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Introduction

The recent financial crisis and subsequent economic downturn are among
the most important global economic events since the Great Depression of the
1930s (Elmendorf, 2009). In response to these events, macroeconomists have
mustered their traditional theories to understand the causes of the crisis and,
equally important, what might be done to help the economy recover more
quickly. On op-ed pages, news talk shows and — apparently — in the highest
halls of governments worldwide, discussions about fiscal and monetary
policy intervention have dominated much of the conversation about the
crisis and what to do about it (Coy, 2009), and have led to talk of a return to
the ideas of John Maynard Keynes (Fox, 2008). Economic policy decisions
today, derived mostly from traditional macroeconomic theories, may have
implications for the economy for decades to come (Elmendorf, 2009). Thus,
the stakes are high, since the prosperity — and even survival — of billions of
people around the world depend on a healthy and growing world economy.
In the midst of this obsession with macroeconomics, we would like
to propose an alternative thesis: macroeconomics, by itself, is not well
equipped to deal with the current crisis and, in particular, a sole reliance
on macroeconomic theory is likely to slow rather than accelerate economic
recovery. The reason for this is that mainstream macroeconomic theories,
whatever their stripe, all adopt the assumption that factors of production,
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firms and industries in the economy are homogeneous and fungible. This
assumption makes it possible for macroeconomists to conclude that the
economy, as a whole, can be managed by adjusting aggregate economy-wide
indicators, for example, GDP, money supply, growth rates and so forth.
And yet, research in strategic management has consistently shown that the
assumption that the economy is made up of homogeneous or fungible factors
of production is incorrect.

It follows from this thesis that strategic management theory — with its
emphasis on heterogeneously distributed and rather immobile and inelastic
resources and capabilities — is positioned to make important contributions
to the debate about the causes of the crisis and what might be done to help
resolve it. This essay begins by focusing on a fundamental difference in the
premises underlying dominant macroeconomic models and strategic man-
agement theory: heterogeneity of resources. This underlying assumption
regarding resources leads to different fundamental understandings of how
economic activity is organized and the roles of individuals, firms and
government in economic systems. We then discuss the implications of these
different assumptions and understandings for economic policies derived from
traditional macroeconomic theory and from strategic management theory.

Resource homogeneity in macroeconomic theory

Mainstream macroeconomic models, given their focus on economy-wide
phenomena (gross domestic or national product, employment, growth
rates, etc.) tend to focus on aggregates, that is, industries, sectors and entire
economies (Mankiw, 2002). Economic models of industries and economies
typically start with ‘representative firms’, implying that all firms in an
industry are alike (Carlton and Perloff, 2005).! This mode of thinking is
carried to the extreme particularly in modern mathematical macroeconomic
models: all factors of production are assumed to be homogeneous within
sectors. Thus, ‘labor’ means homogeneous labor inputs; ‘capital’ has the
same interpretation. Nobel Laureate Robert Solow adopted the imagery
of the ‘shmoo’ from the comic Lil’ Abner — shmoos are identical creatures
shaped like bowling pins with legs — to capture this kind of homogeneity.
This type of reasoning originated with David Ricardo (1817), who found it a
useful simplification. And it can be. But sometimes economists’ assumption
of homogeneity can lead to trouble, as in the case of the causes of the current
crisis and its proposed solutions, as we explain.

In contrast, the idea that resources, firms and industries are different
from each other, that capital and labor are specialized for particular projects
and activities, that people (human capital), etc. are distinct, is ubiquitous in
the theory and practice of strategic management. The focus on heterogeneity
of resources, including knowledge and managerial ability, in strategy and
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organization theory stems from heterogeneity being a critical determinant
of competitive advantage (Barney, 1991). Superior profitability is seen as
emerging from bundles of resources, with different resource bundles associ-
ated with different efficiencies. As a consequence, management scholars
think of firms as bundles of heterogeneous resources, assets and/or activities.
These assets have different (economic) life expectancies. Such unique and
specialized assets can also be intangible, such as worker-specific knowledge
or firm-specific capabilities (Barney, 1986; Dierickx and Cool, 1989). These
assets can be specific to certain firms, and ‘co-specialized’ with other assets,
such that they generate value only in certain combinations (Teece, 2009).
Further, resource- and knowledge-based scholars often emphasize that
heterogeneous assets usually do not give rise independently to competitive
advantages. Rather, it is the interactions between these resources, their
relations of specificity and co-specialization, that generate such advantages
(e.g. Barney, 1991; Black and Boal, 1994; Dierickx and Cool, 1989; Teece,
2009). These interactions, coupled with path-dependent outcomes of past
strategic investments in heterogeneous resources (Nelson and Winter,
1982), imply that heterogeneity, rather than homogeneity, is the hallmark
characteristic of resources and firm organization of these resources. Models
of the economy that are based on the assumption that capital is shmoo
inherently cannot capture such heterogeneity and therefore fail to take into
account the special problems of organization and allocation raised by the
heterogeneity of capital.

