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Abstract

Declining industries are an important part of developed economies ¢ for example in 1977 a tenth of US
manufacturing output was accounted for by industries whose output had shrunk over the preceding ten
years (Ghemawat and Nalebuff 1990). As declining demand for a product is often related to demographic
changes (e.g. Harrigan 1980), the slowing and eventually negative population growth in the Western
countries will cause a decline in demand in industries that supply goods to a local market. Despite the
previous and expected occurrences, little research has been carried out in this field. The purpose of this
study is to draw together what management scholars have stated about managing organizations in
declining industries. The study is confined to decline that is caused by factors external to the organizations
and that is not related to short term variations or discontinuities such as recessions, and is thus to some
extent irreversible.

Three approaches to decline were identified in the literature review: normative management literature,
exit patterns and organizational ecology. We present what each category has to say about the behavior of
declining industries and try to integrate the knowledge from all categories where possible. A unified
framework of all three perspectives is presented.
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Introduction

Although the decline phase of the industry life cycle is general knowledge there does not seem to be a
precise definition for a declining industry. Definitions in the existing academic literature range from a
twenty percent drop in the industrial value added index over a time period of three years (Schreuder et al.
1991) to a simple "decline in demand" (e.g. Ghemawat and Nalebuff 1990). Generally, empirical studies
give more precise definitions than theoretical articles. The purpose of this study is to sum up what
management scholars have stated about managing declining industries. Decline that is related to short
term variations such as recessions is ruled out and thus the focus is on industries that have a negative and
to some extent irreversible market outlook for the long term. An example of an industry that fits this
definition is the U.S. defense industry after the Cold War. The industry had made significant investments
into intangible assets over the previous years and after the Cold War ended, it faced declining defense
expenditures and had little hope of successfully deploying assets elsewhere through diversification (Anand
and Singh 1997).

In industry life cycle research the decline phase of an industry is defined by entry rates. Gort and Klepper
(1982) studied the entry rates of firms in industries that were based on a major product innovation and
found that as industries evolve they often follow a uniform pattern in industry variables such as entry rates,
output rates and innovation. Similar to the product life cycle concept developed earlier, the industry life
cycle consists of distinct phases (see Figure 1) that most industries go through (Klepper 1997). In the first
phase an innovative producer introduces the product to the market. The second phase starts with a rapid
rise in the entry rate of companies that copy the original product. In the second phase the industry
experiences its highest growth rates (Johnson et al. 2008). In phase three net entry rate is close to zero,
since the numbers of entering and exiting producers are roughly equal. The industry growth rate starts to
diminish. In phase four the entry rate is negative until in phase five another period of zero entry begins. The
length of the stages varies by industry as there are differences in for example how easy it is to copy the
original innovator. (Gort and Klepper 1982).

According to Gort and Klepper (1982) information on new products has two sources and results in two
different types of innovations. First, information sourcing from firms inside the industry results in process
innovations that serve as an entry barrier as incumbent firms become more efficient in their operations.
The second type of innovation emanates from actors outside the industry and reduces the value of
experience cumulated from the first type of information. As the life cycle of an industry advances the
amount and importance of type two information is exceeded by type one leading to economies of scale and
other entry barriers (Gort and Klepper 1982). In the last two stages the products of the industry have
already become standardized and buyers have gained more power as there are more suppliers to choose
from (Johnson et al. 2008). Profit rates of the industry decline due to a shift towards price based
competition. This leads to less efficient companies exiting the industry (Klepper 1997). Sometimes the
number of producers in the industry life cycle graph is substituted by market size - they both follow the
same trajectory (e.g. Johnson et al. 2008). The decline phase discussed in this study begins as the market
size or the number of producers in an industry begins to fall.



Number of producers

Figurel: The five stages of new product industries, decline phase highlighted. Source: Adapted from Michael Gort and Steven
Klepper , "Time Paths in the Diffusion of Pract Innovations” (The Economic Journal 1982, Vol. 92, Iss. 367, p. 639.)

The most common environmental reasons that could result in declining demand are technological advances
that result in the introduction of a superior substitute product, shrinking customer groups, buyers in
trouble, changes in buyers' life-styles, needs or tastes, rising costs of inputs or complementary products
(Harrigan and Porter 1983), limited supply of natural resources (Hamermesh and Silk 1979) and regulation
(Taggart 1995). Changes like these affect the whole industry. This study does not cover organizational
decline that is caused by factors internal to the organization, such as mismanagement.

The literature on declining industries can be divided into three categories: normative management
literature®, studies on exit patterns and organizational ecology. The purpose of this literature review is to
form a comprehensive picture of the subject and to integrate the knowledge from all categories where
possible. A unified framework of all three perspectives is presented.

The normative management field is somewhat still in the process of developing a more comprehensive
understanding on the behavior of industries and firms facing a declining environment. The earlier portfolio
planning models' (e.g. BCG & GE matrices) simplistic prescriptions ("harvest" or "divest") have been
criticized substantially by for example Harrigan (1980), who combined the emergent life-cycle research with
Porter's (1980) structural analysis of industries (Taggart 1995). This led to a model that recognizes more
strategic options for managing decline than the portfolio models do. However, the contemporary models
are nonetheless overly straightforward, and require further refinement.

The studies on exit patterns start from the premise that the only option to restore profitability in a
declining industry is reducing capacity. The studies concentrate on predicting the sequence of exit from the
industry and on analyzing the industry's exit barriers and their effects on the competitive situation and exit
decisions. Some studies formulate game theory models, where factors, such as a declining demand
function, companies' market shares, production capacities and costs, determine the economically optimal
point in time for each company to exit. The models, however, have tight specifications (such as the market
being oligopolistic) and they make broad assumptions (e.g. that the capacity declines steadily). Because of
these limitations the models are of little value in real life decision making.

' The name of this category was at first planned simply as 'strategic management'. However, one could argue that the
other two categories are subsets of strategic management. The characteristic that is common to all studies in the first
category is that they give advice or list some traits associated with positive outcomes, and are thus normative.



The last perspective under inspection is rooted firmly in the world of biology. The seminal paper in the field
of organizational ecology (sometimes referred to as population ecology) was written by Michael T. Hannan
and John H. Freeman in 1977, creating the foundations for an ever-growing field of organizational research.
Their theories and findings were applied to declining environments by Zammuto and Cameron (1985), who
developed "a model employing a population perspective." This model is used here as the main approach to
what organizational ecology has to offer on conditions of industrial decline.

We begin by reviewing the methods of conducting the research, and by explaining in more detail what the
literature has to say about the behavior of declining industries. After this we attempt to combine the
findings of all three perspectives and work towards an integrated framework for strategic management in
industrial decline.



Method

We began the process by systematically searching a number of databases and search engines® with a list of
keywords. The relevant articles and publications dealing with declining industries were listed into a
spreadsheet along with some basic information, such as author, where and when published, number of
citations and possibly additional comments. Next we went through the references of all the collected
articles to find out which publications they were based on, and added all articles of interest into our list.

Approximately a hundred listed publications later we seemed to have reached a saturation point as new
articles of relevance were very difficult to find. Next we reviewed the listed publications, read at least their
abstracts, and both gave a "rating" for each article indicating our assessment of its relevance to our
research. The articles deemed most essential were then studied in detail to get a comprehensive view of
what the existing literature had to offer regarding our subject. This phase also included collecting relevant
information ¢ such as main research questions, what data had been used and main findings ¢ from the
studied articles into a spreadsheet to see what similarities and disparities the articles contained.

The reviewed pieces of literature seemed to fall neatly into three different categories, namely normative
management literature, exit pattern studies, and organizational ecology. Also, the articles mostly referred
to articles that belong to the same category. Next, we introduce the findings from each of the three
perspectives.

2 Google Scholar, Google books, Ebrary, EBSCOhost Business Source, Google, Library of Congress, LSE Library, JSTOR,
ISI Web of Knowledge and WorldCat



Normative manage ment literature

When a firm's market turns into decline, the rules of the game become different. Firms are no longer able
to enjoy growth without stealing market share from the competition. Thus, the level of competition is
usually elevated, making the strategy a firm chooses to pursue even more crucial (Hamermesh and Silk
1979). In a hostile environment there is less room for error.

Harrigan's model

As noted in the introduction, probably the most advanced work on strategy making in conditions of decline
has been conducted by Harrigan (Harrigan 1980; Harrigan 1981). In place of the earlier trivial prescriptions
of "divest" or "harvest", Harrigan recognized that firms operating in declining industries could continue to
earn rates of return above average, and even outshine firms operating in vibrant and growing sectors in
terms of financial performance. In her 1980 article, she attempts to answer the key question: What types of
strategies are most appropriate for businesses that face environments of declining demand?

The study of sixty firms in eight industries® concludes the following broad findings: There were a number of
different types of decline. Some types were more favorable than others because they offered superior
opportunities to maintain profitability or to exit successfully. There were multiple strategies that companies
were able to utilize to compete successfully - there was no single strategy that always resulted in success. A
firm's success was closely related to its relative competitive strengths and the industry structure. A
successful strategy exploited both the relative strengths of the company and the industry structure. Lastly,
firms had various reasons not to adopt the most economical strategy. These reasons included competitors'
actions, misinterpretations of market signals and strategic importance of a business unit leading to
willingness to live with low or even negative profits.

Before going into more detail concerning the strategic options that Harrigan proposes, a more precise
understanding of the underlying industry characteristics that affect the nature of decline needs to be
developed. Determining the cause of declining demand will help assess how companies perceive both
future demand and the profitability of serving the diminishing market. Harrigan and Porter (1983) present
the following possible reasons in their collaborative article:

Technological advances fostering substitute products, often of lower cost and higher quality
Shrinking customer group (caused by e.g. demographic changes)
Buyers are in trouble

= =4 =4 =

Changes in life-style, buyers' needs, or tastes
1 Rising costs of inputs or complementary products
Other studies complement this list with the following:
1 Limited supply of natural resources (Hamermesh and Silk 1979)
1 Regulation and deregulation (Taggart 1995)
1 Product or downstream product found environmentally hazardous (Lieberman 1990)

3 Rayon and acetate, Cigars, Baby foods, Electric percolator coffeemakers, Electronic receiving tubes, Acetylene,
Synthetic soda ash, U.S. leather tanning



Decline related to business cycles or other short-term discontinuities is not covered in this thesis. The focus
is similar to that of Harrigan and Porter (1983) - industries where demand can no longer be increased
through (marketing or other) actions by the firms of the industry and the strategic problem is coping with
decline.

Harrigan and Porter's (1983) approach to determining the attractiveness of declining environments is
largely based on Porters teachings on industry analysis (Harrigan was Porter's student). Their views of the
structural factors influencing the environmental attractiveness are summed up in Table 1.

Tablel: Attractiveness of declining environments. Source: Kathryn R. Harrigan and Michael E. Portergdind strategies for
declining industries" (Harvard Business Review Jul/Aug 83, Vol. 61 Issue 4, p. 117)

Structural factors that influence the attractivenessf declining industry environments

Environmental attractiveness

Structural factors

Conditions of demand

Speed of decline Very slow Rapid or erratic

Certainty of decline 100% certain predictable patterns | Great uncertainty, erratic patterns
Pockets of enduring demand Several or major ones No niches

Product differentiation Brand loyalty Commodity-like products

Price stability Stable, premiums attainable Very unstable, pricing below costs

Exit barriers

High, often mandatory and involving
Reinvestment requiremesit None capital assets

Excess capacity Little Substantial

Sizable new assets and old ones not
Asset age Mostly old assets retired

No markets available, substantial costs
Resale markets for assets Easy to convert or sell to retire

Substantial and interconnected with

Shared facilities Few, free-standing plants important businesses
Vertical integration Little Substantial
E{Ay3tS LINRRdzOG € |None Several large companies

Rivalry determinants

Customer industries Fragmented, weak Strong bargaining power
Customer switching costs High Minimal
Diseconomies of scale None Substantial penalty



Dissimilar strategic groups Few Several in same target markets

The article (Harrigan and Porter 1983) explains in more detail the impact of the different structural factors
on the level of competition and on the attractiveness of the environment. First, the conditions of demand
are characterized by three factors: uncertainty, rate and pattern of decline, and structure of the remaining
demand pockets. Particularly when the decline first starts, there is uncertainty about its intensity and
persistence. The perceptions of future demand will affect how the competing firms play out their "end-
game strategies". Managers who believe that demand will revitalize, will probably go further to preserve
their firm's position. According to Harrigan and Porter (1983) there is often also a bias in the forecasts of
companies that are strongly invested in the industry or have high exit barriers. The higher stakes the
company has, the more optimistic is its forecast of demand. Hamermesh and Silk (1979) also caution
managers of excess optimism. They state that it is often a difficult reality for management to accept that
growth will probably not return. Acceptance of the inevitability of decline is a prerequisite for developing
successful strategies (Hamermesh and Silk 1979).

