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THE STAKEHOLDER
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—— ]

The purpose of Part I is to explain how a recently emerging concept,
“stakeholders in an organization,” can be used to enrich the way that we
think about our organizations. We will discuss why U.S. managers need
new concepts, tools and techniques, and new theories if they are to be suc-
cessful in the current business environment.

Chapter One, “Managing in Turbulent Times,” explores recent en-
vironmental shifts, as well as the corporate responses to such shifts. Current
approaches to understanding the business environment fail to take account
of a wide range of groups who can affect or are affected by the corporation,
its “stakeholders.” Changes have occurred which make our present
framework of the firm inappropriate. We manage based on our understand-
ing of the past, rather than the future, and in response to the business en-
vironment of yesteryear, rather than today. This chapter outlines the prob-
lem and calls for change in the way that we think about the business
organization.

Chapter Two, “The Stakeholder Concept and Strategic Management,”
introduces the notion that organizations have stakeholders and traces the
history of this idea through several research areas of management thought,
most notably corporate planning, organization theory, social responsibility,
systems theory and strategic management. It strongly suggests that the
stakeholder notion can be used to enrich the current state of the art in
strategic management, and summarizes the recent empirical research.
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2 Strategic Management

Chapter Two is more “academic” than the other chapters, as it concentrates
on the intellectual history of the idea rather than its application.

Chapter Three, “Stakeholder Management: Framework and Philos-
ophy,” addresses the need to analyze stakeholder issues on three levels: ra-
tional, process and transactional. It argues for a framework which “fits”
these three levels of analysis together. Techniques for mapping stakeholders,
understanding organizational processes, and analyzing interactions with
stakeholders are explained. It closes with some basic propositions for suc-
cessful stakeholder management.

One

“MANAGING IN TURBULENT TIMES”

INTRODUCTION

Bob Collingwood was President and Chief Executive Officer of the U.S.
subsidiary of Woodland International, a large multinational company
headquartered in Europe. Bob was responsible for all of Woodland’s ac-
tivities in the U.S. His functional responsibilities included manufacturing as
well as public affairs, as Woodland was fully integrated in its U.S. opera-
tions. Bob was measured on profitability as well as several other financial
criteria. As he checked his appointment calendar for the upcoming two
weeks, he could see that the schedule listed appointments with one external
group after another, with agendas ranging from traditional labor-
management issues to concerns with Woodland’s social responsibility.

On Monday a state legislature in the Northeast where Woodland had
major manufacturing facilities would open two days of hearings on a bill re-
quiring companies to notify the state government before moving a plant out
of state. A test marketing program for a new product line would be launched
on Thursday, and he needed to be involved with the marketing people on
some last minute decisions. On Saturday, the leaders of a coalition of con-
sumer organizations would arrive to hear his talk about the merits and safety
of several of Woodland’s products. And, on Sunday an environmental
group was going to hold a demonstration to protest air pollution caused by
a Woodland plant.

The following week Collingwood was scheduled to go to Washington
for a meeting concerning his compliance with the newest set of regulatory
guidelines. When he returned, he was to meet with one of the local unions
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4 Strategic Management

about their upcoming new contract. It was rumored that the union leader-
ship had begun plans to unionize Woodland’s large “9 to 5” workforce.
Following the meeting with the union, Bob would discuss a summer jobs
program for unemployed teenagers with several minority group leaders.

The Comptroller’s report was also waiting for him on his desk. Sales
were down 15 percent. His profit index was 20 percent short of his first
quarter goal.

Bob Collingwood had risen rapidly at Woodland International, and
was headed for “stardom” in company headquarters in Europe if he so
desired. However, Bob did not feel prepared for the diverse mix of situa-
tions which he now faced. The dissimilar problems with the varied pressure
groups each demanded an instantaneous solution. One, or all, of them
could keep Bob and his best people working even longer hours than usual.
While his people were both functionally and operationally competent, there
just did not seem to be a way to pull the diverse management tasks together.

While Bob and his people had the skills and abilities to meet each situa-
tion and to manage the crises when they arose, these skills were insufficient.
Bob knew that he needed a framework and a strategy for managing diversity
and turbulence, to get out of the crisis-reaction-crisis cycle.

This book is about Bob and the thousands of managers around the
world like him who meet all the criteria for “good managers,” yet who do
not seem able to manage well in today’s fast changing business environ-
ment. It explains a framework for management, the stakeholder
framework, which offers a method for Bob and his colleagues to begin to
understand their environment systematically and to begin to manage it in a
positive proactive fashion. This book is theoretical in the sense that it
develops a generalizable and testable approach to managerial strategic
decision-making. However, it is practical in the sense that any theory of
strategic decisions must be applicable in “real-world” organizations. The
bridge between theory and practice is a difficult one to build. By speaking to
both executives and academics, I shall attempt to build such a bridge, for
the problems are too important to ignore either side.!

TURBULENT TIMES

Both business and service organizations are experiencing turbulence.2 Local,
national and global issues and groups are having far-reaching impacts on
organizations. Gone are the “good old days” of worrying only about taking
products and services to market, and gone is the usefulness of management
theories which concentrate on efficiency and effectiveness within this
product-market framework.?
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Our “world-view” or “paradigm” or “framework” or “way of looking at
the world” does not encompass this turbulence.4 And, in fact our current
theories are inconsistent with both the quantity and kinds of change which
are occurring in the business environment of the 1980s. Current approaches
emphasize the static nature of organizations, and the predictable and
relatively certain parts of an organization’s external environment.5 A new
conceptual framework is needed.

Somewhere in the past, organizations were quite simple, and “doing
business” consisted of buying raw materials from suppliers, converting it to
products, and selling it to customers. Exhibit 1.1 depicts this “Production
View” of the firm. For the most part owner-entrepreneurs founded such
simple businesses and worked at the business along with members of their
families. The family-dominated business still accounts for a large propor-
tion of the new business starts today. The central point' is that given the Pro-
duction View as a conceptual framework, the owner-manager-employee
need only worry about satisfying suppliers and customers in order to make
the business successful.