Note that macroeconomics has not always neglected the above resource
characteristics. In particular, the Austrian school of economics is notable
for its long emphasis on the concept of heterogeneous capital which closely
parallels the notion of heterogeneous resources. Early Austrian writers
argued that capital has a time dimension as well as a value dimension. Carl
Menger (1871), the founder of the Austrian school, characterized goods in
terms of ‘orders’: goods of lowest order are those consumed directly. Tools
and machines used to produce those consumption goods are of a higher
order, and the capital goods used to produce the tools and machines are
of an even higher order. Building on his theory that the value of all goods
is determined by their ability to satisfy consumer wants (i.e. their marginal
utility), Menger showed that the value of the higher-order goods is given or
‘imputed’ by the value of the lower-order goods they produce. Moreover,
because certain capital goods are themselves produced by other, higher-order
capital goods, it follows that capital goods are not identical, at least by the
time they are employed in the production process. The claim is not that there
is no substitution among capital goods, but that the degree of substitution
is limited; as Lachmann (1956) put it, capital goods are characterized by
‘multiple specificity’. Some substitution is possible, but only at a cost. The
overall picture of the economy painted in this theory — which in important
ways is a macro-level mirror of resource-based and other strategic management
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theories — is one of a web of heterogeneous capital assets that stand in complex
relations to each other, and do so for a reason. The resulting structure is one
in which capital assets are deployed, combined, etc. in an attempt to direct
production toward satisfying consumer preferences, contemporaneous as well
as future ones. Nonetheless, the Austrian school is by no means a dominant
paradigm in economic thought today, as evidenced by its absence from the
leading macroeconomics texts (e.g. Mankiw, 2002) and its low profile in
policy deliberations, either before or after the current economic crisis (for an
exception, see Oppers, 2002).

Micro heterogeneity and macro phenomena

That macroeconomic models assume factors of production in an economy are
homogeneous is interesting, especially as compared to the typical assumption
in strategic management theory and Austrian economics. But, does this
assumption create problems for macroeconomics in either explaining the
current crisis, or in deriving prescriptions for addressing it? We think so.
We start with the basic observation that economies do not make
decisions, and neither do firms — people make decisions (Felin and Foss,
2005). Certainly, macro-level factors influence individual decision-making
because economic activity is organized within firms and within particular
institutional environments. Through history, the polar opposite political
economic systems within which individuals make economic decisions are free
market or laissez faire capitalism — representing a separation of the economy
and the state — and the central planning of socialism or communism, repre-
senting state ownership and organization of economic activity. An example
of the latter is the erstwhile USSR; while the US has been heralded as a ‘free
market’ capitalist economy, it is better characterized as a mixed economy.
More generally, the extent to which decision-making is governed by the
market or government affects not only the degree of centralization of decision-
making, but also the economic consequences of the decision-making.
Decentralized decision-making is both required for, and results in,
heterogeneity in resources. Schumpeter (1934), trained in the Austrian
tradition, discussed how the gales of creative destruction in a capitalist
economy enable growth through the independent decisions of entrepreneurs
who introduced innovations that displaced existing products, services and
production modes. Hayek ([1945] 1948) elaborated further on the funda-
mental role of heterogeneity in knowledge (as a source of subsequent
heterogeneity in capital resources), helping explain why even a benevolent
social planner, unmotivated by political or personal power considerations,
could not allocate resources efficiently. No social planner can have access to
the necessary tacit or specific knowledge, nor could she or he facilitate the
experimentation required for trials and errors. In an entrepreneurial economy,
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by contrast, decentralized decisions made by co-creators of knowledge result
not only in the heterogeneity of organization capabilities and performance,
but also in the growth of industries, regions and economies (Agarwal
et al., 2007).