The rate and pattern of decline affect the attractiveness of the industry in two ways. According to Harrigan
and Porter (1983) rapid and volatile decline results in greatly increased competition. Second, the shrinking
production volumes raise the cost per unit and ultimately the price of the product, which may lead to a
vicious circle of diminishing unit sales, raising unit costs and increasing prices. (Harrigan and Porter 1983)

Structures of the remaining demand pockets may allow well-positioned companies to remain profitable.
Lucrative segments are those where substitute products do not exist, customers are brand loyal (price
insensitive in general) or have little bargaining power. (Harrigan and Porter 1983.)

Exit barriers define how hard and costly it is for a company to terminate its business. According to Harrigan
and Porter (1983) exit barriers partially determine how many companies stay in the declining business and
consequently how hospitable the industry's decline phase is. The severity of these barriers in declining and
mature industries is discussed in the chapter "Exit patterns studies". Exit barriers in declining and mature
industries were identified by Harrigan's other studies (1981; 1982).

Durable and specialized assets are one of the most commonly recognized exit barriers. If assets are
specialized to one business, company, or location, their diminished liquidation value creates exit barriers
(Harrigan and Porter 1983). Studies (Harrigan and Porter 1983; McGahan 2004b) suggest that assets should
be designed convertible where possible to mitigate their effect as an exit barrier. When faced with an all-
or-nothing exit decision (e.g., continuous process plants), the problem of specialized assets becomes even
more acute (Harrigan and Porter 1983).

Large fixed costs associated with leaving a business raise the firms exit barriers. Long-term deals with past
customers may involve severe cancellation fees, or an agreement to continue to supply spare parts.
Harrigan and Porter (1983) also note, however, that "on the other hand, companies can sometimes avoid
making fixed investments, such as for pollution control equipment, alternative fuel systems, or
maintenance expenditures by abandoning a business. These requirements promote getting out because
they increase investment without raising profits, and improve prospects for decline.” Thus, the balance of
exit barriers and exit incentives has a great effect on how organizations in the industry respond to decline.



Sometimes, a diversified company may decide to stay in the declining industry, even if exit were
economically the best solution and other exit barriers were low. Strategic considerations leading to the
decision of staying in a business include interrelatedness, access to financial markets and vertical
integration. First, a business unit may be an integral part of a firm's strategy, image or operations - it may
be interrelated to other business units in a way that terminating it would hinder the operation of the
company as a whole. Second, divesting a business unit may affect the financial credibility of a company
raising the cost of capital. Divesting a business unit that is a major part of a company may be hard to justify
to investors leading to an unfavorable market reaction. Third, the exit barriers of a vertically integrated
company depend on whether the decline affects the whole supply chain or just one of its links. (Harrigan
and Porter 1983.)

Some exit barriers are related to information gaps and social aspbtsh it is difficult for managers to
get accurate and reliable information considering a business unit's performance, they may fail to consider
leaving the business (Harrigan and Porter 1983). Often the problems related to abandoning a business
extend beyond purely economic, rational calculations. For example, managers may be emotionally attached
and committed to the business they are running. Pride in their previous success and fears about their own
futures result in emotional exit barriers that are referred to as managerial resistance (Harrigan and Porter
1983). This was also noticed by Schreuder et al. (1991) in their study comparing the actions of successful
and unsuccessful companies in 21 different declining industries. They found that the successful companies'
reorientation processes were often accompanied with quick changes and cuts in top management
(Schreuder et al. 1991). As divestiture usually means putting people out of work, the "social barriers" to exit
may make closing down a business extremely difficult. Closing down factories can mean closing down
whole towns. (Harrigan and Porter 1983.)

The interrelatedness of business units through a corporate pahents in some exit barriers high quality
image created by previous R&D, production and advertising investments could be damaged for other
businesses if a declining business were terminated (Harrigan 1981). Physical facilities and their overhead
costs shared with other healthy businesses can act as exit barriers since closing down one business would
make other businesses account for a higher share of the overhead costs. When closing a declining business
a firm may be in danger of losing important customers that buy also other, non-obsolete products. This exit
barrier is referred to as "bargaining power of customer industry". Exit should be delayed until a reliable
source for the obsolete product has been found. This helps in retaining customers that buy from the firm's
other businesses that are not divested. (Harrigan 1981.)

Investments made in product differentiation create specific intangible assets that have to be written off at
the time of exit. If there is no buyer for the business at the time of exit this asset would be sacrificed. This is
referred to as promotion/advertising related barriers (Harrigan 1981). Investments in both tangible and
intangible assets may function as exit barriers if they have not been depreciated. Managers may think that
the loss related to writing off these investments at the time of exit would seem high from the point of view
of investors (Harrigan 1981). Harrigan (1982) also found out that particularly in mature industries the age of
physical assets functions an exit barrier. Write off losses from new, undepreciated assets could prevent a
company from making the otherwise logical decision to exit.

Another strong exit barrier in mature industries was found to be industry attractiveness in terms of equity
turnover. In the study on mature industries (Harrigan 1982) the measure of industry attractiveness "is the
percentage of capital expenditures accounted for by each industry's four largest competitors multiplied by



the average capital turnover ratio". The measure was designed to reveal how perceptions of the
profitability of the leading companies would attract other competitors to stay in the business. High capital
turnover of the leading companies would signal high potential returns for everyone. (Harrigan 1982.)

Volatility of the end game

Price wars and other types of aggression are more likely when a market turns into decline, as falling sales
lead to excess capacity in the industry. Maverick competitors with diverse goals and high exit barriers make
aggression especially likely. According to Harrigan and Porter (1983), "[p]erhaps the worst kind of waning
industry environment occurs when one or more weakened companies with significant corporate resources
are committed to stay in the business." Continuing aggression may eventually lead to an unhealthy
situation for all participants. Another way to generate big losses is harvesting without definite strengths
(Harrigan and Porter 1983). Harvesting means curtailing investments which leads to reduced marketing and
worsening customer service. If customers can make a choice they will move elsewhere which results in
reduced cash flow and value of the company's assets.

Generic strategy alternatives for declining industries

After describing the factors influencing the competitive field, Harrigan and Porter (1983) go on to introduce
their four generic strategy alternatives for declining industries: leadership, niche, harvest and quick
divestment. A leadership strategy aims at reaping above-average profits by becoming one of the few
companies remaining in the industry. After most competitors have exited the remaining companies have
more control over the decline process and more market power. Profitability can be improved by raising
prices. Firms pursuing a leadership position can engage in various tactical maneuvers. By aggressive
competitive actions in pricing and marketing or by reducing competitors' exit barriers companies can try to
ensure that other firms retire rapidly from the industry.

A niche strategy is premised on finding a favorable segment that will maintain level demand or decline
slower than rest of the market. Ideally, the segment also has characteristics that allow high returns. If the
company's strengths are aligned with the requirements of the niche, it should act preemptively to gain a
strong position in this segment while divesting other segments.

A harvest strategy emphasizes cash flow generation. Maintenance of facilities and new investments are
curtailed, marketing and research are reduced and production may be concentrated on just the most
profitable products. The long term objective is an orderly exit.

A quick divestment is in place when executives assume that the best choice is to exit the industry already in
the early stages of decline. Harrigan and Porter also state that the earlier the business is divested, the
better the possibilities of finding buyers for the assets, since the future slide in demand may still be
uncertain. While it is risky to divest early, because the forecast of decline may prove incorrect, it is also
risky to wait for too long, because once the forecasts have proven correct the buyers for assets will be in a
strong bargaining position. (Harrigan and Porter 1983.)

Based on the previous analyses of the environmental factors and the firm's strengths, position and
opportunities in relation to them, managers can now choose the most appropriate strategy from the four
generic alternatives presented above. Thus, Harrigan and Porter (1983) put forth their model for strategies
for declining businesses (Figure 2), which depicts the relationships of the options with the characteristics of
the industry structure and the company's competitive strengths for the remaining demand pockets. The



article also remarks that the simple framework must be supplemented with a third important dimension,
namely the strategic significance of the business for the company.

Has competitive Lacks competitive

strengths strengths
Favorable industry Leadership or niche Harvest or divest quickl
structure

Unfavorable irdustry Niche or harvest Divest quickly

structure
Figure 2: Strategies for declining industries. Source: Kathryn R. Harrigan and Michael E. Porter;d&nd strategies for
declining industries." (Harvard Business Review 1988, 61, iss. 4, p. 111)

This model is a revision of the framework presented by Harrigan in her earlier article (1980). As noted
earlier, the previous model was backed up by empirical evidence, a sample of sixty firms in eight industries.
Harrigan sums up the performance of the model: "In short, if you followed the recommendations of the
model, your chances of success were better than 92 percent, while if you did not follow them, your chances
of failure were almost 85 percent --."

A major constituent in these models is the part of analyzing the industry structures influenced by the
changes causing the decline. Next, we examine the ideas presented by Anita McGahan in her article '"How
industries change' (2004a) and her book 'How industries evolve' (2004b). McGahan's model for industry
'change trajectories' may help form a better understanding of where the industry is headed in the long run.
McGahan's approach will dig deeper into the reasons causing the decline and it also develops a clearer
understanding of how the environmental changes unfold over time. McGahan develops further the ideas of
the industry life cycle literature discussed in the introduction of this thesis.

Industry change trajectories

McGahan's (2004a) ideas on industry change trajectories are based on the premise, that industries face two
types of threats of obsolescence: threat to the industry's core activities and threat to the industry's core
assets. Core activities - the activities that have historically generated profits for the industry, the recurring
actions your company performs that attract and retain suppliers and buyers - are under pressure when they
become less important to suppliers and customers due to some new alternative. On the other hand, core
assets - the resources, knowledge, and brand capital that have historically made the organization unique
and more efficient at performing its core activities - are threatened "if they fail to generate value as they
once did."

Based on whether the company's core activities and assets are under threat or not, managers can
determine which of the four distinct change trajectories - radical, progressive, creative or intermediating -
their company is on. The relationships are summed up in Figure 3.
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Core activities

Threatened Not Threatened
Threatened Radical change Creative change
Core assets
Not Threatened | Intermediating Progressive change
change

Figure3: Trajectories of industry change. Source: Anita M. McGahan, "How industries Change" (Harvard Busewss R004,
vol. 82, iss. 10, p. 90)

Each of the trajectories has its characteristic features presenting differing challenges and opportunities for
firms to handle. A company should develop a strategy that is in line with the change trajectory of its
industry. Otherwise it will fail to generate profits in the future.

Radicakhange occurs when both core activities and assets are threatened with obsolescence. Radical
industry evolution is relatively unusual, occurring normally following a mass introduction of some new
technology or major regulatory changes. The transformation is fundamental, but it usually takes a long
time, even decades, to play out. Thus, "industries that are on a radical change trajectory often remain
profitable for a long time, especially if the companies in these industries scale back their commitments
accordingly." According to McGahan, the only reasonable approach is to focus on the endgame and its
implications for the company's strategy (back to Harrigan and Porter (1983)). She also stresses that both
abandoning the established positions and moving into something new, and reinvesting in the established
industry, are extremely risky choices when confronted with radical change.

Intermediatingchange takes place when the core activities of an industry are in danger of losing their
significance, but core assets retain most of their value if used in new ways. According to McGahan (2004a),
intermediating change is typically caused by buyers and suppliers being presented with new options after
gaining unprecedented access to information. "In effect, industries are on an intermediating change
trajectory when their business activities for dealing in both downstream and upstream markets are
simultaneously threatened. The article presents auto dealerships as an example, as their traditional sales
activities are being eroded by the Internet. At the same time car manufacturers are seeking closer
relationships with buyers, in some cases trying to take over customer relations completely. Furthermore,
individual dealers are losing control of inventory management as economies of scope enabled by IT are
placing larger companies in an advantageous position. McGahan concludes that "Companies facing
intermediating change must find unconventional ways to extract value from their core resources." For
example, some traditional auctioneers, threatened by eBay, have started to sell their services online. Only
this time their business is certifying the value of items being exchanged on the Internet. These companies
have found new ways to utilize their core asset, namely appraisal expertise.