A number of factors coalesced to make larger and larger firms more
economical. The development of new production processes, such as the
assembly line, meant that jobs could be specialized and more work could be
accomplished. New technologies and sources of power became readily
available. Demographic factors began to favor the concentration of produc-
tion in urban areas. These and other social and political forces combined to
require larger amounts of capital, well beyond the scope of most individual
owner-manager-employees. Additionally, “workers” or non-family members
began to dominate the firm and were the rule rather than the exception. Ex-

ExHIBIT 1.1  The Production View of the Firm
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6 Strategic Management

hibit 1.2 depicts the resulting separation of ownership and control, which
we might call thé “Managerial View” of the firm. Ownership became more
dispersed, as banks, stockholders and other institutions financed the
emergence of the modern corporation. In order to be successful, the top
managers of the firm had to simultaneously satisfy the owners, the
employees and their unions, suppliers and customers.¢

The conceptual model, depicted by the Managerial View of the firm, is
more complicated than the Production View. If a manager only used the
Production View to understand the world and managed the business using
the concepts and techniques which resulted from it then failure would be the
sure result. By paying no attention to owners and employees, each of which
now had a stake in the firm, and by having no concepts with which to
manage these relationships, managers could guarantee their own demise in
the form of new management or debilitating strikes and work stoppages.
Success in the “new” environment required a conceptual shift. It required

ExHIBIT 1.2 The Managerial View of the Firm
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the adoption of new concepts and ideas which dealt with owners and
employees as a matter of everyday occurrence rather than as an exception.

An analogy of such a conceptual shift being necessary may help us.
Suppose that you make a New Year’s resolution to do a better job of clean-
ing up your office. You buy a file drawer and construct a set of “categories”
into which you file all of your important papers, memos and reports. Each
file is carefully labeled, and let us suppose that you are religious in your zeal
to keep your desk clean and your papers filed. You find that your system
works quite well for some time, but you notice that as time passes the file
labeled “MISCELLANEOUS” keeps getting larger and larger. You have to
add new files with new categories, some of which overlap the old set of
categories. Cross-referencing becomes such a nightmare that you and your
secretary finally give up.

Furthermore, you find that some of your files are no longer used. You
make very few additions or deletions to these old files. If these problems are
left unsolved, pretty soon your filing system becomes a mess. You can’t find
anything “important” anymore. Your files have become an effective way of
dealing with the past, but not the present and future. Your desk soon re-
assumes its cluttered look and you must make another effort to start over at
the New Year.?

What went wrong in this simple example? Your filing system became
obsolete as changes took place in the world around you. Patching up the
system by adding new files worked for a while, but eventually the whole file
drawer needed to be “rethought,” and a newer more appropriate set of files
and categories needed to be established. In short you were in need of a con-
ceptual revolution.

Managers in the modern corporation are in a similar position. We are
in need of new concepts, new “conceptual filing systems,” which reorient
our way of looking at the world to encompass present and future changes.
Piecemeal solutions such as calls for “increased productivity” using
Japanese or European or Theory N techniques are not the answer, for they
only add, subtract or refile some of the issues that need addressing.
Likewise, calls for business-government-labor cooperation are only part of
a solution. Such proposals for “an industrial policy” do not address the
underlying conceptual revolution that is necessary. ’

I believe that Exhibit 1.2 is a picture of the predominant framework for
the modern corporation. The corporation is viewed as a resource-
conversion entity, taking raw materials and converting them into products,
with dollars measuring the transactions. Returns are provided to owners in
the forms of dividends or capital appreciation in the marketplace. Wages,
benefits, and oftentimes job security, are provided to employees. Clearly,
Exhibit 1.2 is inappropriate for the current state of the modern corporation.®

There have been varying degrees of recognition of the external environ-
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ment which surrounds this resource-conversion entity called the modern
corporation. Many have argued, from Adam Smith (1759) onward, that
business is a social institution, but that its role can only be realized by an ex-
ternal environment which allows “laissez faire capitalism.” Such a policy re-
quires that the dominant mode of thought be oriented towards
“production,” while recognizing, or at least saying, that business is a social
institution. On the other hand, there have been calls for the nationalization
of business activity on the grounds that the modern corporation is too far
removed from its social roots.?

Both approaches seem to miss the mark. I believe that we need to more
carefully understand the causes of this external turbulence and to construct
a framework which allows managers to more effectively handle turbulent
external environments. The turbulence that business managers have ex-
perienced in recent years can be understood as coming from two main
sources. The first, I shall call “internal change,” or the changes in the rela-
tionships depicted in Exhibit 1.2. The second source of turbulence is “exter-
nal change,” or change in the very nature of the picture in Exhibit 1.2, so
that it is no longer an appropriate picture of the external environment of the
modern corporation.!® The changes that I shall catalog have not occurred
all at once, nor are some of them even recent. The problem is that our con-
ceptual system that we use to understand and deal with these issues is no
longer valid. External turbulence is nothing new to managers in business.
What is necessary is the development of a theory, or picture, of the world
which allows us to manage these changes more effectively. We need a new
filing system.

INTERNAL CHANGE

Change has occurred in each of the relationships in Exhibit 1.2. Such
changes are internal to the conceptual system that the Managerial View
represents. Internal change requires us to constantly reassess current objec-
tives and policies in light of new demands by groups that we are used to
dealing with such as customers, employees and their unions, stockholders
and suppliers. Internal change requires action, but it does not directly
challenge our conceptual map of the world.!! Internal change occurs within
the current “filing system”; it happens according to well-understood rules;
and, difficult as it is, internal change is what we are used to dealing with on
a daily basis. Let’s see some examples of the internal changes that have oc-
curred over the past few years.

