examines the relationships among the Miles
and Snow (1978) strategic archetype (defender, analyzer,
prospector, reactor) , organizational characteristics
(centralization, formalization, and complexity), market
segmentation approach, and the creation of tactical services
bundles and their pricing.

Strategy development is profiled in ten provider firms
by case analysis. In depth interviews were conducted with
senior strategists in the companies, combined with secondary
data, and analyzed in a structured interpretive manner.

Principle findings include a general validation of the
Miles and Snow typology using expert assessment by the
researcher and the interview subject. Two alternate strategic

archetype definitions were created to provide three bases for




b

linking archetype to market segmentation strategy approach
and tactical services bundles and their pricing. Associations
were found between expert assessment of archetype, adaptive
problem solving focus, levels of organizational
characteristics and market segmentation strategy approach for
prospector, defender and reactor archetypes. Weak
associations were found between adaptive problem solving
focus, levels of organizational characteristics, and tactical
services bundles and their pricing for prospectors, defenders,
and reactors.

Managerial implications include the association of
particular strategic archetype postures with different
customer types. Prospectors are assessed to have the greatest
opportunity for success with customers who are small in size
or have no logistics infrastructure in place. Analyzers are
assessed to have the greatest opportunity for success with
customers entering new markets and/or introducing new products
with unique logistics requirements. Defenders are assessed
to have the greatest opportunity for success by specializing
in an industry type and pursuing large manufacturers and
retailers with highly refined systems which generate large

scale economies.
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CHAPTER I

INTRODUCTION

A popular practice in contemporary business is the
creation of interfirm or interorganizational alliances. These
alliances may be created for different purposes and for
different lengths of time. Powerful and synergistic potential
can be derived from such alliances. One dimension of
interorganizational behavior that is receiving increasing
attention is the interfirm alliance between logistics services
providers, and the manufacturers, wholesalers, and retailers
they service. Renewed focus on achieving customer
satisfaction as a corporate goal has elevated logistics
competency to a position of high priority within selected
industry leaders (Bowersox et al. 1989, Bowersox 1990). When
logistics competency is treated as a strategic resource,
alliances between firms and logistics services providers can
become strong a competitive weapon.

There are a number of reasons why firms are drawn to
improve buyer/seller relationships: technological
specialization; reduced cost of development and risk of new
Products, services and technologies; increased competitive

1]
Pressure; the desire to create a corporate "focus" on an
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2
essential core of products or services; and added credibility
by a judicious choice of partners (McKenna 1985, Kanter 1989).
The essential economic principle at work is specialization:
let each firm excel in its area of expertise, while the
alliance as a strategic group offers a joint bundle of goods
and services to key customers (Bowersox 1986, 1990).

What is the nature of the strategic alliance, and what
is its relationship to marketing? Evert Gummesson (1987)
offers the following insight:

Marketing can be seen as relationship management:

creating, developing, and maintaining a network in

which the firm thrives. (It is) interactive ..
multilateral supplier -- customer activities to
produce and deliver goods and services, primarily

(based on) person-to-person communication (as

contrasted to) mass communication. (It is al§o)

long-term, stressing that relationships need time

to be built and need time to be maintained (Do k).

Two key dimensions that help to explain the nature of
interfirm or interorganizational relationships are
formalization and commitment. Formalization deals with the
degree to which the partners in the alliance specify the
details of their relationship. Commitment deals with the
degree to which the partners become interdependent. There
are a number of different levels of contractual formalization
and commitment that may characterize the relationships between
service providers and their customers. A continuum created

by Bowersox et al. (1989) offers one way to classify these

relationships:
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Transactional Strategic Alliances
Integrated
Single Repeat Partnership  Third Party Service
Purchase Purchase Agreements  Arrangement Agreements
Ir d For J(
Figure 1

Buyer/Seller Service Relationship

Transactional relationships focus only on the transaction
at given point in time. Single purchase transactions are
characterized by the 1lowest levels of contractual
formalization and commitment. The parties to the transaction
interact with no expectations of a future relationship. 1In
repeat purchases, contractual formalization extends only to
expected norms of business practice, and commitment only
through the next transaction between the parties.
Transactional relationships have been characterized as forms
of discrete exchange (Dwyer, Schurr, and Oh 1987).

Of the strategic alliances, partnership agreements are
the least formal. In a partnership, there is an acknowledged
dependence from each of the partners, although there is not
necessarily a formal written or exclusive arrangement.
Typically, these agreements do not require extensive
modifications of existing business structure or procedures.
The principle benefit of a partnership is the achievement of

joint goals with the retention of independence. Typical of
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a partnership agreement is the unique working relationship
between a manufacturer and a motor carrier. The manufacturer
agreed to perform several activities (trailer spotting,
sorting, loading, and generation of all paperwork) that had
traditionally been the carrier's responsibility. The carrier
was given greater flexibility in scheduling, resulting in
decreased costs to the carrier. These decreased costs were
shared with the manufacturer in the form of dedicated
equipment and lower rates (Bowersox et al. 1989).

In the third party arrangement, relationships are more
formalized -- usually in writing, with the explicit agreement
to a longer term commitment. Many times basic services and/or
related equipment and procedures must be modified on both
sides to meet requirements. Frequently, there are exclusivity
clauses that may restrict both parties' range of external
dealings. The benefit in the third party arrangement is one
of achieving greater joint rewards through each participant
modifying practices to the other organization. One motor
carrier established a dedicated service that brought
production coordinated component parts into a manufacturing
plant on a just-in-time basis. The carrier's purchase of
special equipment was justified by the manufacturer's long
term commitment to guarantee backhaul traffic for the carrier
(Bowersox et al. 1989).

Integrated service agreements are marked by comprehensive

outsourcing and functional spinoffs. Usually, extensive
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5
consultation and negotiation are required, and a new higher
level of trust and sharing of risk come into play. These
integrated service agreements are facilitated through
extensive sharing of real time information. The principle
benefit of this intimate cooperation is to supplement internal
competency with external expertise. For example, a public
warehouse and a manufacturer agreed to jointly build, staff,
and operate a dedicated distribution facility. The
manufacturer obtained state-of-the-art materials handling
technology and expertise. Both firms agreed to share benefit
and risk through a negotiated formula wherein the manufacturer
agreed to help cover fixed costs if and when warehouse
utilization dropped below a threshold. The warehouser agreed
to share productivity benefits when utilization achieved

economies of scale (Bowersox et al. 1989).