Creativechange is usually characterized by a constant turn over of assets, but stable relationships with
customers and suppliers. McGahan warns not to mistake it for radical change, in which key relationships
are also in turmoil, since this mistake can cause companies to "overreact and neglect important
relationships that are critical to their profitability." As innovation under creative change tends to occur in
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bursts (e.g. the development of a new medicine in the pharmaceutical business), the leading companies
regularly spread the risks over a portfolio of new initiatives and ventures, making their returns less volatile.

Progressivehange differs from creative change in that core assets are not under constant threat, and thus
these industries are generally more stable. "Progress occurs, and technology can have an enormous impact,
but it happens within the existing framework of the business. Core resources tend to appreciate rather than
depreciate over time. Progressive change does not mean that change is minor or even that it is slow. Over
time, incremental changes can lead to major improvements and major changes." A fitting example is Wal-
Mart, which has radically impacted the discount retailing industry. Its progress has come by deepening and
optimizing already existing relationships and capabilities, not by developing totally new ones.

McGahan's article (2004a) provides some general advice on identifying which trajectory your industry is on.
Her method of analyzing the situation is based on the following four basic steps:

1. Define your industry. A good way to start is by identifying the companies that share common
buyers and suppliers.

2. Define your industry's core assets and core activities. An easy way to test if something is core is to
think whether eradicating it now would result in profits being lower one year later - despite trying
to find an alternative solution. If there is no replacement, the asset qualifies as core.

3. Determine whether the core assets and activities are threatened with obsolescence. A threat would
make an asset or activity irrelevant to profitability.

4. Finally, evaluate which trajectory the industry is on. McGahan emphasizes that an industry
generally evolves along just one trajectory at a time.

McGahan (2004a) also gives a few general insights on what is most likely to lead to success in the different
change conditions. In radical and intermediating change companies are to perform a balancing act -
"aggressively pursuing profits in the near term while avoiding investment that could later prevent them
from ramping down their commitments." (Slight touch of Harrigan and Porter's (1983) 'Harvest' strategy
perhaps?) McGahan also prompts managers to think of new ways of dealing with threats. For example
alliances and cooperative strategies may present great opportunities to cope with change, an alternative
which is discussed in more detail later.

In radical and creative change it is important to evaluate how rapidly the core assets are depreciating. "The
easiest way to do this is to identify how much you are spending to renew them." The company should also
distinguish the segments of the industry where it can protect its competitive position from those in which
its position is likely to erode quickly. (Harrigan and Porter's (1983) 'Niche' strategy perhaps?)

Progressive change calls for a long term development of "a system of interrelated activities that are
defensible because of their compounding effects on profits, not because they are hard to understand or
replicate." The compounding effects of these incremental developments often lead to conditions where
only relatively few companies are competitive.

Organizations usually have time to adapt to the changes in all four trajectories. However, McGahan (2004a)
highlights that it is usually not well advised to fight the change as it is often very costly. The changes do not
happen instantly but more often unfold over decades. Thus if a manager states that changes in business
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today are more frequent and abrupt than before there probably is some transition that has gone on
unnoticed for a long period of time.

An alternative classification for the change trajectories is presented in McGahan's book How industries
evolve(McGahan 2004b, p. 31). The types of changes are simply architectural and foundational.
Architectural change takes place when core activities of an industry are threatened (radical or
intermediating) and foundational change when core assets are threatened (radical or creative). The book
gives more precise proposals for action ("prerequisites") that should help in competing effectively in
architectural or foundational change.

First, the most important prerequisites, in our opinion, under architectural change, where core assets are
threatened, are taking the perspective of both the industry's buyers and suppliers. Managers should
develop market research designed to gather information about changes in buyers' preferences. The buyers'
new alternatives should be identified and the reasons for the switch should be investigated. This analysis
should then be repeated in each link in the downstream supply chain. On the supplier side one should work
collaboratively to ease the suppliers' transition out of the industry. (McGahan 2004b, p. 128)

McGahan suggests that competitors may be viewed as potential allies. A similar approach is proposed by
Nielsen (1988) and Ludwig (1993), whose studies are discussed later. The industry structure may be better
defended by alliances with former competitors. McGahan also suggest that one should concentrate on the
most attractive segments and leave the unattractive ones to competitors. The decisions related to resource
allocation across segments should be centralized. One should also constantly track the strategic options
that competitors have. Both of these views are shared by Harrigan (1980), as Harrigan's model relies on
finding out the exit barriers industry wide and on exploiting growth segments.

Similarly, McGahan (2004b, p. 138) gives principles for competing under foundational change. First, one
should contrive a study to determine how fast the core assets are depreciating. This way one can find out
how the depreciation rates translate into investment needs, further locking the firm into the business.
Investments should be made to make the assets less specialized. In segments where the company's
position is weak assets should be modularized to make them easy to sell. These (and a few other principles)
are discussed in more detail in McGahan's book (2004b, p. 138-139).

A general principle for competing in the mature stage of industry evolution is to develop the ability to move
productive activities and assets in and out of the business. The implications of this principle are the
avoidance of even small reinvestments into a business if the strategic intent is to ramp down commitment,
and developing the option to exit (but to hold that option closely). This should help avoid wars of attrition
where retrieving the value of assets becomes ever harder. If the firm has the ability to move its assets and
activities between the businesses it can i) reduce commitment in a declining business ii) increase activities
later if a better competitive situation arises for example after a competitor exits. (McGahan 2004b, p. 148-
149.)

In practice the flexibility of moving assets and activities in and out of businesses relies on diversification
into related businesses in which old assets and activities retain their value, and in which capabilities can be
reused (McGahan 2004b, p. 149). This solution is similar to that presented by Martin and Eisenhardt (2004).
This type of redeployment of assets is explained in detail later in the chapter discussing exit pattern studies.
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The process of analyzing a declining industry using McGahan's framework should result in a better
understanding of the change that is happening in the industry. Ideally the reasons for decline are
uncovered and an understanding of what will generate profits in the future is developed.

Findings from other normative management studies on decline

Harrigan's (1980) and Harrigan and Porter's (1983) models were the only frameworks found that were
developed exclusively for strategies in declining industries. However, this naturally does not mean that
there have not also been other studies conducted on the subject matter. Next, some highly interesting
normative management studies contributing to our knowledge on industry and firm behavior in declining
markets are introduced. These studies do not provide complete strategy alternatives or frameworks, but
they all give some insight into what works.

Fighting bear markets

In their article "Successful bear-fighting strategies" (1991), Schreuder et al. explore the factors involved in
determining the differential performance of firms in bear markets (minimum 20 percent drop of industrial
value added index over a period of at least three years). They analyzed 21 matched pairs of Dutch firms
(one successful, the other one unsuccessful - success determined by development of the firm's ROA)
operating in different industries that faced such decline at some point between 1972 and 1985. The
successful (S) and unsuccessful (U) firms were chosen in such a way that they did not differ greatly in
market shares, perceived exit barriers or level of diversification. The key findings of the study were:

1 S-firms followed market-oriented strategies, whereas U-firms were distinguished by their focus on
cost. "The most striking difference is that the successful firms take a much higher number of
measures related to the market(s) for their output. These measures include changes in their
distribution channels, market segments, exports and forward integration." Moreover, "[U-firms]
focus mainly on increasing production efficiency, capturing economies of scale and lowering their
overhead costs."

1 S-firms also have higher "energy levels" (more specific measures taken). "Overall, the U-firms take a
significantly lower number of measures as combined over all areas."

1 S-firms have a somewhat higher ROA at the outset of the decline. This is one reason why they focus
less on costs, as they are already doing better initially.

1 S-firms are slightly less diversified. What is interesting, also, is that "The S-firms which have
diversified do so primarily within their industry (24%). Of the U-firms, however, 38 percent
diversifies outsideits primary industry as compared with only 19 percent of the S-firms."

1 There were no differences in the ability to anticipate decline, but great differences in how the firms
responded to the stormy weather ahead - "the successful firms act more vigorously when they do
anticipate declining demand." Furthermore, S-firms take anticipatorymeasures - they, i.a.,
reposition their product range by adding and deleting products, change distribution channels and
market segments, and integrate forward. "These reorientations are accompanied by quick changes
in the management area, primarily by cutting and substituting top management. Production scales
are also adapted relatively quickly." U-firms, on the other hand, have no single area in which they
would follow anticipatory strategies. Instead, they take reactivecost measures. In all other areas,
on the other hand, it reacts later and less forcefully than the successful firm.
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The article concludes that "The determinants of success [in bear markets] involve a specific mix of initial
conditions, market-focused strategies, related changes in other areas, high energy levels and early timing in
the important areas of management and market." What should be noted at this point is that this study may
fall somewhat outside our scope, if we stick rigorously to the focus introduced earlier, ruling out decline
related to business cycles and other short-term discontinuities. Decline related to bear markets may indeed
be reversed, a prospect that changes the nature of the situation. However, we feel confident that the
findings of Schreuder et al. (1991) nevertheless shed a light on the strategic possibilities in irreversibly
declining industries as well.

Some of the findings introduced above communicate basically the same message as the studies by Harrigan
(1980) and Harrigan and Porter (1983). For example, they all suggest that success is related to being active,
making changes to adapt to the environmental pressures early on - Harrigan and Porter state that
"successful companies should choosean end-game strategy rather than let one be chosen for them",
whereas Schreuder et al. talk about energy levels. Furthermore, while Schreuder et al. found that
successful firms take more anticipatory measures (although not necessarily better at predicting the bear
market), Harrigan and Porter (1983) also posit that "If a company can forecast industry conditions, it may
be able to improve its end-game position by taking steps during the maturity phase." These measures may
include for example minimizing investments, increasing flexibility of assets and placing emphasis on
segments that can be expected to endure even in decline. This again is consistent with successful firms
taking more market-related measures. Also, all of the studies suggest that changes in management may be
necessary and beneficial.

Strategic moves to improve performance

S.J.Q. Robinson's study (1986) of over three hundred industrial businesses in declining markets identified a
number factors related to good performance. Interestingly, the results indicate that businesses in declining
markets do not exhibit a significantly lower profitability (net income/investment) than businesses in
growing markets, which gives support to Harrigan's (1980) findings. Although their margins were found to
be lower, this was offset by, i.a., lower fixed capital intensity, lower marketing effort and lower R&D
expenses. The results show that with respect to both profitability and cash flow, factors that were related
to good performance in all types of markets were strong market position (market share rank), low capital
intensity high relative product quality and low costs (e.g., in purchases and manufacturing).

The factors listed are obvious (of course low costs are better than high costs!), and as such do not give
revolutionary insights to strategists. The study does have one result relevant to declining industries, since
often during decline one target is preserving positive cash flow. Robinson concludes that "On the whole,
the variables influencing cash flow are similar to those relating to profitability. This leads to the conclusion
that businesses having a high cash flow generally achieve it through high profitability, rather than by
running down their capital base, market share, sales force or R&D expenditures."

Managers matter

Hamermesh and Silk (1979) studied 12 industries Coffee industry, cigar industry, motion pictures, paper
and chemicals, electrical power generator equipment, rayon, motorcycles, fasteners, shoe manufacturer's
suppliers, washers, dryers and refrigerators , aluminum cans meeting their criteria of being 'stagnant’ (total
unit demand declined or increased less than half the rate of real GNP over a ten-year period), to determine
what competitive strategies were most likely to succeed or fail in these difficult environments. The research
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uncovered that it is possible to earn high returns in stagnant industries. Common actions of businesses that
have succeeded in doing so include:

1 Exploiting growth segments (analogous with Harrigan and Porter's (1983) niche strategy)

1 Emphasizing product quality and innovative product improvement

1 Systematically improving efficiency of production and distribution
The findings are - again - not ground-breaking, but give support to common knowledge. A new notion by
Hamermesh and Silk (1979) is to pay attention to the way that top management interacts with its stagnant
businesses, which has a substantial impact on their performance. They must "avoid the tendency to label
these businesses pejoratively (e.g. BCG matrix' dogs), to require them to implement harvesting strategies,
and to assign them to weak managers." Keeping in mind that competition is likely to intensify in the decline
phase, it is clear that the situation requires expertise and experience from the management team.

Solutions from Porter's generic strategies

According Parker and Helms (1992), "there are three conflicting prescriptions for achieving superior results
in a declining industry. These strategies are either: pursue a single generic strategy, pursue a combination
of cost and differentiation, or follow a reactive strategy." The authors set out to uncover whether there is
truth behind any of these clauses by examining each of the strategic perspectives in a sample of U.K. and
U.S. textile mill product firms.