“Managing in Turbulent Times” 9

Owners

No longer can management assume that the primary concern of those who
own shares of stock is return on investment. The 1960s were a ripe period
for owners who wanted not only returns, but control as well. Thus, the Wall
Street Rule, “If you don’t like the management, sell the stock,” was turned
on its head to “If you don’t like the management, buy enough stock to
throw the bums out.”'2 The Wall Street Journal is filled with the latest news
of mergers, takeovers and white knights. The Chief Executive Officer
(CEO) who worries only about paying dividends to stockholders, or increas-
ing the value of their equity by earnings per share and stock price increases,
is sure to be a prime candidate for unemployment through takeover. Of
course, if the Price/Earnings ratio is high enough, the chances of takeover
will be greatly diminished, and we see that some CEOs have emphasized the
P/E ratio at the expense of making needed investments for the future. The
dilemma is the well-known tradeoff between short-term results and long-
term health. By concentrating on the short-term, in the form of managing
the P/E ratio, the CEO maintains a margin of safety from takeover.
However, by doing so the company becomes vulnerable to competitive at-
tacks, rapid declines, and eventual takeover bids, negating the very margin
of safety provided by high P/E ratios.

The relationship with owners has changed in a second way, perhaps
even more fundamental. In 1969 Ralph Nader announced the formation of
Campaign GM, a group which bought two shares of General Motors stock
and intended to wage a proxy fight on social issues including the need for
public transportation, and the rights of women and minorities, and on
business issues such as product design for safety and emissions control. '3
GM executives were not alone as “shareholder activism” increased to touch
most of the Fortune 500. While the direct results are difficult to measure,
suffice it to say that the CEO must worry about more than returns and
takeovers in managing the owner relationship.!'4

Customers

For many years American businesses were dominant at home and their
technology was dominant worldwide. That dominance has ended.
Customers have many more choices today, and their view of U.S. products
has changed, in both consumer and industrial products. “Made in Japan”
has set new standards of quality, and where these standards have been ig-
nored, the customer relationships have changed dramatically.
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Hayes and Abernathy (1980) have argued effectively that U.S.
managers have concentrated on designing and producing imitative, rather
than innovative products. Our flair for technological innovation has been
dampened, as U.S. managers have overemphasized the philosophy of being
market-driven. The emphasis on trivial differences of product differentia-
tion and packaging has made true innovations such as the laser and tran-
sistor almost unable to be managed in our corporations, and have given way
to concerns of image and short-term returns from different customer
perceptions. Combined with a penchant for making backward integration
the major investment program, and a reluctance to invest in new manufac-
turing processes, Hayes and Abernathy claim that it is no wonder that U.S.
managers find themselves coming out second best to foreign competitors in
a marketplace that emphasizes quality.'s

Employees

The United States has experienced an unprecedented drop in productivity
over the past few years. While this phenomenon is a complicated one, and
not easily understood or reducible to single causes, it should force scholars
and managers alike to rethink the “manager-employee” relationship.!6
Business Week (1980) talks of the “new industrial relations” and even high
productivity companies such as AT&T have begun to experiment, as part of
their contracts with their unions, with “quality circles” and “quality of work
life.” The work force in the U.S. is younger, and its values are changing.
Many have argued that authoritarian management styles must be replaced
with a more “human” approach, or that the concept of “participation” must
be explored in practice. In particular, Peters and Waterman (1982) have

argued that managing the “culture” or “shared values” of employees is more

important than understanding strategy and structure. Their study of com-
panies with “excellent performance” is remarkable in the finding of a
managerial style that emphasizes the importance of employees to the com-
pany.

The changing nature of the employee relationship must be understood
for each business, and we must act, for low productivity is a warning signal
of decline that cannot be ignored. However, the issue is not so simple as
understanding the needs of employees qua employees. Employees are often-
times customers, stockholders, and members of special interest groups. The
internal change in this relationship, therefore, must be analyzed in conjunc-
tion with the external changes surrounding the organization.!?

“Managing in Turbulent Times”

Suppliers

OPEC is one of many symbols of the changing nature of the business-
supplier relationship.!® Raw materials come from around the world, and no
longer can a country such as the U.S. depend solely on its abundance within
its shores. The transnational corporation has evolved to deal with the
world-wide markets in raw materials.!® Yet the issue is not one of “where is
the market,” for as OPEC so expensively illustrates, there is much more at
issue than the price and quality of commodities. Political issues and the
politics of control are as important in managing supplier relationships as are
price-quality relationships. Even though OPEC has lost some of its effec-
tiveness recently, as markets have adjusted to higher prices by a decrease in
the rate of growth, and as alternative energy sources have become more
cost-effective, from a managerial standpoint the locus of control has shifted
from the oil companies to the OPEC nations.

Where are the OPECs of 1990, today? After all, OPEC was formed in
1960 and for 13 years gradually usurped power and control from the major
oil companies until the “crisis” of 1973. These strategic surprises are not
confined to the exciting world of international politics and finance. In the
fast growing “silicon chip” industry managers must also cope with “manag-
ing with scarcity.” Public organization executives feel the same pressure
when budgets are drastically reduced. How can service levels be maintained
with scarce resources?

Thus, changes have occurred within the comfortable framework of the
firm. Owners, customers, employees and suppliers are not what they once
were, and the implications for management theory and practice are for
change to accommodate these shifts.