THE LOGISTICS INTEGRATED SERVICE PROVIDER:
BIRTH OF A NEW INDUSTRY

While service based relationships between firms have
existed on both project-specific and extended contract bases
for many years, a new player in logistics services began to
emerge in the United States in the 1980's: the integrated
service provider. These firms offer potential customers all
or selected parts of a turnkey distribution system -- in a

sense, they offer to function as a logistics utility (Bowersox {
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et al. 1989). These firms seek to enter into an extended
customer relationship, characterized by operational
information exchange, joint operating controls, a sharing of
benefits and burdens, joint planning, and most of all a
sharing of results (Gardner and Cooper 1988). The evolution
of such firms has been facilitated by domestic transportation
deregulation. Increased focus on the strategic importance of
logistics within American firms has also contributed to this
evolution.

There are at least three major research opportunities
available in studying the 1logistics integrated service
provider industry. The first deals with the study of
evolution of strategy in a new industry. The second is
concerned with ways in which logistics integrated service
providers negotiate and operationalize relationships with
customers. The third opportunity deals with buyer market
structure and purchase motivation among potential customers
for integrated services. This dissertation deals with the

first two of these areas.

INNOVATION AND THE DEVELOPMENT OF A NEW INDUSTRY

Firms that currently offer logistics integrated services
have emerged from diverse roots. Five distinct origins of
these service firms can be identified. One group began life

as the distribution services departments of major

F
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corporations, spun off as separate entities such as
Caterpillar, and Kaiser. The second and third sources are
firms that began as providers of specific logistics services,
most notably transportation carriers and warehousers
(transportation carriers such as CSX/SealLand and Roadway, and
warehousers such as Unit). The fourth source has evolved from
an information technology base with firms such as TRW. The
fifth source evolved from firms that began as labor
contractors, such as Ogden. At the present time, integrated
service provider firms handle a very small portion of all
goods flowing in North America (Muller 1988). Their potential
seems great in 1light of the growing general appeal of
outsourcing, where partnershipping is integral to the way of
doing business.

Industry development has thus far been volatile. Table
1 lists the firms known to be active during 1990. Five of the
firms listed withdrew, or chose to focus only on providing
services to internal customers. Among the most notable
withdrawals were those of UP Logistics, a pioneer in the
industry, and NYNEX which withdrew after only eight months of

business activity.
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ADS Distribution
Allied

American Airlines

American President Companies *
Burnham Service Corporation
Caterpillar Logistics Services
Consolidated Freightways
CSX/Sealand Logistics (CSX)
CSX/AMR Logistics Services
CTI, Inc.

Exel Logistics

Federal Express (Business Logistics Services)
Grace Distribution Services
Intral (Gillette)

ITEL Distribution

KLS Logistics

LogiCorp (Rockwell International)
NYNEX Logistics Services *

NYK (Nippon Yusen KK)

Ogden

Roadway Logistics Services
C.H. Robinson, Inc.

Ryder Distribution

Sears Logistics Services **
Skyway Systems

Sony Logistics **

TLC Group

TNT Contract Logistics

Trammel Crow Distribution Corp.
TRW

UP Logistics (Union Pacific) *
Unit Distribution

United Parcel Service

USCO (Uniroyal - Goodrich)

* active, but withdrew from market during 1990.
* active, but focused on internal customers

Table 1
Logistics Integrated Services Provider Firms

The integrated services provider is positioned to offer
a number of services covering a variety of logistics
activities. Typical services are  transportation,

consolidation, inventory management and control, warehousing,
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and order fulfillment. Some service providers venture into
logistics information services, light manufacturing, and other
activities not traditionally considered as logistics value-
added services. The key features of these offerings are
multiple integrated services and dedicated financial and human
resources. The service partner provides, in effect, an off
balance-sheet asset that can help leverage logistical
competency.

Integrated service provider firms have a number of
similarities. Most of them operate in a consulting style,
working side-by-side with teams within their client
organizations. Many of them emphasize the notion of sharing
risk. If their customer does not make a profit, then neither

should the service provider.

CONCEPTUAL MODEL AND HYPOTHESES

Given that this industry is at an early stage in its
development, what factors influence the development of
strategies on the part of the service providers? This
research explores a number of internal structural factors
which are associated with strategy development in provider
firms.

The model presented in figure 2 structures the

hypothesized relationships of the research.

e F 9
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Adaptive Problem Solving: Organizational Characteristics:
Entrepreneurial Centralization
Engineering Formalization
Administrative Complexity
v 4
Strategic Archetype:

Defender, Prospector, Analyzer, Reactor
Vv

Segmentation Strategy
1

Tactics Used:
Product/Service Bundling, Pricing, Sales Process

Figure 2
Conceptual Model

Each of the five components of this model is explained briefly

below, and in greater detail in Chapter II.
ADAPTIVE PROBLEM SOLVING

Miles and Snow (1978) find the source of all business
strategy in the manner in which firms solve their "adaptive
Problems" (p. 13). The adaptive problems form a continuing
cycle of recognizing market opportunity (the entrepreneurial
Problem), bringing a solution to the market (the engineering

Problem), and managing the resultant organization (the
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administrative problem) .

ORGANIZATIONAL CHARACTERISTICS

Mintzberg (1979) has suggested three structural
dimensions of organizations which may affect the way in which
they develop strategy. High levels of centralization, or the
degree to which strategic decisions are made by an individual
or very small group of managers, may lead to bold new
strategies for the organization. High 1levels of
formalization, or the degree to which an organization is
rules-based, tends to cause strategies to be incremental in
nature. Formalization, in the Mintzberg sense, is not to be
confused with contractual formalization as used by Bowersox
et al. (1989), which refers to the degree to which an
interfirm alliance is formally specified. High levels of
complexity in organizational structure also tend to slow down
strategic response and forces incrementalism.