To the extent that economic activity is organized within markets, and
conducted by for-profit firms, these firms’ resource-based strategies have
important macro-level ramifications; specifically, processes of acquiring or
developing, combining and divesting resources fit into an overall structure
of production that ultimately serves the preferences of consumers. The other
side of the coin is that our knowledge of these firm-level processes forms
an important micro foundation for our reasoning about what happens at
the macro level. For example, resource-based theory in strategic management
suggests that combining valuable resources is not a simple process (as it
would be, had resources been Solowian shmoo). For example, Makadok
(2001) identifies the decision problem involved in the choice between
‘resource picking’ or ‘resource development’ and shows its complexity.
Matsusaka (2001) argues that processes of mergers and divestments should
be understood as experimental learning processes that must be undertaken
exactly because it is not obvious ex ante what the efficient combinations of
assets are. These micro-level processes are essentially entrepreneurial ones,
because an important part of the entrepreneur’s role is to arrange or organize
heterogeneous resources. In Lachmann’s (1956: 16) words, “We are living in
a world of unexpected change; hence capital [resource] combinations ... will
be ever changing, will be dissolved and reformed. In this activity, we find
the real function of the entrepreneur.” As a result, the constraints, incentives,
opportunities, etc. faced by entrepreneurs must ultimately enter as a crucial
element in the understanding of macro phenomena.

Heterogeneity and the current economic crisis

High levels of aggregation are potentially misleading

The US bailout and stimulus programs begun by the Bush administration in
2008 and continuing through the Obama administration in 2009 represent
a complex (and seemingly ad hoc) mixture of programs, some designed
to rescue failing banks, to strengthen the financial sector overall, to help
struggling homeowners and to stimulate the economy as a whole. Similar,
if smaller, programs have been planned and started elsewhere, notably in the
European Union (Commission of the European Communities, 2008).

The US Emergency Economic Stabilization Act, which took effect
in October 2008, authorized the Treasury to spend upwards of US$700
billion to purchase ‘troubled” assets (such as mortgage-backed securities) from
financial institutions, to make capital injections into banks and to engage
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in other discretionary activities aimed particularly at the loan market. The
EU plan, proposed in November 2008, involves an ‘immediate budgetary
impulse amounting to €200 bn’ (Commission of the European Communities,
2008: 7).

The Obama administration’s American Recovery and Reinvestment Act,
signed into law in February 2009, includes both ‘stimulus’ and ‘infrastructure’
spending. The latter is designed to target particular industries, regions,
technologies and business practices for government support and to provide
incentives for particular kinds of business and consumer behavior (e.g. to
invest in environmentally friendly energy production). The EU plan mimics
this two-step approach, though on a smaller scale. Our focus here is not
the infrastructure part of these stimulus packages, but the macroeconomic
stimulus part itself, and — particularly in the US — the financial sector bailout
measures that preceded it.

Most of the discussion surrounding the stimulus package has taken
place at a very high level of aggregation. Despite the widely publicized
failures of particular financial institutions, such as AIG, Lehman Brothers,
Freddie Mac and Fannie Mae, government officials spoke in terms of ‘the
banking system’, ‘the financial system’ and the economy as a whole. Treasury
Secretary Henry Paulson told Congress in September 2008 that radical steps
were needed ‘to avoid a continuing series of financial institution failures and
frozen credit markets that threaten American families” financial well-being,
the viability of businesses both small and large, and the very health of our
economy’ (Paulson, 2008). The discussion of ‘frozen credit markets’ focused
on high-level indicators, with the focus on total lending, not the composition
of lending between individuals, firms and industries. The Federal Reserve
System’s actions, noted Chairman Ben Bernanke, were needed to ‘increase
liquidity and stabilize markets’ (Bernanke, 2008).