EXTERNAL CHANGE

We can no longer assume that each of the groups depicted in Exhibit 1.2
continues to want the traditional outputs of the corporation and expects the
same kinds of decisions from management. However, the more difficult
assignment is understanding external change—change that affects the very
nature of Exhibit 1.2—change that originates in that murky area labeled
“environment” and affects our ability to cope with internal changes. When
external change is added to internal change, a redrawing of Exhibit 1.2 will
be needed. But first, let us examine these external changes more closely.
External change is the emergence of new groups, events and issues
which cannot be readily understood within the framework of an existing




12 Strategic Management

model or theory. It represents the need for new file folders in our conceptual
system, and eventually for a whole new filing system. It is that dark and
dangerous area known as “the environment,” which serves as a convenient
label for our ignorance, and which is as likely to serve up an OPEC as a
Republican President. It is that abstruse area of the corporate plan that
forecasts regulatory changes, increases in inflation and interest rates and

changes in demographics.
External change produces uncertainty. It makes us uncomfortable

ExHiBiT 1.3 [Internal and External Change
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because it cannot be readily assimilated into the relatively more comfortable
relationships with suppliers, owners, customers and employees. Exhibit 1.3
depicts the difference between internal and external change. It is important
to note that the distinction between internal and external change is relative
to a particular framework or theory. Using the Production View of Exhibit
1.1 we simply cannot understand the emergence of owners and employees
without adding to, or changing, our theory. When enough external changes
have occurred so that our current theory no longer gives us valid answers
then we must abandon the theory and turn to a new set of concepts which
explains both external and internal change. In short, what we need is a
theory or set of concepts which can turn external change into internal
change, thereby reducing uncertainty and discomfort. Such an “intellectual”
or “conceptual” move serves as a legitimizing force so that such changes can
be positively managed. It also allows our scanning’ systems to look for
broader newer kinds of external change. External change is depicted as a set
of arrows from the environment that affect our comfortable relationships
with suppliers, owners, customers and employees. External change can be
understood in terms of the emergence of several new groups and the restruc-
turing of old relationships of lesser importance, who have come to have a
stake in the actions or inactions of the corporation. Many of these changes
have been around for some time, yet we have been quite slow to incorporate
them into our framework for managing the firm. So, events and pressure
groups with which we should be familiar become crises because we have not
incorporated the idea of their existence into our day-to-day routine.

Governments

The recent past has seen an increase in the awareness of the role of govern-
ment in the business enterprise. So much so, that public officials have been
elected on the promise of curtailing this role, and seeking a return to “free
enterprise.” The business-government relationship in the U.S. has been
founded on the principles of the “watch-dog,” i.e., it is the legitimate role of
government to regulate business in the public interest, and to enforce strict
anti-trust laws to insure adherence to market principles. In addition the
Congress and the Courts have always played a major role, at least indirectly,
in shaping the strategies and policies of the modern corporation. Epstein
(1969), Lindbloom (1977), McQuaid (1982) and many others have debunked
the myth of the separation of the business and political arenas.2?

While business has always had to contend with government in some
form or other, current perceptions of its pervasive influence require a closer
examination. It used to be sufficient to have a couple of lawyers or lobbyists
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or even public relations people whose role was to insure compliance with
regulations, or respond to legal challenges, or represent the firm before
Congress and state legislatures. However, the explosion in the scope of
government in the post World War II economy of the U.S. has made this
method of coping ineffective. No longer do most firms rely solely on the
abilities of several trade organizations and lobbying groups such as the U.S.
Chamber of Commerce and the National Association of Manufacturers to
manage their relationship with multiple actors in the government.

Critics of “big government” such as Weidenbaum (1980) have esti-
mated the cost of regulation to business at over $100 billion, and a recent
study of the incremental costs of six agencies, EPA, EEO, OSHA, DOE,
ERISA and the FTC has been estimated at $2.6 billion.?2!

Of course, these numbers are easily disputed and bitter exchanges
among a number of interested parties have taken place regarding how to
measure the costs and benefits of government. Critics of “laissez faire
capitalism” have claimed that business attacks on the ills of government are
misfounded, and that if we look closely we will see that regulatory agencies
often benefit and protect the industries that are regulated. Furthermore,
some critics argue that government intervention in the marketplace has real
social benefits that would not have occurred without government action.
Thus, cleaner air and water, safer automobiles and a general increase in the
standard of living are attributed in part to government action.

The issues here are far from settled and political scientists and policy
makers continue to debate cause and effect. I believe that from the
managerial standpoint these repartees miss the major issue: how to manage
in a world where there are multiple influences from various levels of govern-
ment, or more properly from governments, and where the corporation and
its managers can in turn affect the direction of public policy and govern-
ment action? A necessary condition for answering this question is that we
understand the interactions that are possible among business and various
government actors. Government is not a monolithic entity, and it does not
exist in a vacuum. Agencies, Congressional Committees, Presidential Com-
missions, Staff Members are all susceptible to multiple influences. (Each
must be responsive to those groups and individuals who can affect it.) Ex-
hibit 1.4 is a partial and enormously simplified diagram of some of the key
government actors and their stakes in business.22

Most of the talk of reform centers on the so-called “harassment” agen-
cies of the Business Roundtable study. Yet the U.S. federal bureaucracy is a
large and fragmented “entity.” The common boss of many agencies is the
President, and conflicts among competing agencies simply cannot be resolved
by the standard business practice of escalation, because the decision-making

ExHiBiT 1.4 The U.S. Business-Government Relationship:
A Simplified Picture
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system would be paralyzed. So, many contradictory regulations are written,
and it seems as if the bureaucracy has a life of its own.

Additionally there are many “quasi-agencies” which affect business
such as the World Bank, the IMF, the U.N., the O.A.S., etc. These
organizations are not entirely U.S. dominated, and they sometimes propose
policy constraints, for example, by de facto determining the amount of
credit available to some countries to purchase goods and services.

Foreign governments are structures in themselves which we must
understand if we are to be successful in other countries. The most often
heard complaint is that other governments don’t “play fair,” meaning that
there are different sets of rules for home companies and for foreign com-
panies. “How can we -compete with Japan, Inc. when we must spend
resources overcoming government obstacles, and Japanese companies not
only have no obstacles, but have protection and assistance in access to
markets, capital and basic research and development?”