The results indicate that in this declining industry, firms in the two countries pursue similar strategies, and
that superior performance is associated with mixed and reactive, as well as single generic strategies. Thus,
in this sample, the use of a single generic strategy does not seem to be a necessity for success. However,
the authors did note that financial performance was significantly higher with more focus on costs, while
growth was significantly greater with more focus on differentiation activities. Interestingly, this seems to be
somewhat contradictory to the findings of Schreuder et al. (1991). Their study on bear-markets stated
simply that successful firms were distinguished by more focus on market-oriented strategies, whereas
unsuccessful firms placed more emphasis on costs.

Parker and Helms (1992) also found that, "stuck in the middle firms do not perform in the decline segments
of the TMP [textile mill products] industry as Porter (Porter 1980; Porter 1985) suggests they might.
Specially, firms that react to the environment, i.e., those that have no single generic strategy, as measured
for this sample, perform as well as those with a singular generic strategy. Dess and Davis (1984) argue that
stuck in the middle or reactive strategies may help firms remain flexible at the end of an industry's life
cycle."

It may be difficult to extrapolate these results to "the general industry", where cost emphasis may not,
unlike in the TMP segments studied, be the norm of the industry. However, in the case of similar
environments the study may give valid guidelines. It should also be noted that the contradictory result with
Schreuder et al. (1991) can be explained by the difference in the industries chosen: Schreuder et al. had
multiple industries whereas Parker and Helms had one industry, which has a heavy emphasis on costs.

Diversification

Many of the articles presented earlier advice managers to look for growth segments in the declining
industry (Hamermesh and Silk 1979; Harrigan 1980; Harrigan and Porter 1983) and thereby try to escape
the effects of decline. However, what if there simply are no growth segments to be found, or they are
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already inhabited by stronger competitors? Should the company be on the lookout for opportunities arising
outside its initial industry?

According to Chatterjee et al. (1992) the resource-based perspective on organizations suggests that firms
are essentially bundles of assets. These assets vary in their fungibility, the extent and ease with which they
can be redeployed in new areas, e.g., to enter new markets when the company's existing business faces
decline. Diversification to new markets can be eased by acquisition of complementary assets of other firms.
However, there are always great risks related to acquisitions, i.a., issues concerning different organizational
cultures in the acquiring and target firms. (Chatterjee et al. 1992.) Anand and Singh (1997) examine the
differences in performance outcomes between diversification-oriented acquisitions and consolidation-
oriented acquisitions, providing some views of the role of acquisitions in changing the scope of a firm in a
declining industry.

The authors discuss the managerial motives when faced with the decision whether to redeploy assets
within the firm or to dispose of them by, i.e., trading them to another firm. According to the article "Jensen
(1988) suggests that the growth-oriented goals of managers during phases of industry growth are
compatible with shareholder goals because the opportunities in the industry simultaneously address
shareholder wealth maximization and revenue maximization (the latter is one of the more important
managerial motives). However, in the decline phase of the industry, these goals are not compatible.
Managers would still like to enlarge the firm or reduce risk through diversification, whereas shareholders
would rather let the firm shrink so that they can reinvest the capital in better opportunities. Hence,
managers may be biased in favor of diversification-oriented acquisitions in the decline and mature stages of
a business because such acquisitions represent a feasible path toward growth in such environments."

An alternative path is performing consolidation-oriented (horizontal) acquisitions, which aim mainly at
increasing profitability through increases in efficiency and market power. According to Anand and Singh
(1997), other empirical studies confirm, too, that related diversifiers with greater focus outperform the
unrelated diversifiers. The article also notes that related acquisitions are less likely to fail due to
incompatibility of the acquiring and target firms.

In their study of industries within the U.S. defense sector, which experienced significant decline after the
Cold War, Anand and Singh (1997) found that the firms faced considerable difficulties in redeploying
defense assets to civilian markets. They explain that "these problems translate into the limitations imposed
by the fundamental lack of fungibility and by the stickiness of firm resources." The analysis of the sample of
acquisitions (divided into defense-defense, and defense-civilian acquisitions) indicates that consolidation-
oriented acquisitions improve the performance of firms in the decline phase, but not in the growth phase.
Firms that operate in unattractive (declining) industries cannot grow their value by diversifying - if it is
desirable for a firm to enter a new market, it is equally desirable both in the growth and decline phases.

Anand and Singh (1997) conclude that "consolidation of capacity remains the choice associated with
highest return for firms in declining industries. The main route to achieve consolidation is through
horizontal and related acquisitions." These results have significant implications for strategists, especially if
the assumption that managers may have "wrong" motives behind their decision making is valid. However,
the authors also remind that there may be difficulties in generalizing these results as such to other sectors,
but they feel comfortable that their fundamental arguments are still applicable elsewhere.

Cooperation
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Acquiring another firm is not the only external possibility for a company to enhance its performance.
Nielsen (1988) introduces four different cooperative strategies, namely pool, exchange, de-escalate, and
contingency strategies, which can provide mutual gains for both or all organizations involved. Nielsen, after
analyzing 32 different cases (eight of which were in declining environments), concludes that most of the
cases considered suggest that efficiency has been improved by inter-organizational cooperation.

Another study of great interest is Ludwig (1993), which examines the responses and structural adaptations
of ten U.S. provinces of the Jesuits (the largest religious order of Catholic priests and brothers) to adjust to
the dramatic reductions in membership between 1965 and 1979. Ludwig's research indicates that, "by
increasing inter-organizational cooperation and exchange of information and by enhancing the
administrative component, these organizations were able to reduce slack resource requirements and were
largely able to protect their core operations from the impact of decline." He also infers that there is little
reason to believe that the level of cooperation would have increased as it did without the trigger of decline.
Although the setting of the study is somewhat specific, it shows that cooperative actions may enhance an
organization's (or a population of organizations) chances of survival when faced with decline.

Summary of other normative management studies on decline

The credibility of the results derived from this section suffers from uniformity of industries examined in the
studies. Most of them analyze manufacturing industries which have characteristics that limit generalizing
the results to other (for example service-based) industries. More research could be carried out outside
manufacturing industries, or an aggregate study of hundreds of industries including also service and
project-based businesses among others could be conducted to fill the gap. Only one paper (Robinson 1986)
was based on a study on a large number of industries.

While all the studies contribute some new knowledge about managing declining industries, the results
mostly only confirm general knowledge. Advice, such as emphasizing product quality and exploiting growth
segments, are probably not going to save a company.
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Exit patterns

The distinctive characteristic of exit pattern studies that separates it from other literature reviewed in this
work is that it limits to considering capacity reduction as the only means to restore industry profitability.
Other possible options, such as diversification, are not considered. The studies concentrate on analyzing
the effects of exit barriers on the competitive rivalry of the industry, on how this competitive setting can be
used to formulate winning strategies, and on building models that predict the sequence of exit from a
declining industry. Notice that there is plenty of literature on exit barriers but a large part of them does not
focus specifically on declining industries.

Exit barriers in declining industries

Studies by Porter (1978) and Caves and Porter (1978) identified exit barriers as a structural trait of an
industry. These studies used data from non-declining industries. Harrigan (1981; 1982) has arguably made
the most important advances in the studies on exit barriers in declining and mature industries. The latter
study by Harrigan (1982) reveals the most important exit barriers of a mature industry and compares them
to the findings of the former study (1981) that deals with declining industries. The data used is the same as
in the study by Harrigan in 1980. The studies divide exit barriers into two classes: industry structure exit
barriers and firms' strategic exit barriers. Industry structure exit barriers (or economic exit barriers) are
those that are relevant to the whole industry such as a lack of resale market for assets. Firms' strategic exit
barriers are those that differ according to how the companies have competed in the past - for example a
loss-generating business unit may be strongly related to other profitable units thus making the divestment
of the loss-generating unit challenging. Harrigan also recognizes that expectations of continuing demand
will probably result in firms postponing their exit decisions, leading to a bigger number of firms staying in
the industry.

In declining industries the most substantial (or "highest") exit barriers were found to be high quality image,
shared facilities, presence of a strong customer industry and promotion/advertising related barriers
(Harrigan 1981). More generally, in declining and mature industries the highest exit barriers were age of
physical plants and 'industry attractiveness' (in terms of equity turnover). A significant exit inducement was
found to be capital requirements - the need to have relatively large plants to be competitive. Harrigan
identified also other factors as "weak exit barriers" although they were not found statistically significant in
the sample (Harrigan 1982). Harrigan (1981) concludes that firms should plan their exits already at the time
of entry into a business since investments can act as barriers later on and lock a firm into a business that is
making losses.

Another study on the effects of exit barriers in declining industries was made by James Rafferty (1987). He
analyzes the strategic options of companies in the 70's color television rental market and states that exit
barriers faced by a company and its competitors determine the suitability of a strategy. The strategy
alternatives that this research suggests for companies in a declining industry are harvest and market share
strategy (as defined by e.g. Harrigan and Porter (1983)). The study quantifies exit barriers in the television
rental industry in an 'investment depreciation ratio' variable which reflects the speed at which a company
depreciates its fixed assets. Rafferty states that this is important because "[t]hose companies who
depreciate their assets the quickest will stand a better chance of achieving return on their investment --".
Other aspects that he uses to determine the competitive setting are market shares, investment ratios and
cash flow generated from assets. The analysis basically reveals which company is most vulnerable to price
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wars (who has invested recently and needs to earn a return on investment) and which company could gain
market share by lowering prices. The study's method is effective in revealing the strengths and weaknesses
of the companies in this industry experiencing certain decline but the study is hardly generalizable and the
viewpoint of earning a return on investment depending on depreciation schedules is probably not relevant
in many cases.

Game theory

A distinctive subset of the literature on exit patterns employs game theory to predict which firms exit first.
The studies use mathematical models to simulate the industry and to calculate which firms are to exit as
their profits turn negative. The models use for example firms' market shares, capacities and costs in
determining the firms' viability in decreasing demand. The industries that the models attempt to simulate
are restricted to manufacturing industries, and thus the applicability of these studies outside their tight
initial assumptions is also limited.

The pioneering game theory model of a declining industry was published by Ghemawat and Nalebuff (1985)
and it has since been both criticized (e.g. Fudenberg and Tirole 1986; Whinston 1988) and developed
further by other authors (e.g. Filson and Songsamphant 2005). Ghemawat and Nalebuff's model simulated
the behavior of two players in an oligopolistic market, where production was an all-or-nothing decision. In
their revised model of 1990 (Ghemawat and Nalebuff 1990) capacity could be reduced continuously. Both
studies predicted the largest firms to exit or reduce their capacity first. The first study suggests that the
larger firm exits first - when duopoly profits turn negative. The intuition behind this is that the smaller
player can operate as a profitable monopolist for a longer time given its smaller size (Lieberman 1990). The
latter study claimed that the largest firm, in terms of market share, would first shrink to the size of its rival
after which the two would then shrink alongside each other. Both of the models are, however, probably not
generalizable. For example the adaptation to these models by Whinston (1988) adds the possibility of
multiple plants of different sizes, and shows that in this case the largest firm is not necessarily the first to
exit.

Lieberman (1990) refers to Ghemawat and Nalebuff's (1985) theory of smaller firms outlasting their larger
competitors as "stakeout". Respectively, the prediction that small firms exhibit higher rates of exit (as a
consequence of scale economies) is referred to as "shakeout". In his study on 30 chemical products
Lieberman comes to the conclusion that neither of the two theories is able to explain reliably the sequence
of exit from a declining industry. Rather the two theories give only complementary explanations. The study
suggests that large firm-size is a liability only in steeply declining businesses where the irreversibility of
decline is recognized. Disregarding plant size differences, the probability of capacity reduction increased
with capacity share of firm. This meant that large-share firms reduced capacity by a greater percentage,
which led to convergence in firm sizes. (Lieberman 1990.) What is noteworthy is that in chemicals
manufacturing scale economies are substantial, which reduces the generalizability of these results in other,
particularly more labor-intensive industries.

Conditions of demand and technological regime

Audretsch (1995) studied the implications of conditions of demand and the underlying technological regime
on exit decisions. According to his typology, the technological regime of an industry is either routinized or
entrepreneurial: under a routinized regime incumbent firms have an advantage in innovative activity,
whereas in an entrepreneurial regime actors outside the industry have this advantage. Audretsch's (1995)
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study deals with the process of firm selection in an industry: are most of the exiting firms newcomers that
have been in the industry for a relatively short time ('revolving door' metaphor) or are most of exiting firms
established incumbents who are replaced by new actors ('trees of the forest' metaphor). The study
concludes that the underlying technology determines which of these metaphors better describes an
industry. In industries where scale economies are substantial the industry is better characterized by the
revolving door metaphor - "new businesses enter, but there is a high propensity to subsequently exit".
Other key factor in technology is the technological regime. Under the entrepreneurial regime newcomers
are more likely to make an innovation and are thus less likely to exit, even in the face of negative profits. In
the routinized regime the advantage in innovation is on the side of the incumbents and only those
companies that are successful in growing sufficiently will be able to survive for more than a few years.
(Audretsch 1995.) The research data is gathered from manufacturing industries which (again) limits the
applicability of these results in other industries.