Miller (1982) offers a trade-off between evolutionary
and revolutionary organizational change. He posits that
organizations make incremental changes wuntil dramatic
environmental forces or deliberate strategic changes make the

cost of revolutionary structural changes palatable.
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STRATEGIC ARCHETYPES

As the adaptive problems are solved within the
organization, firms evolve into strategic archetypes as
proposed by Miles and Snow (1978). Three of the four
archetypes are considered functional: the defender, the
prospector, and the analyzer. The fourth type, the reactor,
is dysfunctional in its response to the marketplace. Each of
these strategic archetypes develops a unique response to
market needs, and results in quite different approaches to

strategy and tactics for a given firm.

SEGMENTATION STRATEGY

Emerging from the strategic archetype is a natural market
segmentation strategy. Service provider firms attempt to
maximize the impact of their product/service offering by
focusing on different groupings of clients. The current
principle customers for integrated logistics can be classified
into four categories: the new firm start-up, the buy-out, the
reorganized firm, and firms entering new markets with new
products. These types of potential customers are similar in
that they are all forced to reassess distribution
requirements, albeit for different reasons. Each potentially
faces an internal conflict when considering outsourcing

logistics requirements. Senior management sees a possible
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13
competitive disadvantage from cost-center logistics
investments, whereas logistics managers fear a loss of
management control. Coupled with this internal dilemma is an
increasing desire on the part of senior management to innovate
in logistics strategy.

When they seek innovation through an integrated service
provider, many managers are confronted with service packages
built around the core product of the service provider. These
are sometimes seen only as product "extensions," which may
seem less innovative and more similar to traditional contract
services. These core based services may not seem to fit the
buyers' need for a fresh approach to logistics. Furthermore,
the inability of buyers to articulate their logistics
requirements may cause the segmentation approaches of service
providers to appear unfocused. Packages offered by the
integrated services provider may be attractive for time, cost,
and flexibility reasons. However, buyers' concerns may extend
beyond these considerations to issues of risk, service
guarantees, the quality of the service provider's information
systems, and even to the provider's knowledge of the buyers'
products and markets.

Preliminary research suggests there is great variance in
the nature of the industry's clients' businesses -- they range
from non-durable consumer goods to industrial equipment, and
vertically from manufacturer to retailer. Early development

of the integrated services provider industry has centered on
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14
clients who come from the food, electronics, consumer retail,
and automobile manufacturers and parts businesses (Bowersox
et al. 1989). What the client firms do have in common is the
desire to increase profits through cost-driven logistics
management.

In this early stage in the development of integrated
logistics services offerings, there have been a number of
unique approaches to creating service packages. There seems
to be a degree of confusion on the part of both buyers and
service providers in this infant industry. Service providers
have begun to offer diverse "bundles" of services, often
packaged around a core strength of the firm. For example, a
carrier-origin provider may bundle value-added services to
transportation. For their part, potential buyers are often
unable to articulate their logistics requirements and
sometimes seem interested only because the popular press says
"it's the thing to do." As is common in a new industry, no
clear leaders have emerged. This lack of leadership
complicates the decision process for buyers who desire
industry standards for decision criteria. When viewed from
the perspective of potential buyers, the packages of the
service providers seem to be fragmented and unfocused. The
buyers, in turn, are unsure what they need, and how to specify
their requirements. This mismatch could inhibit the rapid

development of this new industry.
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TACTICS USED

Preliminary examination has identified two popular
service provider strategies: total conversion and bit-by-bit
(Bowersox et al. 1989). Essentially, these are bundled and
debundled service packages. In the total conversion scenario,
the integrated services provider develops the complete turnkey
distribution capability for a significant segment of the
client's distribution, and then operates the unique system for
the client -- either wholly or in part as the client desires.
The bit-by-bit approach focuses on making incremental
improvements in a customer's logistical operations by
developing portions of a firm's logistical requirements and/or
operating such for clients. These integrated service
providers are usually just as broad-based as their total
conversion counterparts. They simply prefer to take a "foot-
in-the-door" approach to business development.

Underlying these two approaches is the fundamental issue
of services packaging or "bundling" as a tactic used by the
provider firm. The notions of bundling and debundling of
service package components provide a convenient way to study
the two disparate approaches. In the area of services
bundling, Guiltinan (1987) offers a framework for the
development of bundles of services. Two approaches to
bundling are offered: pure and mixed bundles. Pure bundles

constitute groups of services which may be purchased only in
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bundled form; they cannot be purchased separately. Mixed
bundling allows the purchaser to buy one or more services, or
to purchase the entire bundle. Mixed bundling is further
categorized as "mixed-leader" or "mixed-joint." In the mixed-
leader condition, the price of one of the two products is
discounted when the other product is purchased at regular
price. In the mixed-joint condition, a single price is set
when two products are purchased jointly (Guiltinan 1987).
Different bundling tactics may be more effective for a given
provider firm, depending on its internal abilities and
resources, the stage of logistical sophistication of its
target markets, and the structure of the marketing channel.

In addition to these issues of services bundling are
those of pricing the packages. Questions of whether providers
use a market-based pricing approach or one of "cost-plus,"
target return pricing, or some other asset-costing approach
are unanswered.

One additional tactical area is the sales process
approach used by the provider firm. Are the firms currently
using a "selling" approach to move the core product, or are
they truly operating in a consulting style and seeking to
solve the client's problems?

Given the potentially great cost savings through
increased specialization and focus, and the synergy made
possible by alliances, why has the logistics integrated

services industry gotten off to a slow start in the United
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States?

THE RESEARCH PROBLEM AND OBJECTIVES

Integrated service providers have begun to perform an
important role on the logistics scene by creating alliances
with customers. The manner in which they go about developing
clients, specifying the nature of their relationship, creating
service packages, operating, and problem-solving is highly
fragmented and has yet to be examined from an industry
development point of view. A number of significant topics are

waiting development:

® The origins of strategies used by the service
providers.

® Customer target market segmentation criteria currently
used by providers.

® The internal structural factors of the provider firms
which are associated with strategy development.

® The manner in which provider firms solve their adaptive
problems.

® Shared risk and its consequences.