The Congress considers several thousand pieces of legislation every ses-
sion, some of which can have drastic effects on businesses. In addition, na-
tional policy changes, such as tax and depreciation schedules, capital for-
mation incentives, and the creation of new forms of regulation affect the
business community as a whole, even if the marginal effect on a single firm
is slight. Hence, today’s CEO must spend a good deal of time and resources
worrying about proposed public policy legislation from Congress.

State governments offer a different set of issues for management, and
these issues vary from region to region. Companies who operate on a na-
tional scale often find themselves with numerous sets of regulations. Most
national breweries, for example, ship to multiple states from large regional
breweries, yet tax and packaging requirements vary from state to state, even
to the kind of packaging which is permissible. State legislatures consider
several hundred thousand pieces of legislation every session, and the
resources expended just to stay informed, much less to try to actively par-
ticipate, are enormous. Concerns with jobs and taxes permeate the North-
east, while concerns with how to manage the enormous recent growth
permeate the Southwest. Laws which encourage plant location and penalize
plant closings are proposed in each legislative session, making it difficult to
formulate and implement policy in the traditional piecemeal legislative
fashion. ‘

The courts offer yet another source of government influence on
business. The old model learned from the grammar school civics books of
the separation of executive, legislative and judicial branches of government
simply does not apply in today’s world; and no amount of tears will bring
about that pristine Jeffersonian world.2* From historic products liability
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decisions and equal opportunity cases, to anti-trust issues, the courts, at the
state and federal levels can affect the nature of business.

Local government also gets into the act, as it depends more than other
governments directly on the revenue generated by business for its lifeblood.
One need only visit the decaying urban areas in the Northeast to see this
point. Not only does the tax base erode when business no longer operates,
but more importantly, revenue producing jobs are gone and the local
economy takes a nosedive.

Finally, there is the matter of direct government through citizen ini-
tiative. There have been initiatives on the ballots in a number of states
which would directly affect business. These range from bottle deposit bills
passed in several states to bills to curtail smoking in public. An amend-
ment to the Constitution of the U.S. has even been proposed for a system of
national referenda, similar to the system used in several European coun-
tries. Needless to say the effect on an individual business can be con-
siderable.

The point of Exhibit 1.4 is not merely to reaffirm that any one govern-
ment or piece of government can affect a firm but rather, when taken in
conjunction, we see that the cumulative effect is enormous. Management
simply must undertake an organized effort to deal with governments in a
strategic fashion, and if the model of the firm is that of Exhibit 1.2, then it
is almost impossible to do so. They will react to events and crises in the
short term and will not play their necessary role in the public policy process.2

Competitors

Competition has been the cornerstone of our system of managerial
capitalism and perhaps the change in the nature of competition which has
taken place in recent years should more properly be understood as an inter-
nal change. However, the major factor has been an external one, that U.S.
business has not had to deal with in the past: foreign competition. Hence,
the denotation as external change. In the 1950s “Made in Japan” meant
“junk” or “cheap” or some such derogatory term, while in the 1980s it is
perceived to be the hallmark of quality. The effect on the automobile in-
dustry has been debilitating. The real competition for GM is hardly the
traditional new model from Ford or Chrysler, but rather the market leading
behavior of Honda, Nissan, Toyota and Volkswagen. Nor, is this
phenomenon specific to automobiles. There is competitioh from abroad in
almost every “U.S. dominant” industry. The most difficult issue with
foreign competition is that they do not play by the same rules, in terms of
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government, culture and other factors. Hence, to know the competition is a
gargantuan task which requires an ability to understand other cultures from
the ground up, from language to other ways of life.

In part, it is the emergence of foreign competition which makes the
necessity to abandon the Managerial View of the firm so urgent. As long as
all significant competition is domestic, everyone must play by the same
rules. Each competitor bears the burden and shares the benefits of govern-
ment, a fickle consumer population, environmentalists, etc. There is an
“umbrella effect” by which firms in an industry can implicitly or explicitly
coordinate their response to various issues. No one is at a competitive disad-
vantage, hence everyone can afford to proceed as if the Managerial View
were still appropriate. When foreign competitors figure out how to satisfy
customers and government with high quality products that are less expen-
sive and meet all requirements, then the umbrella folds. This scenario has

already taken place in several businesses.

Consumer Advocates

Much has happened since the early 1960s when President Kennedy an-
nounced the “Consumer Bill of Rights” beginning the modern “consumer
movement.” Consumer advocates today affect almost every industry in-
volved in consumer goods marketing. Most executives are familiar with the
story of Ralph Nader and General Motors’ Corvair, which resulted in na-
tional prominence for Nader and the end of a product line for GM. Other
activists have taken on other industries from pharmaceuticals and infant
formula to utilities, many perhaps spurred by Nader’s original success.2*
Even with today’s “New Right” approach to public policy that has been
favored in many quarters, we still find the voice of the consumer advocate —
though the ability to get swift action via government agencies such as the
FTC has waned.?26

However, the problem is really much deeper. The consumer movement
can be viewed on the one hand as merely a means to publicity and national
prominence for aspiring politicians, following Nader’s example. These con-
sumer advocates constantly seek attention and media coverage; they will
have to find issues which appeal to both media and the majority of the
public. No doubt there are some consumer advocates who fit this mold.

An alternative view of the consumer movement is perhaps better
understood using Hirschman’s (1970) model of exit, voice and loyalty.2”
Hirschman argues that social phenomena can be understood in terms of
people who can choose one of three possible strategies in most situations.
Let us consider the customer of a firm, and suppose that for whatever
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reason, the customer is unhappy with the product. He or she can exit, simply
take the business elsewhere and buy from another producer, given that there
is a reasonable number of competing firms. Exit is the paradigm of the
“economic” strategy. When enough customers exit, the firm gets the mes-
sage that its product is no longer viable, that it is not producing at the “effi-
cient frontier.” Feedback to managers who rely solely on the exit strategies
of their customers is “poor, nasty, brutish and short.”