Conclusions from exit pattern studies

The exit pattern literature concerning declining industries is limited in its applicability to real decision
making. Particularly the game theory models that are based on a situation where the market is dominated
by an oligopoly have obvious limitations. The studies have found some example industries to which their
models apply but they do not have comprehensive support by empirical evidence. Also, game theory
models and most of the other research on exit patterns are based on studies from manufacturing
industries. These industries usually have characteristics such as presence of substantial scale economies
and low labor-intensity, which are not present in, e.g., service businesses.

Recognizing the most important exit barriers of a firm and its rivals will help in strategy development and in
anticipating competitors' strategic choices. It is also good to recognize that investments made today may
act as exit barriers later. Harrigan (1981) even suggest that firms should plan their exits at the time of
entering a new business since product life cycles are short. Managers should also be aware of the
formation of other exit barriers such as interrelatedness with other business units. If a business is
anticipated to decline, or its growth prospects are uncertain, the strategy should take into account the
possible need to divest.

Martin and Eisenhardt (2004) provide another way of escaping the slowing sales of a declining industry.
They introduce the concepts of corporate entrepreneurship and the recombinative organizational form.
These are an interesting alternative to the endgame strategies suggested by other literature on decline. As
Martin and Eisenhardt (2004, p. 376) state, "[c]orporate entrepreneurship emphasizes exiting from
declining markets, while simultaneously capturing new opportunities by recombining resources deployed in
these declining markets in novel ways." As a prerequisite, a modular organizational structure and corporate
dynamic capabilities need to be developed. A modular organizational structure comprises of highly
independent units, which provides for resource recombination - in a less modular structure some resources
could be lost upon reconfiguration. Dynamic capabilities are the processes used to modify the configuration
of a firm's resources to match or even create market change. A modular organizational structure and
dynamic capabilities together constitute a recombinative organizational formvhich allows the company to
maintain competitive advantage by continually putting the organizations resources into more productive
use as new opportunities are seized and old businesses are terminated. (Martin and Eisenhardt 2004.)
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Organizational ecology

Organizational ecology is a field of study that applies modern population ecology theory to the study of
organizations and more specifically to their relations to the environment. The groundbreaking article in this
field was written by Hannan and Freeman (1977), who set out to answer the simple question: "Why are
there so many different kinds of organizations?" The article proposes the population ecology perspective,
which emphasizes competition and selection as the primary processes shaping the properties of
populations, as an alternative to the then dominant adaptation perspective, seen most clearly in the
management literature. "Clearly, leaders of organizations do formulate strategies and organizations do
adapt to environmental contingencies. - But there is no reason to presume that the great structural
variability among organizations reflects only or even primarily adaptation." (Hannan and Freeman 1977)

According to Hannan and Freeman (1977), the processes generating structural inertiawhich limits an
organization's ability to adapt, can arise from both internal structural arrangements (i.a., former
investments, information and internal political constraints) and environmental constraints (i.a., legal and
fiscal barriers to entry and exit, and availability of information). An interesting idea to explore regarding
structural inertial is the concept of 'rent displacement’, which states that firms that already generate profits
from their existing activities are less likely to experiment with new possibilities or introduce new products,
which could displace these earnings, than outsider who have nothing to lose. As Geroski (2001) notes, "this
particular argument is interesting because it suggests that structural inertia is a consequence of success,
meaning that positions of market leadership are unlikely to persist for long periods of time." However, in
referring to Arrow (1962), Geroski does point out that rent displacement in new product innovation
generally arises when the 'new' and 'old' products are substitutes, whereas if they are complements, firms
have an incentive to develop and bring out new products without delay. This, in turn, is likely to promote
the persistence of market positions.

The ideas put forth by Hannan and Freeman in 1977 were applied to the setting of environmental decline
by Zammuto and Cameron in 1985. They develop a typology of environmental decline and craft models of
both organization- and population-level responses to different types of decline. These frameworks are used
here as the core building blocks when examining the organizational ecology perspective on the dynamics of
declining environments. It is again good to notice that the focus lies strictly in decline affecting the whole
population (industry), not a single organization.

A few essential definitions require clarification before we can discuss decline from the organizational
ecology point of view in more detail.

Basic definitions
Population

Baum and Oliver (1996) describe the concept of a population in as follows:

"A set of organizations engaged in similar activities aitti similar patterns of resource utilization
constitutes a population. Populations form as a result of processes that isolate or segregate on set
of organizations from another, including technological incompatibilities and institutional actions
such as geernment regulations.”
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The unusual feature of the notion of a population in contrast to an industry is that it defines the group of
organizations in terms of the types of resources that they utilize and the way that they use them - not in
terms of what they do or produce. Geroski (2001) gives an example demonstrating how "two organizations
which look the same or serve the same apparent purpose may belong to different populations if their
resource needs are different: for example, despite the fact that they are both retailers, Amazon and
Walmart probably belong in different populations." Organizational ecologists also often talk about
'organizational forms' which is usually a reference to a cluster of associated features. Consequently, a
population is a collection of organizations with a common form. (Geroski 2001)

Organizational community

As populations develop relationships with other populations they form organizational communities. The
destinies of firms in any one population are essentially dependent of the actions and destinies of firms in
other populations of the community. (Baum and Oliver 1996)

Niche

The definition of a niche in the context of organizational ecology differs from the one typically used in
strategic management literature. Here a niche is the environmental habitat of a population of
organizations. As Zammuto and Cameron (1985) illustrate, a niche is defined by a set of physical, biological
and social conditions that provide resources for and place constraints on the performance of a population.
A niche can be thought of as an n-dimensional volume in time and space, where the dimensions are
determined by limitations such as the availability of resources, level of demand and regulations. The
interactions among resources, constraints and demand define the size - or carrying capacity- of a niche.
The carrying capacity of a niche, then again, sets the level of population performance the niche is able to
accommodate.

The carrying capacity of a niche determines the fundamental nichein which a population can, but does
not necessarily exist. The space that a population actually occupies is called a realized nichewhich, in
most cases, is smaller than the fundamental niche because of competitive interactions with other
populations (Aldrich 1999). Niches are constantly changing both because of external factors and because of
purposive organizational actions. For example technological innovations can change a niche by making new
forms of organizational performance possible (Zammuto and Cameron 1985).

Organizational domain

An organizational domain refers to the part of a niche that one organization inhabits. The sum of
organizational domains defines the realized niche of a population. The greater the extent to which a
population utilizes a fundamental niche, the greater is the density of the population. Mature industries
tend to have greater population densities than emerging industries. The lower density in emerging
industries enables organizational growth and the creation of new organizations within the niche. Individual
organizations can adapt to changes in their niche through domain responses, that is, through modifying
their domains (Zammuto and Cameron 1985).

Competition

In what sense do organizations and organizational populations compete? A distinctive feature of the
concept of competition in organizational ecology is the emphasis on the indirect nature of the process - in
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order for two units under inspection to be in a competitive relationship, they need not have social ties with
one another. Thus, sociologists who generally want to think of competition as a property of observable
social ties and as including conscious recognition by the parties to the relation view this approach as
"asocial". However, from the ecologist's perspective, whether two or more actors dependent on the same
limited resources come to recognize each other as competitors merely accounts as an interesting question,
but does not have a fundamental influence on their position as competitors. (Hannan and Carroll 1992)

Legitimati on

Hannan and Carroll (1992) define legitimation of an organizational form basically as 'being taken-for-
granted', the readiness of its stakeholders to commit themselves to the organization or population.
According to the authors, legitimation affects the founding rates of organizations using the form, especially
because a taken-for-granted social form can be more easily visualized by potential organizers than one with
unknown standing. Legitimation, in all its simplicity, enhances the life chances of organizations and
populations. (Hannan and Carroll 1992)

Aldrich (1999: 247) describes the implications of sociopolitical legitimacy from the perspective of an
entrepreneur as being "-- the acceptance by key stakeholders, the general public, opinion leaders, and
government officials of a new venture as appropriate and right. Sociopolitical legitimacy has two
components: the moral value of an activity within cultural norms, and acceptance of an activity by political
and regulatory authorities." He also posits that the organizations of a rising population may wish to take
collective action to promote their mutual legitimacy as this may be outside the resources of a single
organization. Furthermore, new populations are vulnerable to attacks from other, already established
populations and organizations trying to create entry barriers to protect their niche. This means that new
industries will need reliable relation with established industries, to gain legitimation, and to preempt and
defend against possible attacks. (Aldrich 1999: 247-257)

Density dependence

Aldrich (1999: 270) explains that the density dependence model, developed by Hannan (1986), argues that
the size of a population reflects two underlying processes: legitimation and competition. At the beginning,
increasing density raises cognitive and sociopolitical legitimacy, and thus facilitates an increase in foundings
and decrease in mortality. Then again, at high levels of population density, factors encumbering foundings
and increasing mortality become dominant as, e.g., competition for resources becomes fiercer. Considered
jointly, these processes led Hannan (1986) to predict an inverse U-shaped pattern between organizational
density and the rate of foundings, and similarly a U-shaped association between density and disbandings.
(Aldrich 1999: 270)

Concerning legitimation, Hannan and Carroll (1992, p. 41: 41) explain that "The process by which
organizational forms gain taken-for-granted status encompasses at least two kinds of activity. One is
collective action by members of the population to define, explain, and codify its organizational form and to
defend itself from claims and attacks by rival populations. The second is collective learning by which
effective routines and social structures become collectively fine-tuned, codified, and promulgated." They go
on to posit that the intensity of both types of activities credibly depends on density. However, once an
organizational form becomes common, it seems unlikely that further increases in numbers will have a
substantial effect on its institutional standing. "In other words, legitimation responds to variations in
density in the lower range, but the effect has a ceiling." (Hannan and Carroll 1992)

24



In the context of declining industries, the process of decline can also be viewed as a result of diminishing
legitimacy. After, for example a new technological innovation, an appearance of a new rivaling
organizational form or simply change in customers' preferences, previous customers and stakeholders may
no longer be willing to commit themselves to the old relationships. As a population gets the label of a
perishing yesterday's star, its legitimacy withers.

Aldrich (1999: 271) also notes that density might not have the same effects in all populations: "For
example, if organizations in a population cannot differentiate themselves from one another, then the
competitive strength of larger organizations may be felt throughout the population, resulting in dominance
by a small number of organizations (Baum and Oliver 1996). By contrast, if organizations find ways to
differentiate themselves from one another, then small or specialized organizations and strategic groups
may coexist in the same population with much larger organizations (Caves and Porter 1977)." This leads us
to Carroll's (1985) resource-partitioning model of niche segmentation discussed next.

Resource partitioning

Resource partitioning means the segmentation of a niche into a portion held by specialists, distinguished by
their narrow scope, and another held by generalists with a much broader scope (a more detailed
comparison between the specialist and generalist forms will be presented later). According to Aldrich
(1999: 281-282), Carroll (Carroll 1984; Carroll 1985) posited that generalism and specialism not only coexist,
but are fundamentally interrelated. The broad appeal of generalists to many market segments potentially
leaves open small specialized market niches, depending on the market's level of concentration. In
unconcentrated markets, generalists tend to have an advantage over specialists when they compete for the
same resources. Increasing concentration, however, leads generalists to compete intensely for the center
of the market, while specialists avoid direct competition and proceed to exploit the peripheries. As some
generalists are defeated or acquired, the total market share of generalists may consequently end up being
smaller than in unconcentrated markets.

Aldrich (1999: 283) notes that Carroll's (Carroll 1984; Carroll 1985) arguments imply that environments that
change toward greater concentration actually promote the survival of specialists: "Through resource
partitioning, successful generalists create the conditions which promote successful specialists. In a sense,
the very success of generalists undermines their own position." According to Carroll (1984), resource
partitioning has been documented in, e.g., studies of the brewing, music recording, book publishing, and
microprocessor industries, which were all characterized by economies of scale in production.