® The breadth and depth of contractual arrangements
offered by the providers.
® A range of tactical implementation problems, in

particular issues of services bundling, pricing, and
sales process approach.
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Since the integrated services provider industry is just
emerging, this is an opportune time to examine its competitive
structure. The goals of this research are to 1) study the
integrated logistics service provider industry at this point
in time which is early in its development, 2) document the
birth of what many believe will be a major industry, and 3)

examine potential future directions for the industry.
RESEARCH QUESTIONS

This dissertation research is directed to answering the

following general research questions:

1. How do the provider firms' responses to the
entrepreneurial, engineering, and administrative adaptive
problems direct internal structure and a resultant
strategic archetype?

2. How are structural factors involving the provider
firms' organizational climate associated with the
development of strategy?

3. What is the role of the distinctive competency or core
base of the service provider firm in influencing the
development of product/service bundles?

4. How do service provider firms determine the "match"
between their product/service bundles and the needs of
their target customers? How do they appropriately
segment their markets?

5. How do provider firms develop and implement tactical
decisions in response to their overall strategy and the
demands of their chosen market segment?
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The conceptual model presented in figure 2 (page 9)
illustrates a number of relationships, to be structured and

tested as research hypotheses:

1. The manner in which a firm solves its adaptive
problems will be associated with the organization's
climate.

2. Each strategic archetype will approach segmentation
strategies in a different way.

3. Tactics used to implement segmentation strategies will

be associated with the strategic archetype of the
provider firm.

The theory bases for these relationships is presented in
detail in Chapter II, along with a statement of the specific

hypotheses.

A SYNOPSIS OF RESEARCH METHODOLOGY

The method used was the in-depth case study. Ten case
studies were conducted. Each case was developed from a
personal interview with corporate strategists and supplemented
with background information from secondary sources. The
research was limited to North American service providers. The
analysis of the case studies is interpretive. A detailed
presentation of the research design is presented in Chapter

I1I.
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THE SIGNIFICANCE OF THE RESEARCH

This research contributes to the study of marketing
organizations and strategy, new product/service development,
services bundling and related pricing and sales process
approach issues. By examining structural factors within
provider organizations, additional light is shed on the role
of developing strategic logistics competency in provider
firms. Investigation of the strategies used by service
provider firms lends understanding to competitive forces which
shape a new industry.

The research has strong managerial significance. A
better understanding of the strategy development process will
facilitate the development of an emerging industry. In
particular, the establishment of market segmentation criteria
is most useful at this stage of the industry's development.
The research will also enable the creation of more successful
strategic alliances which should improve both customer service
and system profitability. The research will provide
guidelines for managers in both the creation of
product/service bundles, and for the selection of an
appropriate strategic partner. Managers will also gain
greater understanding of their competitive arena, and gain
additional insight into changes within current and prospective

competitors.
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ORDER OF DISSERTATION PRESENTATION

Chapter II of the dissertation considers the relevant
theoretical bases for the conceptual model. Chapter III
discusses the differences between the case method and survey
research, develops the proposed research methodology, and
presents constructs and their measures. Chapter IV presents
the results of testing the research hypotheses. Chapter V
offers theoretical and managerial implications, discusses the
conclusions of this research, examines its limitations, and
proposes additional research directions. The Appendices
present the interview guide, strategic archetype examples, and
case studies. The Bibliography and General References

conclude this dissertation.




CHAPTER II

LITERATURE REVIEW AND THEORY DEVELOPMENT

This chapter reviews the relevant literature in support
of the theory implied by the conceptual model. First, a
theory developing the economic rationale for the spin-off of
functional areas of a firm's operations is discussed. Second,
a review of research dealing with organizational determinants
of strategy develops a logic for the creation of strategies
by provider firms. Third, literature dealing with the
creation of services component bundles, pricing, and their
sales process approach is examined.

These three concepts, Functional Spin-off, Organizational
Determinants of Strategy, and Product/Service Component
Bundling can be related in the following ways: 1) functions
of a firm may be profitably spun-off under certain conditions,
either singly or in bundled groups; and 2) elements of
organizational structure will guide the provider firm in the
creation of market segmentation strategy and the tactical

services mix.

22
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THE ECONOMICS OF FUNCTIONAL SPIN-OFF

In 1776, Adam Smith proposed a theory of monopoly which
states that the division of labor is limited only by the
extent of the market (Smith 1986, p. 121). Briefly, Smith
posits that increased specialization of both labor and machine
technology develops increasing returns to scale. Thus, lower
costs of larger outputs will eventually dictate that a single,
lowest-cost provider of those specialized outputs will exist.
When prices are competitive however, entrepreneurs enter the
market with new cost structures based on improvements in labor
and technology. This creates a counter-balancing force to
increased specialization (Schumpeter 1942). Thus, monopolies
rarely occur in market-directed economic systems.

This dilemma was resolved in 1951 by George Stigler in
his now classic discussion titled "The Division of Labor is
Limited by the Extent of the Market." In this article,
Stigler reconciles the notion of increasing returns on labor
and technology with the reality of competitive markets:

The costs of these individual functions (performed

by firms) will be related by technology. The cost

of one function may depend upon whether the

Preceding function took place immediately before or

in  the  immediate vicinity ... (o)r  the

interrelationships among processes may be rgmoti,

as when the entrepreneur must neglect production 3

order to supervise marketing. (Thus) (w)e shoul

expect to find many different patterns of average
costs of functions: some falling continuously, some

rising continuously, (and) some conventionally
U-shaped.

Certain processes are subject to increasing
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returns; why does the firm not exploit them further
and in the process become a monopoly? Because
there are other functions subject to diminishing
returns, and these are, on balance, at least so
costly that average cost of the final product does
not diminish with output. Then why does the firm
not abandon the functions subject to increasing
returns, allowing another firm to specialize in
them to take advantage of increasing returns? At
a given time, these functions may be too small to
support a specialized firm or firms. The firm must
then perform these functions for itself.

But, with the expansion of the industry, the
magnitude of the function subject to increasing
returns may become sufficient to permit a firm to
specialize in performing it. The firms will then
abandon the (function), and a new firm will take it
over. This new firm will be a monopoly, but it
will be confronted by elastic demands: it cannot
charge a price for the (function) higher than the
average cost of the (function) to the firms which
are abandoning it. With the continued expansion of
the industry, the number of firms supplying (the
function) will increase, so that the new industry
becomes competitive and the new industry may, in
turn, abandon parts of the (function) to a new set
of specialists (Stigler 1951, p. 15-17).