However, it seems clear that a decline in average home prices, reductions
in total lending and volatility in asset price indices does not reveal much
about the prices of particular homes, the cost of capital for specific borrowers
and the prices of individual assets. In analyzing the credit crisis, the critical
question is which loans are not being made, to whom and why? Indeed, it is
impossible to understand the origins of the credit crisis without looking at
the lending practices of government-sponsored enterprises like Freddie Mac
and Fannie Mae and policies that encouraged lenders to lower underwriting
standards, on the assumption that all borrowers were ‘really’ equally credit
worthy (Liebowitz, forthcoming). The assumption of homogeneity — during
a period of rapid central-bank credit expansion — is at the root of the finan-
cial crisis.

In short, the critical issues here relate to the composition of lending,
not the amount. Total lending, total liquidity, average equity prices and the
like obscure the key questions about how resources are being allocated across
sectors, firms and individuals, whether bad investments are being liquidated,
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and so on. Such aggregate notions homogenize — and in doing so, suppress
critical information about relative prices. The main function of capital
markets, after all, is not to moderate the total amount of financial capital, but
to allocate capital across activities.

If not all borrowers are the same, it is even more true that not all banks
are the same. And yet, the US Treasury’s Troubled Assets Relief Program
(TARP) was designed explicitly on the premise that the banking system
itself, rather than individual banks, was in trouble. To avoid signaling the
financial conditions of specific banks to the market, the Treasury insisted
that all large banks take TARP funds, whether they wanted to or not.
Ultimately, some 250 banks refused to participate. Of course, such programs
create a strong adverse-selection problem: banks that followed more prudent
lending policies, did not invest in complex mortgage-backed securities and
the like have little incentive to take government subsidies accompanied by
government control of future lending and investment (and even practices
such as executive compensation). By bolstering inefficient banks and creating
incentives to keep issuing mortgages that ought not to be issued, in the
interests of reviving the macroeconomy, policies such as TARP are repeating
the mistakes that caused the problems in the first place.

Heterogeneous resources, not putty

More generally, the US stimulus package, and similar proposals around
the world, are characterized by Keynesian-style reliance on macroeconomic
aggregates. According to the common wisdom, the bank crisis led to a collapse
of effective aggregate demand, and only massive increases in government
expenditure (and government debt) can kickstart the economy. However,
in a world of heterogeneous capital resources, spending on some assets but
not others alters the pattern of resource allocation, and, in a path-dependent
process, the overall performance of the economy in the future. As F. A.
Hayek, Keynes’s most important intellectual opponent, argued in the 1930s
and 1940s, the economy’s capital structure is a complex and delicate one that
cannot be mashed and pushed like putty (Hayek, 1941). Resources cannot
be shifted costlessly from one activity to another, particularly in a modern
economy in which much of those resources are embodied in industry-
specific, firm-specific and worker-specific capabilities. Even idle resources
can be misallocated — what Hayek and his teacher Ludwig von Mises called
‘malinvestment — if invested in activities that do not produce the goods and
services the economy needs (Hayek, 1933).

Unfortunately, this perspective has mostly been lost in contemporary
macroeconomic discussions. As Kenneth Boulding, reviewing Paul
Samuelson’s Foundations of Economic Analysis, wrote in 1948:

. it is a question of acute importance for economics as to why the macro-

economics predictions of the mathematical economists have been on the
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whole less successful than the hunches of the mathematically unwashed. The
answer seems to be that when we write, for instance, ‘let i, Y, and I stand,
respectively, for the interest rate, income, and investment,” we stand committed
to the assumption that the internal structures of these aggregates or averages
are not important for the problem in hand. In fact, of course, they may be very
important, and no amount of subsequent mathematical analysis of the variables
can overcome the fatal defect of their heterogeneity. (Boulding, 1948: 189)