When reflecting these theories into the context of declining industries, it gives rise to some interesting
ideas and speculation. As an industry and its market turn into decline, particularly the generalist firms
commence a struggle to defend their positions in the center of the market. The firms are likely to
concentrate on their core activities and core market segments to cut extra costs, and thus consolidate their
activities. The fight for the market shares in the declining market, especially its center, may also lead to
possible offensive actions such as acquisitions, ultimately resulting in market consolidation. All of this may,
according to Carroll's theories inroduced above, open up new possibilities for smaller specialist firms. As a
result, the 'vital rates' (births and deaths) of specialists are likely to be more positive than without these
effects of increasing market concentration and power struggles between generalists.
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Typology of environmental decline
Changes in niche size and shape

Ecological niches are not constant, but evolve as the dimensions (i.e., demand and available resources)
defining them change. The changes in niches may derive from reasons that are outside the control of its
population or from purposive organizational actions. External reasons include, for example, demographic or
regulatory changes, whereas the archetype of an internal factor causing variations in niche configuration is
a technological advance developed by the population itself. Also, past organizational performance of a
population can create unintended changes in the niche, for example when past performance leads to
government regulation. Changes in a niche - whether caused by internal or external factors - create the
conditions for both organizational growth and decline (Zammuto and Cameron 1985).

Zammuto and Cameron (1985), when considering changes in an organization's niche, make an important
distinction between changes affecting the size of the niche and the shape of the niche. Reductions (or
increases) in the sizeresult in reduced (or increased) levels of activity supported by the niche. Changes in
niche shape then again, affect the type of activities that the niche will support. The most common causes
transforming the shape include changes in the types of products demanded by consumers and
technological advances rendering past products obsolete. The distinction between the two cases can be
simplistically summed up as whether it is a question of "doing something right" (size) as opposed to "doing
the right thing" (shape). It is naturally also possible for organizations to experience the impact of both types
of changes simultaneously. (Zammuto 1985)

Zammuto (1985) illustrates the distinction between changes in niche size in contrast to shape with an
example from the U.S. automotive products market in the 1970's and early 1980's. At the beginning of the
70's, outlook for the industry was very optimistic, and predictions indicated strong continuing expansion.
However, the projections couldn't have been more incorrect as the niche of car manufacturers experienced
radical changes in three areas: price of gasoline, consumer preferences (large vs. small cars) and the level of
demand. As a result, by the end of the 1970's, the Big Three (GM, Ford, and Chrysler) were all in major
disarray, declaring losses of close to $4 billion collectively. Yet, the difficulties didn't quite end there, as the
first years of the 80's weren't much easier for the U.S. auto industry. (Zammuto 1985)

How did it come about that the whole industry found itself in such hardships in such a short period of time?
Zammuto (1985) clarifies that "During the early 1970s, the changes in the industry environment were due
to qualitative changes in consumer demand for automotive products. Consumer preferences shifted from
large to small cars, a trend that accelerated rapidly after the onset of the Arab oil embargo in 1973." This is
clearly a transformation of the niche shape, meaning that the manufacturers could no longer go on
producing the same cars as they did - it was a question of "doing the right thing". However, of the Big
Three, only GM had anticipated the development in advance, and initiated actions to adapt their
organization and products to the new circumstances. This is also clearly visible in the economic
performance of the individual companies. Zammuto (1985) describes GM's performance in comparison
with Ford's and Chrysler's as being "nothing short of remarkable", and links it in large part to its
understanding of the changes taking place in the industry environment. (Zammuto 1985)

The early 1980s, then again, saw a substantial decrease in the level of demand for automotives, primarily
due to prevailing economic conditions, the 1980-82 recession. As the automakers had or were about to
introduce a variety of fuel-efficient vehicles that were consistent with consumer preferences, the basis of
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competition among the domestic and import manufacturers was now mainly the relative price and
perceived quality of the products. This was a time for "doing things right", and thus all three companies
executed extensive cutbacks to adapt to the lower levels of demand and improve the efficiency of their
operations. For example Chrysler, which was the last to truly realize the changes in consumer preferences,
and was thus in colossal troubles when the recession hit, laid off 50% if its employees and consolidated its
activities in such extent that it was able to decrease its breakeven point from 2.4 million to 1.2 million
vehicles per year in 1982. Zammuto (1985) uses this comparison of the relative success of GM, Ford, and
Chrysler to highlight the importance of matching appropriate strategies to the two fundamentally different
types of changes. (Zammuto 1985)

Rate and pattern of change

Zammuto and Cameron (1985) refer to the work of Schendel and his associates (Schendel and Patton 1976;
Schendel et al. 1976), who noted that managerial responses are greatly contingent on the pattern of
change in the external environment. Taking this into account, they divide the types of environmental
change into two different categories: continuous and discontinuous change. Continuous change is
characterized by being consistent with past experience, and appears to be related to long-term trends, such
as changing demographics. Discontinuous change, on the other hand, appears to be precipitated by
individual events causing significant deviations from past conditions. Generally, organizations have better
opportunities to adapt to continuous than discontinuous changes.

Zammuto and Cameron (1985) create a typology which categorizes change into four distinct classes,
erosion contraction, dissolutionand collapse The two dimensions determining the type of
transformation are the continuity of the change, and whether it affects the niche size or shape. This
partitioning is illustrated in Figure 4.

Continuous change Discontinuous change

Change in nich
size

Erosion Contraction

Ehangelinnich Dissolution Collapse

shape

Figure4: Typology of environmental dealie. Source: Raymond F. Zammuto and Kim S. Cameron, Environmental Decline and
Organizational Response (Research in Organizational Behavior, vol 7, page 232)

Erosiorhappens when organizations encounter continuous decline in the size of their niche - the level of
performance that the niche supports (Zammuto and Cameron 1985). For example, decline in the western
countries' birth rates will eventually lead to gradual reductions in demand for many commodities.

A discontinuous reduction in the size of a niche is classified as contraction.A common cause for contraction
is a sudden reduction in demand or in the availability of a resource. Zammuto and Cameron (1985) portray
the sudden drop in demand for non-filtered cigarettes after smoking was linked to various health hazards
(as reported by Miles and Cameron (1982)) as an example of contraction.

A continuous change in niche shape basically transforms the niche into another. This type of transformation
is called dissolution In the automotive industry example described earlier, the niche inhabited by car
manufacturers, encountered dissolution after the change in consumer preferences.
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The fourth type of decline - collapse- is experienced when a niche is more or less eliminated after a
dramatic, discontinuous change in its shape. The old niche is replaced by a new one, which requires other
forms of organizational activities. This could happen, e.g., when a product is proven to be hazardous,
leading to a collapse of the niche. Producers of non-hazardous substitutes, then again, are likely to
experience a rapid expansion of their niche. Zammuto & Cameron (1985) mention the government ban on
fluorocarbon propellants in the 1970's after it was shown to deplete the ozone layer. Fluorocarbon
producers experienced a collapse in their niche, while producers of other propellants consequently
experienced an expansion in their niche.

Fine-grained and coarse -grained variation

Zammuto and Cameron (1985) also present an idea first put forth by Levins (1968), who noted that
environmental change can be classified on a dimension ranging from fine-grained variation to coarse-
grained variation. A fine-grained environment is one in which changes are relatively common and of short
duration. Then again, variations are coarse-grained when they are of fairly long duration relative to the life
span of the organization. It is important to notice that the following analyses by Zammuto and Cameron are
restricted to coarse-grained environments, meaning basically that short-term decline likely to be reversed
in the near future is ruled outside the scope of the inspection.

Zammuto and Cameron (1985) explain that "the basis for the distinction between the generalist and
specialist forms of organizations is the breadth of their domains." Intuitively, generalists have a broad
scope in relation to specialists, and thus engage in a wider scope of activities. Hannan and Freeman (1977)
sum up that "In essence, the distinction between specialism and generalism refers to whether a population
of organizations flourishes because it maximizes its exploitation of the environment and accepts the risk of
having that environment change or because it accepts a lower level of exploitation in return for greater
security."

Under stable environments specialists have an advantage over generalists because they exploit resources
more efficiently, and will thus outcompete them in the portions of the niche in which they have specialized.
Hannan and Freeman (1977) state that "-- generalism is costly. Under stable environmental circumstances,
generalists will be outcompeted by specialists. However, "-- the diversity of generalist organizations'
activities make them less susceptible to decline than specialists under conditions of coarse-grained
environmental change. Generalist organizations gain a competitive advantage over specialist organizations
because their broader domains enhance organizational stability [...]" Zammuto and Cameron (1985)
provide the following analysis that relates the generalist and specialist organizational forms' capabilities to
adapt and prosper to the typology of environmental decline presented earlier.

9 Generalists have a greater adaptive potential when the changes affect the niche shape Their broad
domains enhance their ability to evolve with the niche.

9 Specialists present greater adaptive potential under conditions of a reduction in niche size.When
competition increases as a result of growing niche density, specialists have an edge because they
can utilize resources more efficiently.
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Figure5: Growth pattern of a population of organizations, assuming fixed organizational size and limited resources (Aldrich and
Ruef 2006: 213)

A further distinction useful in examining population dynamics has been drawn by MacArthur and Wilson
(1967) and Pianka (1970), who develop the concept of r- and K-strategists. Brittain and Freeman (1980)
note that this distinction describes the general manner in which organizations within a population attempt
to utilize and exploit the resources available in a niche and gain a competitive advantage. As shown in
Figure 5, the r vs. K distinction is based on the kinds of organizations that are positively selected in the early
(r-strategists) as opposed to the late stages (K-strategists) of population density. Accordingly, the terms r-
and K-strategists come from the population density models, where K denotes an environment's carrying
capacity, and r refers to the intrinsic rate of growtlof the population - the hypothetical rate at which a
population would grow in the absence of constraints, such as competition for resources (Aldrich 1999: 265-
279).

The next section describing the main differences between the two types of organizations relies on
Zammuto and Cameron's (1985) conclusions on Brittain and Freeman's article of 1980.

Pure r-strategists

1 Move quickly to exploit resources as they first come available.

1 Depend largely on "first mover" advantages.

1 Tend to persist only where population densities are low, the pattern of resource availability is
highly uncertain, and where resources are spread over time and space.

1 Will outcompete K-strategists in low density populations because they can utilize resources more
rapidly.

Pure K-strategists

1 Are successful in densely populated niches.

1 Gain competitive advantages through efficiency as opposed to first mover advantages.

1  Will outcompete r-strategists as the density of a niche approaches its carrying capacity since K-
strategists utilize resources more efficiently.
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Zammuto and Cameron (1985) expect K-strategists to prevail under most of the four conditions presented
earlier, since decline leads to a reduction in the carrying capacity of the niche and a increase in the density
of the population.

Combining the categorizations of generalists vs. specialists and r- vs. K-strategists yields four distinct
organizational forms: r-specialists,4generalists, Kpecialistsand K-generalistsHowever, Zammuto and
Cameron (1985) remind that the labeling of organizations into these forms has to be done within the
context of the population being discussed.

Population -level effects of decline

The typology of decline created by Zammuto and Cameron (1985) is useful both at the population level and
organization level of examination. At the population level it predicts developments in the level of
competition, which organizations (r- or K-strategists, generalists or specialists) are likely to be successful

and which are likely to fail (failure being defined as the occurrence of an exit from the population).

_ Continuity of Environmental Change

Type of Change in Continuous Discontinuous
Niche Configuration Change Change

EROSION CONTRACTION
Competition: Slow Competition:
increase Rapid increase
Successes: K- Successes: K-
Specialists Specialists
Failures: r- Failures: r-
Strategists, K- Strategists, K-
Generalists Generalists

DISSOLUTION COLLAPSE
Competition: Competition:
Moderate Overall decrease
increase 2. Successes: r-

2. Successes: K- Strategists
Generalists 3. Failures: K-

3. Failures: K- Strategists
Specialists

Figue 6: Effects of environmental decline on organizational populations. Source: Raymond F. Zammuto and Kim S. Cameron,
Environmental Decline and Organizational Response (Research in Organizational Behavior, vol 7, page 239)

Under conditions of erosionK-specialists are most likely to be successful in adaptation since they are the
most efficient in resource utilization. Competition under erosion will gradually increase since the niche size
is shrinking. The model predicts a rise in the failure rate of r-strategist and K-generalists since they have
fewer economies of scale than K-specialists.

When facing contraction competition among the population increases dramatically as each organization
tries to hold on to its sales. Again, K-specialists have an advantage because of their greater efficiency. The
failures, which increase more than in erosion, are likely to be observed for K-generalists and r-strategists.

Under dissolutioncompetition will increase moderately since the carrying capacity of the original niche
decreases during transformation into a new niche. K-generalists are predicted to be successful because
their broad domains offer them a wide range of possibilities for adaptation. K-specialists with improper
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competences will exhibit high rates of failure. There may be opportunities for r-strategists if the new niche
evolves rapidly and has a low population density.