Thus, functions performed by a single firm or firms
within an industry may be outsourced when a critical mass of
such a function exists which permits a specialized firm to
undertake them profitably. As an industry expands, additional
firms will enter the market for the outsourced function.
Sub-specialty firms may subsequently emerge as further
specialization occurs.

Stigler (1951) also offers insight as to the reasons why
selected functions of one firm may be outsourced, and those
of a rival may be kept internal. While functions typically

outsourced are those with increasing cost structures, firms
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face differential costs. Thus, firms need not abandon the
entire function, but rather only the sub-components of the
function which are subject to the increasing cost structure
(p. 17). The sub-components without increasing marginal costs
will be retained; those with increasing marginal costs will
be spun-off to a specialized provider firm.

Does this economic logic not bode for the full vertical
integration of firms over the long run? If a firm can develop
sufficient economies of scale and scope in labor and
technology, should not Smith's theory predict 1large,
vertically integrated monopolies? Stigler (1951) again offers
an integrating reconciliation of Smith's theory and the
reality of competitive markets:

If one considers the full life of industries, the
dominance of vertical disintegration is surely to
be expected. Young industries are often strangers
to the established economic system. They require
new kinds or qualities of materials and hence make
their own; they must overcome technical problems in
the use of their products and cannot wait for
potential users to overcome them; they must
persuade customers to abandon other commodities and
find no specialized merchants to undertake this
task. These young industries must design their
specialized equipment and often manufacture it, and
they must undertake to recruit skilled labor. When
the industry has attained a certain size and
prospects, many of these tasks are sufficiently
important to be turned over to specialists. It
becomes profitable for other firms to supply
equipment and raw materials, to undertake the
marketing of the product and the utilization of
by-products, and even to train skilled labor. And,
finally, when the industry begins to decline, these
subsidiary, auxiliary, and complementary industries
begin also to decline, and eventually the surviving
firms must begin to reappropriate functions which
are no longer carried on at a sufficient rate to
support independent firms (p. 19).
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The life cycle stage of a firm or an industry thus helps
to understand Smith's theory in action. Vertical integration
is not the absolute consequence of specialization. It is a
state dependent largely on a firm or industry's structure and
life cycle stage.

Alderson (1965) hypothesized that transformations of
time, space, and form utility of a product will be performed
wherever scale economies can be optimized. Discrepancy of
assortment is the essential Aldersonian concept that
influences functional spin-off. Products are seen as coming
from homogeneous sources, and requiring "assorting" to meet
the heterogeneous demands of the marketplace. Through this
process of moving from homogeneous supply to heterogeneous
demand, marketing activities transform the product by
maximizing time, space, and form utility. These utilities
are maximized by whomever can generate the greatest economies
of scale and scope.

The functional spin-off of logistics services described
by Bowersox, et al. (1989) is consistent with Stigler's
explanation of specialization, and Alderson's functionalist
perspective. Logistics functions may be outsourced when
sufficient critical mass exists for a specialist to take
advantage of economies of scale and offer the service at a
price lower than a firm's average cost of providing those

functions itself. Logistics functions may be kept inside the
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firm when insufficient economies of scale exist to make the
performance of those functions profitable to a specialized
provider.

The concept of a "strategic alliance" (Bowersox et al.
1989) further expands Stigler's (1951) explanation of Smith's
theory. Effective vertical integration occurs when firms join
together in a business relationship to achieve specific joint
objectives. "The strategic alliance forms what, in effect,
becomes a logistics superorganization" (Bowersox et al. 1989,
p. 216). The ultimate form of such a strategic alliance may
be demonstrated by firms which have been described as
"logistics utilities" (Bowersox et al. 1989, p. 220). These
firms are willing to perform all or part of a client's
logistical requirements, and to join in an alliance of trust
and cooperation to create a win/win partnership. Vertical
integration synergies are thus generated through extending the
reach of a firm beyond its own assets to include the economies

of scale generated by specialized service providers.

ORGANIZATIONAL STRUCTURE

The first three components of the conceptual model deal
with organizational structure and its influences on strategy
development within a firm. It is hypothesized that the manner
in which a firm goes about solving its adaptive problems and

the degree to which it is centralized, formalized, and complex
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determine its strategic archetype.

There has long been a debate in the organizational
behavior literature over the relationship between structure
and strategy. Alfred Chandler (1962) clearly articulates the
"structure follows strategy" principle through a lifelong
research effort. Chandler believes that as the strategies of
a firm evolve, organizational structures change as the
previous types prove to be inadequate for the new strategic
direction of the firm. During the 1980's, new empirical work
lent strength to the opposing side: that structures influence
strategy. Models developed by Bourgeois and Astley (1979) and
Burgelman (1983) demonstrate the recursive relationship
between strategy and structure. Fahey (1981) further
articulates the important influence that an organization's
structure has on its goal-directed, or strategic decisions.
The heart of the "structure influences strategy" argument
dates back to 1958, from an observation by March and Simon
that a manager's cognitive abilities are limited by structure
which effectively imposes a parochial character to a manager's

strategic thinking.
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ADAPTIVE PROBLEM SOLVING

Miles et al. (1977) and Miles and Snow (1978) integrate
the two perspectives in the development of their model of the
process of organizational adaptation. They conceptualize
problems facing managers as falling into one of three highly
interdependent areas: the entrepreneurial problem, the
engineering problem, and the administrative problem. It is
easiest to view these problems as occurring sequentially and
in cycles. In reality, they may occur simultaneously or in
close proximity.

The entrepreneurial problem is defined for a new
organization as "develop(ing) ... a concrete definition of an
organizational domain: a specific product or service and a
target market or market segment" (p. 21). For a continuing
organization, the potential solutions to the entrepreneurial
problem must contend with historical solutions to the
engineering and administrative problems and an existing
organizational structure thus tailored to previous problem
solutions. In either situation, the solution to the
entrepreneurial problem is management's delineation of a
market domain through the commitment of resources to pursuit
of that domain.

The engineering problem to be solved deals with the

choice of most appropriate technologies for producing the

Product or service, and for delivering it to customers. "The
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creation of such a system requires management to select an
appropriate technology for producing and distributing the
chosen products or services and to form new information,
communication, and control linkages to ensure proper operation
of the technology" (Miles and Snow 1978, p. 22). Technology
is defined as any input-transformation-output process.