History, rather than macro perspectives stressing homogeneity, may
provide us with valuable lessons regarding the understanding of the
micro processes of entrepreneurship and economic recovery. A recent
Kauffman Foundation report (Stangler, 2009) regarding the relationship
between what are termed ‘bureaucratic capitalism’, financial downturns
and entrepreneurship in the US over the last 100 years has important
implications for potential solutions to the current financial crisis that relate
to decentralized entrepreneurial activity. Specifically, the report documents
periods when entrepreneurial entry was limited due to the unlevel playing
field and concentration of economic power through government regulation
that enabled large, sometimes inefficient, firms and powerful labor unions.
Further, the report documents evidence that periods of economic downturns
exhibit higher than average entrepreneurial activity, where decentralized
decision-making ensures that resources flow freely to their highest value
uses, given heterogeneity in potential use and ownership of the relevant
resources. Cole and Ohanian (2009) also argue that that the fruits of the
1930s — the most technologically progressive decade of the 20th century
(Field, 2003) — were delayed or reduced due to the New Deal-related policies
that ‘suppress[ed] competition, and set prices and wages in many sectors
well above their normal levels’. These lessons indicate that the solutions to
the current financial and economic crisis should leverage entrepreneurship
and innovation that result from decentralized decision-making, rather than
assuming that all resources are homogeneous putty that can be allocated
centrally, or through government intervention and edict.

The case of Fiat-Chrysler

One particular example where the standard macroeconomic assumptions
of homogeneity and fungibility is likely to create problems is the US
government’s restructuring plans for the financial and automobile industries,
and potentially for other sectors as well, including its proposals for sweeping
changes in executive compensation, financial accounting, financial reporting
and more. Consider just one example — the link between Chrysler and Fiat.
Fiat, at the urging of the US government, completed an alliance with
Chrysler in June 2009. The justifications for these actions are familiar to
anyone who studies corporate strategy — the mythological search for synergy
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(Larsson and Finkelstein, 1999). Chrysler is supposed to get access to capital
and to Fiat’s knowledge of how to manufacture small cars profitably, and
Fiat gets access to the US market through Chrysler’s distribution network.
Setting aside the observation that it is not at all clear that the proposed
synergies could not be realized through some sort of market contract — what
is the market failure that justifies more hierarchical forms of governance in
this setting (Williamson, 1996)? — are the proposed synergies likely to be
realized in a more integrated Fiat—Chrysler?

The data here are compelling. Most such corporate combinations —
even those done voluntarily in non-crisis settings — fail to realize sought-
for synergies. For example, Agarwal et al. (forthcoming) provide evidence
of significant deviation between potential and realized value creation in
alliance settings, even when economic incentives are appropriately aligned.
Information asymmetries, communication costs, cultural differences, man-
agerial preferences, conflicts of interests — the reasons for failure are legion.
If one had to bet on whether or not any such combination would yield
anticipated synergies, the bet would have to be ‘no’. How much less likely,
then, will this ‘shotgun’ marriage, arranged in times of crisis, generate the
hoped-for benefits?

In the face of these very consistent results, why the policy of merging
Chrysler and Fiat? One explanation — but certainly not the only explanation —
is that macroeconomists who have been instrumental in developing this
policy fail to recognize the heterogeneity and stickiness of the resources
and capabilities of firms like Chrysler and Fiat. It appears the logic is:
Chrysler needs small cars, Fiat has small cars, link them. Little problems like
culture, language, employment relationships, history, the fact that a similar
relationship between Chrysler and Daimler failed — none of these seems to
play a large role in this story. But how can they, when economic policy is
based on theories that assume away this very heterogeneity??

Policy derived from strategic management and organization theory
suggests a different approach. Even casual observation suggests that Chrysler
still has some valuable resources and capabilities — the Jeep brand, some
reasonably efficient manufacturing operations, some excellent dealerships and
so forth. Strategic management theory asks: How can these valuable resources
and capabilities be reallocated to their most valued uses? This suggests that
many of Chrysler’s resources and capabilities might be profitably sold to
other firms and that such restructuring could benefit many of Chrysler’s
stakeholders, including its employees. Of course, this is the traditional role of
bankruptcy protection — an opportunity for firms to restructure in a way that
enables them to realize as much of their value as they can.

If the proposed synergies with Fiat do not materialize soon, strategic
management theory suggests that yet another Chrysler bailout looms on the
horizon. This theory also suggests that, just maybe, this is what the senior

managers at Chrysler and Fiat are counting on.’
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Macroeconomic policy with heterogeneous resources

What, then, is the proper role of macroeconomic policy, and government
intervention more generally, in a world of heterogeneous capital and human
resources? What should governments do during an economic downturn? Is
there a role for ‘activist’ policy?