When a niche collapsesthe r-strategists are most likely to be successful because of their ability to quickly
move to utilize the rapidly evolving portion of the niche. Both K-strategists are likely to fail because the
carrying capacity of the original niche diminishes quickly. The question of competition under this condition
is a bit more complicated. The primary focus of competition will be between those organizations that
inhabit the overlapping area of the new and old portions of the niche and those of the newly evolved
portion of the niche. Zammuto and Cameron conclude that "Overall, the level of competition among
occupants of the old niche is likely to decrease as those organizations struggle to survive competition with
the occupants of the evolving niche."

On the organizational level, then again, the types of decline experienced by individual organizations may
vary due to two reasons. To start with, specialists are more vulnerable to changes in niche shape because of
their narrow domains. On the other hand, generalists are more exposed to changes in niche size because of
their relative inefficiency in comparison to specialists. Also, the accuracy and timeliness of organizational
responses affects the continuity of change experienced. "The greater the misperception of or the slower
the response to changing niche conditions, the greater the discontinuity of the decline eventually
experienced by an organization." (Zammuto and Cameron 1985)

Organizational responses to decline

In Zammuto and Cameron's model (1985) organizational responses are divided into structural adjustments
and strategic responses. Structural adjustments are the internal changes occurring within an organization
under environmental (population-level) pressures. They affect the activities and methods used to function
within the domains the organization has selected to function in. Strategic responses, on the other hand,
focus externally on repositioning the organization by modifying or shifting its domain.

The examination here is not meant to produce normative instructions, but rather present perspectives on
which responses should best match each condition of decline on the basis of what has been discussed
above.

Zammuto and Cameron (1985), after reviewing a number of different studies on structural adjustments in
organizations, posit that "The type of adjustment implemented may vary among at least four alternatives:

Change by deletion (i.e., eliminating activities)
Change by substitution (i.e., replacing activities)
Change by addition (i.e., increasing activities)

= =4 =4 =

Change by redistribution (i.e., relocating activities).

Naturally, the scope of adjustments also varies from small, incremental changes to major, large-scale
realignments depending on the characteristics of the situation (continuity of change etc.). Strategic
responses are similarly divided into five different categories:

1 Domain defense strategiesim to preserve the legitimacy of the existing domain of activities,
buffering the organization from the effects of decline.
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1 Domain offense strategieare designed to do more of what the organization already does well,
by, e.g., expanding the market for current products or introducing new forms of the product.

1 Domain creation strategiesupplement current domains of activity with totally new ones where
the present organizational expertise can nevertheless be utilized.

1 Domain consolidation strategiesvolve reducing the size of the domain occupied by the
organization, usually by eliminating non-core activities. Thus the organization becomes more
specialized.

1 Domain substitution strategieseplace one domain with another.

The following model by Zammuto and Cameron (1985) (Figure 7) offers the organizational ecology
perspective's view on which of these strategies is most likely to lead to successful adaptations, but they are
not the only responses chosen by organizations since many types of strategies can be pursued concurrently
or in sequence. The model presents two strategies for each condition of decline: one for the situation
where the decline is anticipated beforehand and one for the situation where the organization is taken by
surprise or the lead time for anticipatory actions is too short.

Continuity of Environmental Change

Type of Change in Continuous Discontinuous
Niche Configuration Change Change
EROSION CONTRACTION
Structural Structural
Adjustments Adjustments
1 Change by 1 Change by deletion
redistribution 9 Substantial across
 Small, incremental the-board or selective
changes {he-tuning) cutbacks
Strategic Strategic
Responses Responses
9 Predicted: Domain 9 Predicted: Domain
offense defense
T Not predicted: T Not prediced:
Domain Domain consolidation
consolidation
DISSOLUTION COLLAPSE
Structural Structural
Adjustments Adjustments
I Change by addition i Change by
i Search for new substitution
alternatives 9 Trial-and-error search
Strategic for past solutions
Responses Strategic
f Predicted: Domain Responses
defense, then domain 1 Predicted: Domain
creation creation
f Not Predicted: 9 Not predicted:
Domain substitution Domain substitution

Figure7: Organization level responses to environmental decline. (Zammuto and Camé©985)

Erosion
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Erosion is not likely to present an immediate threat to organizational survival. Structural adjustments are
likely to concentrate on small incremental adjustments and fine-tuning to improve efficiency.

When predicted in advance, domain offense is likely to be the best strategic response. The aim is to expand
the organization's resource base and market share, and thus prevent a squeeze out from the niche by
stronger or more specialized organizations.

When faced with unpredicted erosion or with a short lead time, the model recommends domain
consolidation as an initial strategy.

Contraction

Faced with contraction, minor adjustments are unlikely to be effective because of the suddenness of the
niche shrinkage. Thus, the magnitude of organizational change is predicted to be greater than in the case of
erosion.

When contraction is predicted in advance, domain defense strategies are most likely to be successful. To
help buffer the organization from the decline it must ensure that its domain remains viable even as the
niche grows smaller.

When not predicted in advance, the organization is not likely to have enough time to pursue domain
defense strategies successfully. Hence, domain consolidation is expected in order to secure the
organization's core domain.

Dissolution

This type of decline is likely to lead to incremental adjustments in the structures and activities of an
organization. A search for new alternatives is needed and thus change by addition is most likely to succeed.
When predicted in advance, dissolution is best confronted first with domain defense and then with domain
creation. The organizations try to inhibit the effect of niche change through domain defense strategies with
a goal to preserve the acceptability, or legitimacy, of the organization's outputs. Domain defense should be
followed by domain creation in order to move the organizational domain towards a more viable part of the
evolving niche.

The best solution for unanticipated dissolution is domain substitution since it would most likely be too late
for domain defense. The organization must change its activities in order to move to the new niche, and thus
ensure its survival.

Collapse

When sudden change occurs in the shape of a niche, organizational changes need to be rapid and large-
scale in order to ensure survival. If the collapse is predicted in advance, domain creation strategies can be
implemented, making the organization more diversified (at least momentarily) in an attempt to adapt to
the crumbling niche. Zammuto and Cameron (1985) conclude that "[t]he goal of domain creation is to
maintain support for the activities conducted in what remains of the original niche, while expanding into
the evolving portion of the niche or into other less threatened niches.

When collapse is not anticipated beforehand, domain substitution is likely to be the sole option.
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Summarizing the theories on declining environments

In summary, the model by Zammuto and Cameron (1985) introduced here examines the phenomenon of
decline at two levels, the population and the organization levels of analysis. At the population level, it
considers why different populations of organizations face different forms of decline, and what effects these
variations have on the population dynamics observed. The authors describe that at the organization level,
the model explains "why different organizations within a population variably experience the conditions of
decline common to a population as a whole and, in turn, explains why those organizations employ a variety
of tactics and strategies to cope with decline." Consequently, it predicts how competition is likely to evolve,
which organizational type (K- / r-specialist / generalist) is optimal in each situation, and which type of
structural adjustments and strategic responses are likely to lead to success. It is important to note that the
results and predictions are not normative, but rather explanatory in nature. However, the organizational
ecology perspective presents a good basis for analysis. As Zammuto concludes in his article (Zammuto
1988):

"Different industry futures can be assessed by projecting the effects of potential changes in niche
size and shape on population density, and then of the effects of population density on the
prevalence and success of different tac types."

However, as the organizational ecology approach is mainly centered upon understanding the large-scale,
population-level effects of environmental changes, it does not provide many concrete answers to questions
in managers' heads when contemplating on their firms' strategies. Hence, the next section introduces us
briefly to some models originating from the normative management literature, and attempts to combine
them with the organizational ecology approach in order to inject a notable amount of practicality into the
picture.

Integrating the perspectives

Having diverse premises, the different studies introduced earlier employ divergent tools for industry and
organization level analyses, ask different questions, and consequently give somewhat varying explanations
and prescriptions. However, as these studies examine the same phenomenon from different perspectives,
we believe that the results are thus not mainly contradictory, but rather complementary by nature.

In his article of 1995, Taggart made an effort to combine the findings of Harrigan and Porter (1983) and
Zammuto and Cameron (1985). He created a 'decline biomodel', which simplifies the model by Harrigan
and Porter into one single dimension - structural competitiveness - and uses it in conjunction with the
model of Zammuto and Cameron. The three dimensional model developed is, however, plainly theoretical.
Furthermore, Taggart suspects that measuring 'structural competitiveness' would be challenging in
practice.

Unlike Taggart (1995), we do not try to combine the three perspectives into one simple model by force, but
rather suggest using the tools sequentially and concurrently. This approach, while resulting in a much
broader analysis than using just a single framework, also makes it possible to find linkages between the
models, making the analysis itself more robust. The intention is not to develop a model giving explicit and
normative prescriptions for managers, but to provide a path for a comprehensive analysis to support the
decision making process.
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The model or 'Trail' developed here relies on the works of McGahan (2004a), Zammuto & Cameron (1985)
and Harrigan and Porter (1983). Also, other results derived from the literature on decline (e.g., Schreuder et

al. 1991) can be utilized, but these will be outside the discussion here. Before a more specific presentation
of the model, a brief introduction to the works of McGahan (2004a) and Harrigan and Porter (1983) is in

place.

The trail sets out with McGahan's (2004a) industry evolution framework defining which 'change trajectory’

your industry is on. According to McGahan (2004a), a deep understanding of how your industry is changing

(what will generate profits in the future) is needed to be able to form strategies in line with the

environmental changes. She also gives some generic advice on how to capitalize on industry change in

different circumstances and trajectories.

The next step of the Trail is to employ the organizational ecology model on decline (Zammuto and Cameron

1985) both on the population and organization levels of analysis. What is especially noteworthy is that

when analyzing the changes in the organization's niche shape, it is possible and highly beneficial to utilize

the analysis on core activities performed in McGahan's model (2004a) (niche shape is defined as the type of

organizational activities a niche supports). The use of the ecology model provides another perspective, a

different set of questions to analyze the industry level changes. It also predicts which types of structural

adjustments and strategic responses are most likely to be successful.

The third and last step of the path is Harrigan and Porter's (1983) model, which also further deepens our
understanding of how the industry is going to respond to the decline. What sets it apart from the two

previous models is the clear firm or business unit level perspective: does the company have competitive

strengths relative to its competitors in the pockets it operates in? Also, the responses suggested by the

model are more deterministic than the others' in that it gives definite advice for strategy development.

aODI KI yQ&
change trajectories
(2004a)

wWhat will generate profits in
the future?

oLore activities & assets under
threat?

WWhat characteristics does the
industry change process have?

wIypes of strategies most likely
to lead be successful under
each trajectory

Org. ecology
perspective: Zammuto
/ ' YSNER

I v R
(1985)

uPopulation and organization
levels of analysis

uDevelopment of the level of
competition

usuccessful org. forms

oStructural adjustments and
strategic responses most likely
to lead to success

Strategies for declining
industries (Harrigan &
Porter 1983)

GAnalysis of structures affecting
how attractive an industry is
likely to be when facing
decline

uDoes the company have the
relative strengths needed to
effectively compete against
rivalries?

ulNormative / suggestive
alternatives for strategic
directions

Figure8: The trail of models and their contributions to the understanding of declining industries
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Figure 8 generalizes how each model contributes to our understanding of the behavior of declining
industries. Next we introduce the integrated approach in more detail, providing a trail of questions and
theories to contemplate.

The Trail

Defining the industry change trajectory

As discussed earlier, McGahan (2004a) provides some general advice on identifying which trajectory your
industry is on. Her method of analyzing the situation is based on the following four basic steps:

91 Define the industry. A good way to start is by identifying the companies that share common buyers
and suppliers.

1 Define the industry's core assets and core activities. An easy way to test if something is core: "If it
were eradicated today, would profits be lower a year from now, despite efforts to work around
what's missing? If the answer is yes, then it definitely qualifies."

1 Determine whether the core assets and/or activities are threatened with obsolescence. "To qualify,
the threat must make core assets and activities potentially irrelevant to profitability."

9 Finally, evaluate which trajectory the industry is on using the model shown in Figure 3. McGahan
emphasizes that an industry generally evolves along just one trajectory at a time.

McGahan (2004b) gives two rules of thumb for defining an industry asset. The asset must be

1 Durable: The asset must retain value creation potential even after laying dormant for a year
1 Property: The asset has to be owned by one or more firms of the industry

Similarly, two criteria need to be fulfilled to qualify as an industry activity. The activity must be

1 Controlled The activity is directed by one or more firms of the industry
1 Profit-oriented: The activity increases revenues and/or lowers costs for one or more firms of the
industry

The process of clarifying industry assets, activities and threats can itself be rewarding and lead to insights
about the future of an industry. Moreover, McGahan (2004a; 2004b) gives some general advice to
managing industries in the different change trajectories. These guidelines are discussed in short in the
normative management section and more thoroughly in McGahan's book (2004b).