The next problem set facing managers involves the
integration of the entrepreneurial and engineering decisions
into an administrative organizational structure. Miles and
Snow (1978) characterize this process as "rationalizing and
stabilizing those activities which successfully solved
problems faced by the organization during the entrepreneurial
and engineering phases" (p. 22). Organizations must also
insure that a climate for innovation within the firm is
supported. Thus, the administrative problem has two faces:

As a lagging variable, the administrative system

must rationalize, through the development of

appropriate structures and processes, the strategic
decisions made at previous points in the adjustment
process. As a leading variable, ... the
administrative system will facilitate or restrict

the organization's future capacity to adapt

depending on the extent to which management

articulates and reinforces paths along which such

activity can proceed (p. 23).

The process becomes tightly interwoven as managers move
between solving the entrepreneurial, engineering, and
administrative problems of the organization. As the process

repeats throughout the life of the organization, the organic

nature of the process guarantees that resulting strategies
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will be ever-evolving and ever-changing. How then to
characterize associations of structure and strategy in a

changing organization?

ORGANIZATIONAL CHARACTERISTICS

The "structure influences strategy" literature draws
heavily on the seminal work of Henry Mintzberg. Mintzberg
(1979) develops a taxonomy of five organizational types. Each
of these types will be characterized and considered in turn.

The first type is the simple structure. The prime
coordinating mechanism is direct supervision. The CEO or
other leader is the "strategic apex" (Mintzberg 1979, p. 306)
of the organization. Such organizations are highly
centralized, typically with organic structures. Mintzberg
(1979) describes such organizations as young, small,
non-sophisticated technically, simple, operating in dynamic
environments, with a strong top manager. Morris (1987)
describes such firms as small and entrepreneurial.

Mintzberg's second organizational type is the machine
bureaucracy. The prime coordinating mechanism is the
standardization of work processes. Such organizations are
governed by a "technostructure" (Mintzberg 1979, pgs. 315 -
316). The technostructure is a highly elaborated core group

of managers who are effectively analysts who develop the

standardized work processes. These organizations are



32
characterized by vertical and horizontal job specialization,
functional groupings, large operating unit sizes, vertical
centralization, and 1limited horizontal decentralization.
Typical of such organizations are old, large firms operating
in stable environments.

The third type of organization described by Mintzberg
(1979) 1is the professional bureaucracy. The prime
coordinating mechanism is the standardization of skills. An
"operating core" is the coordinating mechanism. Such
professional bureaucracies are characterized by specialized
training, horizontal job specialization, and a great degree
of horizontal and vertical decentralization. These
organizations operate best in complex, yet stable
environments. Typical of such organizations are government
bureaucracies, universities, and large law firms.

A fourth type offered by Mintzberg is the divisionalized
form. Essentially, divisionalized structures are pyramids of
machine bureaucracies. There is often highly standardized
work and output within each division. Middle managers are a
key influence, as divisional units may operate in functional
isolation from each other. Typical of such organizations are
corporate conglomerates and firms serving diversified markets
from separate divisions.

The fifth organizational type offered by Mintzberg (1979)
is the adhocracy. The prime coordinating mechanism is mutual

adjustment, coordinated through some administrative staff
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activity. Such organizations are characterized by a high need
for internal 1liaisons, selective decentralization, high
horizontal job specialization, and a "matrix" structure
(simultaneous functional and divisional approaches). These
organizations operate well in complex, highly dynamic
environments. Many young firms operate as adhocracies early
in their organizational life cycle. The adhocracy can be seen
as a more flexible and responsive variant of the professional
bureaucracy.

Fredrickson (1986) collapses the divisional structure
into the machine bureaucracy and the adhocracy into the
professional bureaucracy as subsets. Fredrickson then turns
to three distinctive characteristics of all organizations
which he believes to be prime determinants of strategy. The
three dimensions described by Fredrickson (1986) build upon
the work of Mintzberg (1978, 1979) in describing their
influence on strategy. The three dimensions are
centralization, formalization, and complexity.

A centralized structure refers to "one in which the right
to make decisions and evaluate activities is concentrated"
(Fredrickson 1986, p. 285). In the small firm, the

decisionmaker may be the entrepreneur or CEO; in a larger firm
it may be some small grouping of top executives. Fredrickson
(1986) offers four propositions regarding increasing levels
of centralization:

"1) the strategic decision process will be
initiated only by the dominant few, and it will be
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the result of proactive, opportunity-seeking
behavior; 2) the decision process will be oriented
toward achieving 'positive' goals that will persist
in spite of significant changes in means; 3)
strategic action will be the result of intendedly
rational, 'strategic choice,' and that moves will
be major departures from the existing strategy; and
4) top management's cognitive limitations will be
the primary constraint on the comprehensiveness of
the strategic process. The integration of
decisions will be relatively high" (p. 284).

Fredrickson (1986) defines formalization as "the presence
of rules and procedures that influence decision-making
behavior" (p. 286). Formalization ensures that strategic
decisions will be reactive, as managers seek to operationalize
their goals within a changing environment according to
established procedures. Such change-by-increment tends to
become institutionalized in highly formalized organizations
(Quinn 1980). Cyert and March (1963) indicate that highly
formalized organizations tend to seek solutions from
successfully managed past scenarios. Fredrickson (1986) again
offers four propositions regarding organizations with high
levels of formalization:

1) the strategic decision process will be initiated

only in response to problems or crises that appear

in variables that are monitored by the formal

(internal information) system; 2) decisions will be

made to achieve precise, yet remedial goals, and

that means will displace ends; 3) strategic action
will be the result of standardized organizational
processes, and that moves will be incremental; and
4) the level of detail that is achieved in the

standardized organizational processes will be the
primary constraint on the comprehensiveness of the

strategic decision process" (p. 284).
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Complexity in organizations is defined by Fredrickson
(1986) as a response to its members' cognitive limitations.
As the specialization of 1labor within an organization
increases, the organization must necessarily become complex
as a coordinating mechanism becomes necessary for survival.