First, we think it is critically important to avoid public policies that
generate malinvestment in the first place. As noted earlier, in our view the
current crisis is not the result of unfettered markets (or, more colloquially, of
‘greed,” or hubris, or regulators being ‘asleep at the wheel,” or similar op-ed
pronouncements), but the result of specific government policies designed to
increase bank credit (particularly, but not exclusively, mortgage lending). The
roots of the current crisis lie with the credit bubble that preceded it, and the
best thing policy-makers can do is not to create the next credit bubble. Given
that the bubble has burst, however, the fastest way to economic recovery is
to liquidate the bad investments as quickly as possible. When resources have
been malinvested, the remedy is to redirect those resources to alternative,
and higher value, uses. Of course, given asset specificity (Williamson, 1985),
resources cannot be instantly and costlessly reallocated to alternative uses.
However, contracting parties should be allowed to renegotiate resource use
withoutartificial impediments to contract enforcement and resource mobility.
Existing mechanisms for liquidating existing investments and organizations,
such as bankruptcy, should be used where appropriate.

Obviously, this implies that bailouts — not only banks or industrial firms
getting infusions of taxpayer funds to stave off bankruptcy, but delinquent
mortgage borrowers being protected by law from foreclosure — do not lead to
improvements in long-term economic performance. Rather, they perpetuate
the inefficient allocation of resources that characterize the boom and bust.*
Indeed, the consensus among economic historians is that the US New Deal
policies of massive public works, wage and price controls, forced cartelization,
high tariffs and the like not only did not alleviate the Great Depression, but
made what would have otherwise been a sharp, but short-lived, economic
contraction into the worst depression in US history (Cole and Ohanian, 2004,
2009; Higgs, 1989; Stangler, 2009; Taylor, 2009; Vedder and Gallaway,
1993). Moreover, the constantly changing mix of economic interventions
generated a climate of what Higgs (1997) calls ‘regime uncertainty’ that
discouraged the private investment that would have stimulated economic
recovery. It is vital that today’s policy-makers avoid the same mistakes.’

Concluding discussion

In summary, we feel strongly that the basic heterogeneity of individuals,
firms, industries and even regions casts serious doubt on the macroeconomic
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stimulus and stabilization policies currently pursued by western governments.
Of course, there are other reasons to question the dominant approach, which
gives unprecedented authority to government agencies (e.g. the US Federal
Reserve System’s acquisition of trillions of dollars of off-balance-sheet
obligations, with virtually no public accountability; the US government’s
huge equity stake in General Motors; a vast increase in most countries” public
debt). These issues have made it into the public discourse. However, basic
ideas from strategic management theory about the heterogeneity of resources,
the role of entrepreneurs in experimenting with resource combinations
and the importance of the market selection mechanism for testing among
combinations have been completely absent from the public discourse. These
issues, we have attempted to argue here, are fundamental in the creation
(or destruction) of the appropriate institutions that underpin macroeconomic
progress and social welfare.

Why is this? Why have management scholars been hesitant to enter
the fray — not just now, when the crisis is at hand, but over many years,
as management researchers and educators focused on relevance to business
practitioners, while ignoring policy-makers? In general, we have not attempted
to claim a seat at the policy table, even though our core constituents —
productive and resourceful entrepreneurs and business managers — strongly
need us to do so.

Perhaps strategic management theory is too abstract, or too ad hoc, to
be relevant to current affairs. Alternatively, some critics have pointed to the
growing use of quantitative financial models not only for price forecasting,
but also for valuing complex financial derivatives such as the mortgage-backed
securities that filled the balance sheet of many struggling commercial banks,
as a major cause of our financial problems.® Has strategic management theory,
under the strong influence of economics, become so quantitative, impersonal
and mechanical that it fails to train managers to exercise qualitative judgment
about market conditions?”

Importantly, just as strategic management theory has much to offer to
the understanding of the crisis and whether current policies represent useful
remedies, the reverse also holds true: the crisis puts in stark perspective certain
important weaknesses in current strategic management theory. Specifically,
we argue in the following that strategic management theory needs to extend
its focus on heterogeneous capabilities to include the capabilities of handling
major, vaguely anticipated shocks.