Alternatively, the customer can exercise “voice,” that is, complain and
try to get the firm to change or give redress. “Voice” is the paradigm of the
political strategy, or using the political process to achieve change. It comes
in multiple forms. Voters exercise voice at the ballot box. Interest groups try
to exercise voice by pressuring government or business to act. Consumer
groups may bring suit against a manufacturer, or they may use the political
process to initiate change via intervention with regulatory agencies, ini-
tiatives, Congressional lobbying, etc. Feedback to the manager when
customers use the voice strategy is more immediate (and in fact could con-
ceivably be too immediate if the customer has not given the product time to
work, or gotten accustomed to its side effects, or whatever quirk it may
have).

Hirschman argues that the degree of organizational loyalty will deter-
mine the mix of exit and voice that is used. He argues that both exit and
voice are necessary for the efficient functioning of the marketplace, for the
costs of exit alone may well be too high, because the firm never has a chance
to recover. Voice becomes the signal for management that change may be in
order. Of course, voice, too, has a cost. The information that voice pro-
vides does not come free to the managers who need it. Voice mechanisms
must be assessed in part in terms of whether they are cost effective, and in
terms of the available alternatives.

Hirschman’s model yields an interesting analysis of the consumer move-
ment. We should not view it as adversarial, or to be avoided, but as a ra-
tional response. Voice should be encouraged and complaints welcomed with
open arms. By announcing to management that some actions or particular
policies or products are unacceptable, consumer advocates force manage-
ment to continually be responsive to changing marketplace needs.

Many successful companies recognize the importance of the consumer
movement. Proctor and Gamble expends a great deal of resources handling
consumer complaints, and AT&T has formed Consumer Advisory Panels
(CAPs) to assist them in diagnosing consumer reactions to possible changes
in rate structures and new products and services. These companies have not
had an easy time in dealing with consumer leaders, but they now know that
the alternatives are not pleasant. A recent session with several Japanese
managers elicited a list of those groups who could affect the company in
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Japan. Further discussion revealed that “consumer advocates” were con-
sidered to be most important. When questioned as to why, the response of
the Japanese managers was simple and revealing, “we want to listen so that
we can fix what is wrong with the product.”

Many consumer leaders want change in the marketplace. They know
that, if necessary, government can be brought into the picture. However,
the cost ultimately would be borne by the consumer, either through higher
taxes or higher product costs. Therefore, they are amenable to real volun-
tarism, and to negotiation outside the formal arena of government. The
predominant response of business leaders to consumer advocates has been
adversarial, which in turn heightens the wariness of consumer leaders,
which in turn. . . . conflict escalates, and both sides lose. If we believe that
the consumer movement is here to stay, and given Hirschman’s analysis
it is rational to hope that it is here to stay, then it becomes a major
managerial challenge to take advantage of the opportunities presented by
the consumer movement.

Environmentalists

Yet another outgrowth of the turbulent 1960s is the concern with en-
vironmental quality: clean air, water and land, as well as conservation of
natural resources. The “environmental movement” has roots that are as old
as the pioneers. Several prominent organizations such as the Sierra Club
and the Audubon Society have been around for some time. Several events
of the 1960s heightened the consciousness of many members of the public,
and gave rise to the environmental advocates which many executives now
face.

Throughout the early part of our history, and spurred more recently by
Sputnik and its aftermath, technology was seen as unalterably good. The
possibility of unintended consequences occurring simply was not taken into
account. Few questioned the costs of polluting water and air supplies for it
seemed as if nature was infinitely self-renewable. Rachel Carson’s The
Silent Spring, published in 1962, questioned whether or not our society was
in for trouble due to pollution and its aftereffects. The “culprits” naturally
enough, were “Big Businesses,” and the answer to the problem was govern-
ment regulation.

During this period the U.S. was proceeding with plans to land someone
on the moon and to build a colossal supersonic transport (SST) aircraft
which was an order of magnitude more sophisticated technologically than
the British-French Concorde (Horwitch, 1982). Activists attacked this latter
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effort as wasteful and harmful to the environment. Controversial issues
such as the sonic boom, and harm to the ozone layer and oceans were raised.
Government departments sponsored studies which tried to prove the critics
wrong, thereby intensifying the debate. The important issue about the SST
controversy was that for the first time there was a national debate over the
costs and benefits of a particular technology, and over these costs and
benefits in environmental terms. This debate was followed by the Clean Air
Act of 1970 and the Clean Water Act of 1972. The Environmental Protec-
tion Agency was formed and environmental concerns were institutionalized.

Executives complained of onerous regulations. Automobile manufac-
turers were again hurt, and the cost of automobiles climbed. Foreign com-
petitors could meet the new standards much more effectively than U.S.
manufacturers, in part because their product lines did not depend on the
large “gas guzzler,” making the industry vulnerable to competition from
Germany and Japan. Some companies tried to respond to environmental
demands, yet the cleanup costs of generations of neglect were staggering.

There are no easy answers to the questions and issues raised by en-
vironmentalists. The need to take this external change into account is still
with us, despite recent political shifts to the right. The Managerial View of
the firm, depicted by Exhibit 1.2, becomes overloaded again when the
cumulative effect of these changes is considered.

Special Interest Groups

There is a more general phenomenon that underlies the shifts in the business
environment engendered by government, foreign competition, consumer
advocates and environmentalists, that is the concern with “special interest
groups” (SIGs) or “social interest groups” or “single issue politics.” The idea
behind SIGs is that a group or individual can use the political process to fur-
ther a position on a particular issue such as gun control, abortion, women’s
rights, prayer in schools, or Congressional veto of the FTC, or any of hun-
dreds of other issues. The problem which SIGs represent for the manager is
that one can never be sure that an ad hoc group will not form to oppose the
company on any particular issue.