Both horizontal and vertical differentiation within the

organization dictate complexity. " (T)he degree of complexity

specifies how wide or how narrow the boundaries (of managers'
a highly complex

... it is

cognitive abilities) ... will be (i.e.,

structure has many, narrowly bounded positions).

expected that members in an organization that has a complex

structure will have difficulty agreeing on goals, and that the

decision process will be iterative and political" (Fredrickson

1986, pgs. 288 - 289). Fredrickson offers four propositions

concerning increasing organizational complexity:

1) members initially exposed to the decision
stimulus will not recognize it as being strategic,
or will ignore it because of parochial preferences;
2) a decision must satisfy a large constraint set,
which decreases the likelihood that decisions will
be made to achieve organization-level goals; 3)
strategic action will be the result of an internal
process of political bargaining, and that moves
biases induced by

will be incremental; and 4)
members' parochial perceptions will be the primary
of the

constraint on the comprehensiveness
strategic decision process. In general, <the
integration of decisions will be low" (p. 284).
Fredrickson (1986) concludes by asserting that <the

dominant characteristic of the organization dictates its

While simple structure organizations are lessg

strategic mode.
is the high degree of

formalized and 1less complex, it
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centralized decision-making which dominates their strategy
making. Machine bureaucracies tend to be centralized and they

are highly complex, but their highly formalized processes rule

their strategy making. Professional bureaucracies are
decentralized and informal, but their dominant characteristic

of high complexity determines their approach to strategic

decision making.
offers an additional insight into the

Miller (1982)
nature of strategic change and decision making. Miller argues

that organizations should resist structural changes until some

"critical state of incongruence with the environment is

reached" (p. 133). At such a critical juncture, the change
will necessarily be "revolutionary" in nature as it radically
transforms the organization. Such a "quantum" view of
structural change relies on five propositions developed by

Miller (1982):
1) ... organizations must achieve harmony among
their elements of structure. (S)tructural elements
such as technology, the distribution of authority,
differentiation and integration, the size of the
administrative component, and spans of control must
be functionally aligned. These elements are
interdependent and must be matched appropriately to
maximize organizational performance. Thus, many
elements cannot change independently without
causing costly imbalances.

2) The organization must adjust its structure to
changes in its environment and strategy.

3) Points 1 and 2 interact to constrain the set of
alternatives for constructive structural change.

Two costs must be traded off
structure being out of kilter with the environment

and the cost of destroying

or strategqgy,
resurrecting complementarities among

the cost of the

structural
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elements. When (the former) is less than (the
latter), structure should not be changed.

4) Because of interdependencies among structural
elements, costs (of changing structures) will often
be high. Structural change must then be delayed

until the anticipated 1long term cost (of an
improper structure) is larger than the (structural

change) cost.

5) When change comes, it may have to be of a

quantum or revolutionary nature. First, the
substantial lag in adaptation has created a serious
mismatch with the environment or strategy, one
which may require major corrective actions.

because of the tight interdependencies

Secondly,
among many elements of structure, the number of

effective structural types is restricted and
differences among them can be great. Thus firms
moving from one effective type to another may have

to undergo many changes" (pgs. 133 - 134).
Thus, Miller (1982) and Miller and Friesen (1984) offer

an additional set of criteria to explain organizational

structural changes. Firms in serious misalignment with

environmental influences or strategic direction are 1likely

candidates for revolutionary structural change. Firms in

harmony with environment and strategy are more likely to make

incremental (evolutionary) changes in structure as an adaptive

response.

STRATEGIC ARCHETYPES

Miles et al. (1977) and Miles and Snow (1978) develop

four strategic "archetypes" to characterize the outcome of the

adaptive process. Three of the archetypes are functional:

firms may be successful within the archetypical strategy over
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a long term. The three functional archetypes are the
Prospector, the Defender, and the Analyzer. The fourth
archetype is considered dysfunctional, and is called the
Reactor. Reactor firms are not thought to be successful over
the long term. A firm's response to the entrepreneurial,
engineering, and administrative problems will be discussed for
each of the archetypes, drawing heavily on the descriptions

of Miles and Snow (1978).

Pros to

The Prospector solves the entrepreneurial problem by
viewing its domain broadly, as a constantly evolving
marketplace. Management engages in monitoring a wide range
of environmental conditions and events. Prospector firms are
often seen as industry leaders, creating change. Growth in
such firms is through new product development, and typically
may occur in spurts as the firm lurches from opportunity to
opportunity.

The engineering problem is solved by the development of
multiple, flexible technologies, and organizationally through
a low degree of routinization and mechanization in work
processes. The technologies of such firms are often embedded
in their employees, rather than in machinery.

The solutions to the administrative problem can be quite
complex and appear volatile to outsiders. Typically,

marketing and research and development experts will be
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dominant members of the ruling coalition. The coalition may
be large, diverse, and transitory, with key managers brought
in from outside the organization. Planning tends to be broad,
with decentralized control systems. There is often a low
degree of formalization within the organization. Such an
organization typically requires a complex coordination

mechanism, with common use of boundary spanners.

efend

The Defender approaches the entrepreneurial problem by
tightly defining its domain. The firm may aggressively pursue
maintenance of its domain against competitors, and ignore
developments outside its domain. Such firms engage in
cautious, incremental growth through market penetration. Any
new product development will be closely related to its current
domain.

Engineering problems are solved by adherence to proven,
cost-efficient technology, revolving around a single core
strength. There is some tendency toward vertical integration,
with an emphasis on continuous improvement in related
technologies to maximize efficiency.

The administrative problems are solved by financial and
production experts within the dominant coalition. The tenure
of coalition members tends to be long, and promotions occur
from within the organization. Planning is often intensive and

cost-oriented, and is completed before actions are taken.
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Such firms tend to have a functional structure, with a high
degree of division of labor and high formalization. There are
centralized control and information systems, and problems tend
to be solved within hierarchical channels through simple

coordination mechanisms.

The Analyzer

Analyzers pursue elements of both the Prospector and the
Defender strategies. Their entrepreneurial problems are
solved by envisioning a hybrid domain, with stable and
changing elements. Such firms pursue a steady course of
growth through market penetration, but also engage in new
product development.