Employing the organizational ecology model

The analysis based on the ecology model starts off with defining your organization's niche. By definition, a
niche consists of all those combinations of resource levels at which a population can survive. Although
somewhat analogous with the organization's market, what sets it apart is the explicit focus on the
resources the organization, or population of organizations, utilizes. Ecologists also tend to think of each
population as having its own niche, and worry about its width and overlap with other niches. Geroski (2001)
explains that what sets it apart from the economist's view of markets is that they "think of markets as being
defined independently of the particular firms that inhabit them: markets are platforms which can host a
(potentially) wide variety of different firms, some competing more closely than others. Further, particular
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firms can inhabit a range of markets simultaneously", whereas niches are defined to be population specific.
However, what is good to note is that the ecology perspective considers customers and suppliers (or the
relationships) as a firm's resources, which brings the definitions of industry and niche closer together.
Furthermore, if managers have not previously explicitly defined what resources the firm's existence is
based on, determining the organization's niche may prove to be an enlightening exercise shedding light on
possible future risks and opportunities.

An organizational domain, on the other hand, refers to the part of the niche the organization inhabits. The
domain can be regarded as a 'micro-niche’.

When analyzing the decline process and its implications from the ecology perspective, the following
guestions need reflection and answering:

1 Is the decline continuous or discontinuous (or something in between)?

o Continuous change is characterized by being consistent with past experience, and appears
to be related to long-term trends, such as changing demographics.

o Discontinuous change, on the other hand, appears to be precipitated by individual events
causing significant deviations from the past conditions. It is usually more rapid and difficult
to be predicted in advance.

0 Managers' views and correctness of their possible prognoses of the situation also affect the
relative continuity of decline.

1 Is the decline caused by changes in niche shape, size or both?

o Isit a matter of "doing the right thing" or "doing something right"?

o As noted earlier, it is possible to utilize the analysis on core activities performed in
McGahan's model (2004a). If core activities are under threat the niche shape is under
pressure to transform.

1  Which type of organization is in question, a K-specialist, K-generalist, r-specialist or r-generalist?
1 Was the decline predicted in advance or not?

Although not a prerequisite for the use of the organizational ecology model on decline, it may be valuable
to also analyze whether the changes in the niche affect all the individual domains similarly. Variations in the
impacts may have considerable effect on the dynamics of decline.

After determining which type of decline the population faces, the model gives guidelines for which kinds of
structural adjustments and strategic responses are most likely, in theory, to yield the best results. It also
predicts how the competition should develop, and which types of organizations (r-/K-generalist/specialists)
are most likely to triumph or fail. The implications are explained in more detail above, in the section
describing the ecological perspective in general, and in Zammuto and Cameron's article (1985). The
predictions should, however, not be viewed as cast in stone, but rather as a perspective to a contingent
future. If the model raises even just one new aspect or question under inspection, and thus contributes to
the understanding of the situation, we consider the process meaningful.

Harrigan and Porter's model

Harrigan and Porter's model (1983) will further deepen our comprehension of the operating environment.
The analysis of industry attractiveness clutches more firmly on the concrete structural factors influencing a
firm's profit making possibilities in a declining market. Figure 6 - Harrigan and Porter's table 'Attractiveness
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of declining environments' (1983) - will provide a tangible foundation for the analysis. Some of the factors
under inspection are somewhat analogous with questions examined earlier in McGahan's model (2004a) or
the organizational ecology model (e.g., speed and certainty of decline vs. continuity of decline). When
evaluating the final 'industry attractiveness' variable of the model (Table 1), all the understanding gained
from the three different perspectives should be taken into account.

The other dimension in Harrigan and Porter's model (1983) - whether the company has strengths relative to
competitors for remaining pockets - can be examined by considering, i.a., the following questions:

1  What are the company's strengths and weaknesses?
1 Are there remaining pockets of demand to be found?
o What are the strengths related to the pockets?
o Does my company have these strengths?
1 Who are the competitors?
0o What strengths do they possess?
1 What are the competitor's strengths within the remaining pockets?

Deciding explicitly whether a company has competitive strengths relative to competitors, or whether the
industry structure is favorable or not will most likely be cumbersome. Thus, what is likely to be the most
important outcome from the use of the model is not a concrete answer or a decision based on the model's
options (leadership, niche, harvest or divest quickly) presented in Figure 2, but the consideration of a broad
spectrum of questions. Strategic decisions are characterized by such complexity that any simple model can
hardly be expected to make the decisions for the managers. Frameworks can, however, give guidelines and
new perspectives to assist in the process. In any case, strategic decisions are always judgment calls, whose
results are ultimately judged by the owners of the firm.

Conclusions

Table2: Summary of main findings (normative management literature)

Study Suggested actions / traits associated with favorable Actions / traits associated with
outcomes unfavorable outcomes

Schreuder et
al. (1991)

Market orientation | Cost orientation

I A3K ydzYoSNJ 2F aLISOATAO| T Unrelated diversification
High ROA at outset to decline { Reactive cost-measures
Focus

Anticipatory market measures
Changes in management

Robinson
(1986)

Market position (market share rank)
Low capital intensity
High relative product quality

=A =4 =4 4|4 =4 4 -4 8 4

Low costs
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Harrigan 9 Recognize industry-wide exit barriers I Wars of attrition

(1980, 1981, 1 Exploiting growth segments 9 Harvesting without definite
1982), 1 Be aware of the formulation of exit barriers strengths

Harrigan & 9 Take steps such as minimizing investment already in the

Porter (1983) maturity stage

9 Plan your exit at the time of entry
9 Choosing a strategy for the decline phase instead of
letting one be chosen for you ¢ early commitment to one
strategy
9 Recognizing options other than divestment or harvesting
9 Increase flexibility of assets
Martin and 9 Corporate entrepreneurship
Eisenhardt 1 Redeploying assets in new opportunities
(2004)
Hamermesh 9 Exploiting growth segments 9 Assigning inexperienced
and Silk (1979) 9 Product quality managers to declining businesses
1 R&D
9 Efficiency improvements
Anand and I Consolidation  Diversification

Singh (1997)

Nielsen (1988) 9 Cooperation

Ludwig (1993) 9 Cooperation 9 Across-the-board cutbacks
9 Selective cutbacks

The number of studies concentrating solely on declining industries or markets is still quite limited. One
reason for this probably is that it is more cumbersome to capture the process of decline for a whole
industry than it is for a single organization. A concept adjacent to environmental and industry decline is
arguably organizational decline, where plenty of related literature could be found. Also, there is lack of
diversity in the industries used in the normative management studies on decline. Most studies have data
only from manufacturing industries which limits the applicability of the results in other industries with
dissimilar characteristics in for example labor-intensity, capital intensity or scale economies. This gap could
be filled by similar research outside manufacturing industries. Similarly, all the literature on exit patterns is
based on manufacturing industries.

Building on Porter's (1980) industry analysis, Harrigan (1980) and Harrigan and Porter (1983) have arguably
made the most substantial contributions regarding the understanding of industry structures influencing the
decline process, industry attractiveness and ultimately a firm's profit making possibilities in a declining
industry. The works culminate in Harrigan and Porter's (1983) model of strategies for declining industries,
prescribing different generic strategic alternatives depending on the industry attractiveness and relative
competitiveness of the firm. However, additional research to back up the model's viability is non-existent,
and thus it relies solely on Harrigan's prior work (1980) examining sixty firms in the eight industries
mentioned earlier. Although Harrigan's work is an improvement to the previous portfolio planning
frameworks, the prescriptions of the model are still somewhat oversimplified. However, this is not entirely
negative, since simplified models like this help in reducing the overwhelming complexity of strategic
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decisions. The true power of Harrigan's model is, we suggest, in the questions that one has to contemplate
to utilize the model. This process of analysis can give some insights otherwise not developed. The same
goes for McGahan's (2004a) change trajectories framework.

The other studies introduced in the normative management literature section do not provide
comprehensive frameworks, but rather concentrate on describing what kinds of organizations have been
successful, or what kinds of actions have lead to success historically (e.g. Hamermesh and Silk 1979;
Schreuder et al. 1991; Ludwig 1993; Anand and Singh 1997). As can be seen from Table 1 these studies
provide valuable information on distinct questions, but, for example, knowing that successful firms take a
higher number of measures to adapt when confronted with decline (Schreuder et al. 1991) does not really
help in strategy formulation. Many of the studies only affirm what is already general knowledge or assign
overly broad characteristic such as high product quality to success in decline. Also, the exit pattern studies
relying on game theory models are generally far too limited by their initial assumptions and definitions, and
thus their contribution to the understanding of real-world conditions can be said to remain marginal.

As the studies (e.g. Harrigan 1980; Robinson 1986) show, declining industries can be profitable. The major
weakness in comparison to growing and stagnant industries is the worsening competitive situation if
companies don't scale back and instead fight fiercely for the decreasing resources. Harrigan's analysis
framework (Harrigan 1980; Harrigan and Porter 1983) is a good starting point for distinguishing industry
traits that make a declining industry favorable (or unfavorable) and to see which companies' strengths
match with these traits - there can be major differences in profitability across firms in a declining industry.
Furthermore, recognizing each company's exit barriers should help in anticipating competitors' moves and
avoiding price wars (Harrigan 1981). Another general advice is being active when anticipating decline
(Harrigan 1980; Harrigan and Porter 1983; Schreuder et al. 1991). According to Scheuder et al. (1991) the
companies studied were equally good in anticipating decline but the firms differed in their reactions.
Identifying and exploiting growth segments was in some cases possible and allowed some companies to
make a profit while other segments declined (Hamermesh and Silk 1979; Harrigan 1980). Another trait
associated with successful companies was that the quality of their products was high relative to
competitors (Hamermesh and Silk 1979; Robinson 1986).

Another suggestion for companies in declining industries is to develop the ability to escape a declining
environment through diversification (Anand and Singh 1997), or corporate entrepreneurship as Martin and
Eisenhardt (2004) put it. Anand and Singh, however, concluded that a company cannot increase its value
during decline through unrelated diversification and that a diversification effort was found to be equally
lucrative in decline as in growth. Lastly, the studies by Ludwig (1993) and Nielsen (1988) suggest that
cooperation could result in some declining environments changing from a negative sum to a positive sum
game. In the case explicated by Ludwig decline was the event that resulted in the increased cooperation
that helped the organization in question adapt.

The organizational ecology approach, adopting a lot of its concepts and ideas from the world and study of
biology, provides an alternative perspective to examining the fates of organizations in declining
environments. In the richness of its theories, based on the idea of competition, legitimation, and structural
inertia being the primary factors determining the rates of organizational foundings and mortality in a
population, organizational ecology still lacks some coherence. The concepts - such as niche, population,
competition, or even the birth and death of an organization - being somewhat cumbersome to define in
real-life situations, makes it hard to test the theories empirically.
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In her article, "Is Population Ecology a Useful Paradigm for the Study of Organizations?", Young (1988)
criticizes the methodological foundations of the field attacking, inter alia, the 'soft-spots' mentioned above,
and goes on to conclude that the concepts of biological ecology do not lend themselves readily to the study
of organizations. In introducing the organizational ecology perspective in this study, we recognize these
shortcomings and potential problems when applying the theories to real-life settings, but refrain from
going as far as Young (1988) in doubting the usefulness of the theories per se. We believe that despite the
lack of inclusive empirical proofing, for example, Zammuto and Cameron's (1985) models explaining
population and organizational level effects of decline have great value in providing new perspectives and
raising new questions when analyzing the situation. Naturally, all empirical confirmations of the theories
are welcome.

The 'Trail' of models developed in the latter section of this paper attempts to integrate the strategic
management and organizational ecology perspectives, especially their best features, to build a frame for
developing a comprehensive understanding of the behavior of declining industries. The individual models
(Harrigan and Porter 1983; Zammuto and Cameron 1985; McGahan 2004a) are not joined together by
force, but rather the intention is to let them complement each other. The underlying differences in the
approaches characterizing the singular models are less likely to prevent a successful merger of the ideas
when the models are viewed as explanatory rather than normative.

It seems evident that further research is still necessary before we can say that the existing theories provide
us with a full explanation of the effects of decline. With the subject becoming increasingly topical in the
near future, as the demographic trends prevalent in the Western countries result in declining populations
and thus, ultimately in declining markets for many products and services, we are likely to see more interest
being targeted at the related phenomena.
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