Special interest politics is not a new phenomenon.2® However, changes
in modern communications technology and the financing of elections makes
it especially important for managers to be aware of the agendas of interest
groups. Epstein (1980) has analyzed the emergence and impact of Political
Action Committees (PACs) who by their very nature can get the ear of
legislators. Organized protest groups can attract media attention nation-
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wide, and can use the political process to their advantage. Thus, the ability
of business managers to respond to a variety of issues and events is crucial
to success in industries that are vulnerable to special interest groups.
Today’s managers need theories and realistic help ip dealing with
special interest groups as they affect their businesses. In parucula'r they peed
to take this external change into account when setting their business

strategy.

Media

Little stirs the anger in an executive more than an “unfair” story in the press.
When one’s company or products, or even one’s character has been attacked
in a forum where there is little chance of reply, the feeling of anger quickly
turns to helplessness. More and more post-Watergate investigative reporters
have turned their attention to the private sector. There, spurred onward by
such films as The China Syndrome, new seminars on “how to handle the
press” have emerged. It is quite easy to wake up in a cold sweat from the
nightmare of the “60 Minutes” crew showing up unannounced at corporate
headquarters to investigate the latest consumer or employee complaint.
Mass communications technology has indeed changed the role of .the
media with regard to business. More than ever, large organizations live in a
fishbowl with their every action open to some form of public scrutiny. The
media represents another form of external change for the executive who

wishes to succeed in today’s environment.

THE NEED FOR A FRAMEWORK

As managers like Bob Collingwood try to formulate coherent strategic plans
and to implement these plans in some semblance of their original form,. all
too often they run afoul of the external environment. The Managerial View
of the firm simply provides no cohesive way of understanding the changes
that have and will occur. Managers have a difficult time separating real
from trivial changes, and in deciding where a response is called for, and
where preventive measures need to be taken.

The external events, furthermore, have not merely happened and then
gone away, but rather, they have had a lasting effect on business—as-usyal.
The differing effects of external change are of intensity, and not of ku}d.
For example, the environmentalist concerns affect industries that are in-
volved directly in “exploiting” the environment, such as the forest products
and petroleum industries who use products of those industries. But most
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businesses are dependent on transportation systems to some extent, where
environmental concerns have altered both product design and other
strategic variables.

The temptation is for executives and theorists to engage in a version of
the more popular TV game shows, that I like to call, “Blame the
Stakeholder.” In “Blame the Stakeholder,” contestants who must be
managers in companies that have experienced some of the changes cited
above, are asked to pick a stakeholder group and to blame the position of
the company on that stakeholder group. Of course “Government” is a
favorite, as is “Special Interest Groups.” “Blame the Stakeholder” makes
little progress, however good it makes us feel, and we must take a more
careful look at the kinds of responses that are open to us.

Freud (1933) has cautioned us about the false comforts of denial and
projection. Denial occurs when we refuse to admit that the external world is
the way that it is. In our case, it is a refusal to admit that external groups
really do have a stake in the firm, and that they can affect the firm. Denial
involves not considering stakeholders to be legitimate in the very weak sense
of the term: it is legitimate for us to spend time worrying about our strategy
for stakeholders because they can affect the accomplishment of our goals
and plans. Projection occurs when we blame someone else, or some external
event for our own shortcomings. It is easy to project our inability to satisfy
stakeholders’ concerns and demands on the group itself, and to call it
“unreasonable” or “irrational.”

Another response pattern is available and it was summarized best in the
comic strip “Pogo”: we have met the enemy and he is us. It is the role of the
manager to accept and own the problems which result from the failure of
the organization to meet stakeholder needs. Not all needs can or should be
met, and we cannot avoid horrible mistakes at times, yet our own fallibility
is little excuse for failing to acknowledge the inadequacy of continually
playing “Blame the Stakeholder.”

The response of organizations to these changes in the environment has
been as varied as the changes themselves. Ackoff (1974) and Post (1978)
have argued that organizations have four basic modes for coping with a
changing external environment. The first mode, inactivity, involves ignor-
ing the changes and continuing business as usual. The second mode, reac-
tivity, involves waiting for something to occur and responding to that
change; however, response must be stimulated by an external force. The
third mode, proactivity, involves trying to predict the external changes that
will occur and positioning the organization towards those changes before
the fact. The proactive mode is anticipatory. The fourth mode for coping
with external forces is the interactive mode, that is, active involvement with
the external forces and pressures that seeks to create the future for all con-
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cerned. While each of these response modes is appropriate for certain sets
of circumstances, they all presume the existence of a set of ideas for dealing
with any external change, even in the inactive mode. In short, a necessary
condition for adopting one or another of these response modes is to be able
to understand the changes that have occurred.

The very foundation of our ability to respond to change is in need of
repair, and the magnitude of change outlined above requires new ideas and
practices before we can formulate meaningful responses, regardless of the
mode. (Imagine someone adopting an inactive mode, and because of the
lack of the proper conceptual apparatus, the inactive mode turned out to
yield proactive responses!)

If the dominant conceptual model of the modern business firm is that
depicted by Exhibit 1.2, we cannot possibly assimilate the strategic shifts
that have occurred, either for the business community as a whole, or for a
particular set of businesses. Major strategic shifts in the business environ-
ment require conceptual shifts in the minds of managers (Emshoff, 1978;
McCaskey, 1982). Just as the separation of the owner-manager-employee re-
quired a rethinking of the concept of control and private property as analyzed
by Berle and Means (1932), so does the emergence of numerous stakeholder
groups and new strategic issues require a rethinking of our traditional pic-
ture of the firm.