The strategic importance of ‘deep’ uncertainty

Adaptation to external change has long been a key theme in strategic man-
agement research. The influential notion of ‘dynamic capabilities’ (Teece
et al., 1997) is fundamentally about differential abilities to adapt resource

Downloaded from http://soq.sagepub.com by on November 25, 2009

477


http://soq.sagepub.com

478

STRATEGIC ORGANIZATION 7(4)

and capability configurations to changing external contingencies. However,
neither dynamic capabilities theory nor other strategic management
perspectives focus on firms’ adaptations to extreme events (McKelvey and
Andriani, 2005), or those major shocks that simultaneously affect multiple
industries and economies, transforming the demand, input prices, relations
to numerous stakeholders, political relations, etc.; implicitly, the external
changes that strategic management theory highlights are incremental or
transform single industries at a time, such as for example, demand shocks to
one or a few markets (e.g. Christensen, 1997), changes in the technological
or innovative environment facing a firm (e.g. Sarkar et al., 2006), problems
with suppliers of key resources (Meyer, 1982) and so on. Presumably because
major shocks that impact the firm in all these dimensions are (luckily) rare
incidents, strategic management scholars have not theorized how firms can
successfully anticipate and react to them. The current crisis will hopefully
place this subject high on the future research agenda of the field.

The current crisis also dramatically underscores the importance of
cognitive phenomena treated under the rubrics of ‘genuine uncertainty’
(Knight, 1921), ‘surprise’ (Shackle, 1972) and ‘black swans’ (Taleb, 2007),
that is, decision situations where the problem is not so much the inability
to ascribe meaningful probabilities to outcomes but rather that the set of
outcomes is not fully identified. While uncertainty has long been recognized
as important to strategic management and organization theory, it has mainly
been in the form of acknowledging the importance (necessity) of uncertainty
to the existence of entrepreneurial rents (e.g. Rumelt, 1987). In contrast,
very little of this theory has dealt with the decision-making implications of
this kind of uncertainty.?

In contrast, economist Frank Knight (1921) placed uncertainty at the
center of his theorizing. He argued that there is a specific cognitive faculty —
which he called ‘judgment’ — that is applied in those situations where there
is no clear available decision rule. Knight was interested in the implications
of judgment (i.e. profit); strategic management and organization theorists
need to unpack judgment in terms of conceptualization and identification
of antecedents in order to understand why and how — apart from sheer luck
(Barney, 1986) — some firms have handled the crisis better than other firms.
Strategic management theory has insights to offer here.

Thus, the rich literature on top management teams has, for example,
explored the effects of top management heterogeneity on firms’ competitive
moves (e.g. Hambrick et al., 1996). This lens may be extended to examine the
factors that explain why some top management teams apparently demonstrate
superior judgment and foresight. Another possible focus is offered by the
literature dealing with firms’ position in information networks. Position may
influence the focal firm’s ability to anticipate shocks as well as its access to
resources that it may leverage in the context of responding to such shocks.
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The importance of political strategy

Another key lesson of the financial crisis is that firm performance depends,
not only on resources and capabilities involved in production and market
exchange, but also on the ability of managers to influence political decision-
makers. Entrepreneurs, in this climate, may need to become political or policy
entrepreneurs, skilled at taking advantage, and influencing the direction, of
the political process (Klein et al., 2009)

Of course, political strategy has always been part of a firm’s overall strategic
management. Rent-seeking behavior is as old as commerce itself, and firms
in all parts of the world operate in heavily regulated environments. Within
the field of strategic management, the literature on non-market strategy
(de Figueiredo, 2009) highlights some of the ways firms attempt to influence
their political and legal environments. However, the general field has tended
to give political considerations relatively little attention, notwithstanding
compelling calls for research incorporating political economy insights into
strategic management (e.g. Henisz and Zelner, 2003). The financial crisis can
be modeled as increasing the marginal returns to political strategy, relative to
other strategic choices, which suggests that non-market strategy deserves to
play a stronger role in strategic management theory. Research that examines
both the rents gained through non-market strategies and the potential effects
(positive or negative) of such strategies on total value creation will enable us
to have a better understanding of the private and social benefits and costs of
pursuing market vs non market strategies. Moreover, work in the resource-
based view and dynamic capabilities ought to be complemented with other
lenses that examine not just the firm or industry as a unit of analysis, but also
conceptualize firm strategy in the context of global industry—country—systems
environments that become germane to effective policy-making. The policy
implications of strategic management theory will be enhanced by examining
firm strategic behavior using these different theoretical areas.