The engineering problems are solved by the development
of a dual technological core: one which emphasizes cost
efficiency, and one which exploits flexible, new technologies.
There is often a large and influential applied research group
within these organizations. Such firms achieve a moderate
degree of technical efficiency.

Administrative problems are solved through intensive
Planning and communication between marketers, applied
researchers, and production managers. Production managers may
dominate decisions regarding stable core technologies, while
marketers may dominate decisions dealing with flexible or new
technologies. oOften, a matrix organizational structure can

be found in such firms. The organization must have a
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moderately centralized control system, and coordination

systems tend to be extremely complex.

The Reactor

Reactor firms typically have difficulty in solving all
three of the problem areas in the adaptive process. The
difficulties can be categorized as falling into one or more
of three groups: 1) weakly articulated strategies, 2)
structure improperly linked to strategy, and 3) adherence to
an outmoded strategy and structure. In the case of the weakly
articulated strategy, the firm pursues a vague strategic
direction. It cannot decide if it wants to be a Prospector,
Defender, or Analyzer. When structure is improperly linked
to strategy, firms may attempt to engage in a Prospector
strategy with a functional structure more appropriate to the
Defender. The administrative problem is then exacerbated as
management focuses on the leading aspects, while failing to
understand the 1lagging problens. Adherence to outmoded
strategies and structures can mean a failure to solve the
entrepreneurial problem successfully. Reactor firms may fail
to perceive shifts in the competitive environment and
stubbornly resist change.

The strategic archetypes are the observable endpoints in
strategy development. Organizational structure influences the
development of strategy, and the strategy chosen influences

the future course of structural change. As a continuous
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process, strategic change is implemented at market level by
the creation of tactical "“packages" of products and services.
These packages are created in response to market needs, as

defined by a market segmentation strategy.

HYPOTHESES DEALING WITH STRUCTURE AND SEGMENTATION

From this discussion of organizational determinants of
strategy, eight hypotheses are derived to explore the
relationships of the conceptual model. The first group of

hypotheses test the following proposition:

The manner in which a firm solves its adaptive problems will
be associated with the organization's climate.
Hiat Firms which focus on solving the entrepreneurial
problem will be less centralized and formalized, yet more
complex than other firms. These firms are characterized
as "prospectors."
Hig: Firms which focus on solving the engineering problem
will be more centralized and formalized, yet less complex
than other firms. These firms are characterized as
"defenders."
Hic: Firms which focus on solving the administrative
problem will be less centralized and formalized, yet the

most highly complex of all firms. These firms are
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characterized as "analyzers."
Hiyp: Firms which are unable to successfully match their
structure to a solution for their adaptive problems will
be the least effective in the marketplace. These firms

are characterized as "reactors."

The second set of hypotheses test the following

proposition:

Each strategic archetype will approach segmentation strategies
in a different way.
Haat Prospector provider firms will create
product/service bundles which are market-driven.
Hyp: Defender provider firms will create product/service
bundles which are extensions of their core business
strengths.
Hac: Analyzer provider firms will pursue a dual strategy
of building on core business strengths while developing
new market-driven products.
Hyp: Reactor provider firms will fail to match their
product/service bundles with the needs of the

marketplace.

Organizational characteristics, the firm's strategic

archetype, and its segmentation strategy are ultimately
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reflected in the tactics used to implement strategy in the
marketplace. The following section explores the tactical

development of service offerings.

TACTICAL PACKAGES OF PRODUCTS AND SERVICES

Bundling refers to the common marketing practice of
offering for sale two or more products or services as a single
package for a special price. Oxenfeldt (1966) in discussing
product-line pricing, describes three forms of product
complementarity which influence demand and indicate bundling
as a viable pricing tactic. First are products which create
economies of time and effort when purchased simultaneously.
The second is some combination of products which when
purchased, enhance customer satisfaction synergistically. The
third is the situation where products tied together enhance
the image of the seller, so all products offered by the seller
are more highly valued.

In the field of logistics integrated services, bundling
refers to the creation of service packages. A package
consists of two or more services which are combined to create
a product offering for a customer. The underlying economic
rationale for bundling of services has been described by
Guiltinan (1987) as 1) a means of recouping high fixed anad
shared costs commonly found, and 2) as an implicit recognition

of the interdependency of related services on the demand side.
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Both of these conditions hold in the area of logistics
integrated services providers. High fixed costs resulting
from dedicated assets are common in this industry. In
practice, logistics functions are highly interdependent.

Guiltinan (1987) builds on work by Adams and Yellen
(1976) in developing a normative framework for services
bundling. He specifies two major approaches to bundling: pure
and mixed. In the case of a pure bundle, a service provider
offers a package of services which may be sold only in bundled
form. These packages may not be disaggregated into smaller
bundles, nor into component parts. Mixed bundling refers to
the practice of allowing the customer to select one or more
services or purchase the entire bundle. Typically, price
incentives are used to entice customers to purchase more than
one of the services or the entire bundle.

Guiltinan (1987) further categorizes two forms of mixed
bundling: mixed-leader and mixed-joint. In mixed-leader
bundling, the price of one service is discounted when
purchased with another service at full price. In mixed-joint
bundling, one price is established for the joint services
package based on a discount for each service item in the
package.

In economic terms, the purpose of bundling is to maximize
profits by extracting maximum consumer surplus from buyers.

For any particular good or service, a consumer is presumed to

have a unique reservation price. Because these prices are
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rarely known to sellers, goods must be priced according to
what the seller believes to be the average reservation price
of consumers. In the process of doing so, the seller
inadvertently excludes some potential buyers by setting the
price above their reservation prices. The seller may also
fail to capture the consumer surplus of those buyers whose
reservation price is higher than the set price. By bundling
products or services into packages, the seller is able to
capitalize on the heterogeneity of demand for the individual

components of the packages. Burstein (1960) describes

consumer choice as dichotomous: either buy the package, or go

without the good. If tied goods are truly complementary,

additional surplus is extracted from the consumer whenever the

joint reservation price of the package is closer to the

selling price than the sum of the independent reservation

prices (Burstein 1960).

This finding seems counterintuitive when considering that
goods sold independently reap a higher unit profit margin than
those sold in bundles. Burstein (1960) explains the net
profitability increase of the bundled price by noting that
bundling "encou<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>