In summary, it is imperative that current policy deliberations be
informed by a serious discourse and recognition of the micro underpinnings
of macro-level phenomena. Strategic management scholars have much to
offer, given our focus on the causes and consequences of heterogeneity of
resources, particularly when coupled with entrepreneurial and decentralized
decision-making. It is also our responsibility to engage in meaningful and
constructive conversations on how management theory can help resolve the
current crisis — the future, both immediate and long term, is at stake.
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Notes

The simplifying assumption of the ‘representative firm’, a firm picked at random from a
population of identical firms goes back to the codification of microeconomic theory in
the 1920s and 1930s (Foss, 1994).

Of course, private firms can also underestimate the implications of resource heterogeneity
and stickiness in realizing cross-firm synergies (Roll, 1986). However, they face resource
constraints and incentive schemes that limit aggressive expansion, and operate in a
selection environment that punishes poor decisions ex post. Public agencies face different,
and we would argue, substantially weaker, constraints in reallocating private resources.

In the 1970s — when Chrysler experienced its first financial crisis — Sidney Winter was
asked to participate in a seminar series at the Yale School of Management titled “What's
Wrong with Chrysler?” With tongue firmly planted in cheek, Winter responded: “What's
wrong with Chrysler? Rather, the question is, what is right with Chrysler, since their
management team has cleverly positioned the firm to be re-capitalized with a government
subsidized loan.” When asked if he really thought that managers at Chrysler had purposely
orchestrated this crisis, Winter paused, and then replied, “This time, probably not, but
next time ..." — a particularly prescient prediction, even for Professor Winter.

The appropriate role of public policy and private charity in alleviating financial hardships
faced by individuals during periods of economic upheaval is, of course, a separate issue
that we do not address here.

Ironically, one of the sharpest critics of the Fed’s expansionary policy during the 1920s
and the Roosevelt administration’s interventions in the banking sector and the industrial
economy is none other than Alan Greenspan ([1966] 1986), who subsequently presided
over a massive credit expansion in the 2000s and whose successor, Bernanke, led the
government’s interventions during the past year.

A recent Wired magazine cover story (Salmon, 2009) describes the obscure copula
function — more precisely, its use to estimate default correlation between credit risks — as
“The Formula that Killed Wall Street’. Harry Markowitz, the founder of modern portfolio
theory, says he imagines a critic saying ‘You, Harry Markowitz, brought math into the
investment process... . It is fancy math that brought on this crisis. What makes you think
now that you can solve it?’ (Crovitz, 2008).

Indeed, to the extent that strategic management theory has been invoked in the context of
the financial crisis, it usually has been to blame bad management theories for encouraging
the practices that brought about the problem. Some commentators think that business
schools’” focus on shareholder wealth maximization, performance-based pay and the
virtue of self-interest have led banks, corporations and governments astray (see Felin and
Foss [2009] for a critical discussion). ‘[BJusiness schools [promote] a particular brand
of free-market ideology — squarely focused on shareholder maximization theories — that
forms the staple fare of MBA and executive education courses today’, claim Fisman and
Khurana (2008). ‘It is the type of thinking ... that is now bringing capitalism to its
knees.” Notwithstanding that such comments ignore the fact that the US has not been a
free market economy for more than a century, and that the blame can also be attributed
to government policy effects in the mixed economy (Taylor, 2009), there is a clear need
for public policy discussions to recognize the basic tenets of strategic management theory:
heterogeneity matters, as do the incentives created by the institutional structure within
which people make decisions.

Rigorous applications of real-options logic (e.g. Copeland and Antikarov, 2001) while
emphasizing flexibility, assume risky decision-making settings, not uncertain settings as

defined by Knight (1921).
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