Thus, the environmental shifts that have occurred have given rise to a
dilemma. On the one hand it is necessary to understand each of these shifts
individually in order to adjust the position of the firm as it now stands
relative to the individual shift. However, on the other hand, if enough of
these small changes take place, piecemeal responses will not be adequate.
The changes, both internal and external, that have taken place yield a need
for a radical rethinking of our model of the firm. This rethinking, or con-
ceptual revolution, is a subtle point. Like the dilemma it is intended to
dissolve, it must redraw the boundaries of the manager’s.job in terms that
he or she can understand, while taking into account the sum of all the
changes that have occurred. The concepts that we need to employ must help
us to understand the changes in the individual relationships of groups that
affect the corporation, and they must assist in putting the pieces together
again. The ship must stay afloat even while it is being repaired.

THE STAKEHOLDER CONCEPT

One possible approach to this conceptual problem of dealing with the exter-
nal environment of the firm is to redraw our picture of the firm, Ex-
hibit 1.2, in a way that accounts for the changes described in this chapter.
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Exhibit 1.5 is a map of the firm which takes into account all of those groups
and individuals that can affect, or are affected by, the accomplishment of
organizational purpose. Each of these groups plays a vital role in the success
of the business enterprise in today’s environment. Each of these groups has
a stake in the modern corporation, hence, the term, “stakeholder,” and “the
stakeholder model or framework” or “stakeholder management.” The
Stakeholder View depicted in Exhibit 1.5 is enormously oversimplified, for
each category of stakeholder groups can be broken down into several useful
smaller categories. All employees are not alike, just as all government is not
alike. We shall see more of the complications of Exhibit 1.5 in chapter 3.
If we explore the logic of this concept in practical terms, i.e., in terms
of how organizations can succeed in the current and future business en-
vironment, we are on the proper road to understanding and managing in
turbulent times. However, the road is not an easy one. Cherished myths die

ExHIBIT 1.5 Stakeholder* View of Firm

Local
Community
Organizations
Consumer
Advocates

N ——“
Competitors
Employees 0

*Stakeholder = Any group or individual who can affect or is affected by
the achievement of the firm’s objectives. The groups listed here are
examples of categories of stakeholders.

Environ-
mentalists
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hard, and for good reason: they have served us well in the past. The cost of
error, given the current situation, is quite high. No longer will U.S. business
merely see the results of using the old model in a new environment in terms
of law suits and regulations, but also in terms of foreign competition with
better products and services who can satisfy a variety of stakeholder needs.

Two issues immediately come to mind from Exhibit 1.5. The first is the
need for new theories and models about certain non-traditional groups, and
the need for organizational processes to put these conceptual models to
work. Thus, managers must understand how government really works, as
opposed to the “7th Grade Civics Book” model that most of us have (Fenn,
1979; Horwitch, 1982). We must understand how new issues arise and get
on the agenda of Congresspersons and other government officials, and we
must understand what organizational mechanisms are necessary for helping
to shape the agenda. Tradition, in terms of “lobbying” or “voting
Republican” or more recently “organizing PACs” need not be thrown away,
but unless we are satisfied with the state of current business-government
relations the need to rethink these strategies in other terms is critical.

A similar argument can be constructed for each stakeholder group. The
point is that we must understand our strategy for each group and must
assess the strategy in real terms. Just as in the Managerial View where we
have well defined management concepts for each group, so must we develop
expertise in new areas to deal with consumer advocates, environmentalists,
the media, SIGs, etc. We must understand how stakeholder groups and the
issues of each are started, the importance of key issues and the willingness
of groups to expend resources either helping or hurting the corporation on
these issues.

The second major area for analysis is the need for integration. We can
no more manage in isolation than Alfred Sloan could manage GM in isola-
tion given the turbulence caused by the managerial revolution and the need
for the concepts expressed in Exhibit 1.2. Thus, we need concepts and pro-
cesses which give integrated approaches for dealing with multiple
stakeholders on multiple issues. For each major strategic issue we must
think through the effects on a number of stakeholders, and therefore, we
need processes which help take into account the concerns of many groups.
For each major stakeholder, those managers responsible for that stake-
holder relationship must identify the strategic issues that affect that
stakeholder and must understand how to formulate, implement and
monitor strategies for dealing with that stakeholder group. Many organiza-
tions do this well with one stakeholder group, viz., IBM with customers,
AT&T with regulators, Campbell Soup with suppliers, etc. Integrative
metaphors are necessary which take into account the tried and true wisdom
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of “Customer Service,” “Employee Participation,” “Return to Owners,” etc.
However, these metaphors or organizational values must seek to integrate a
number of stakeholder concerns.

SUMMARY AND PROLOGUE

This chapter has shown that changes have occurred in the external environ-
ment of business which necessitate changes in the way that executives think
about their organizations and their jobs. In particular, I have suggested that
shifts in traditional relationships with external groups such as suppliers,
customers, owners and employees, as well as the emergence and renewed
importance of government, foreign competition, environmentalists, con-
sumer advocates, special interest groups, media and others, mean that a
new conceptual approach is needed.

This book is to explore the new approach, called “the stakeholder ap-
proach,” in practical terms. My focus is on how executives can use the con-
cept, framework, philosophy and processes of the stakeholder approach to
manage their organizations more effectively. It is, however, a beginning
rather than a panacea. I shall draw on the work of many others and seek to
use their insights to begin the construction of a stakeholder model of the
firm. I shall pay particular attention to the problems identified above: the
need for theories and strategies for dealing with particular groups and
issues, and the need for processes for integration across issues and groups.

The remaining chapters in Part 1 are a further description of the
building blocks of the stakeholder model. Chapter 2 sets forth the concep-
tual history of the stakeholder approach and related concepts. Chapter 3
describes the stakeholder framework and philosophy in more detail. Part 11
focuses on the managerial processes necessary to use the stakeholder con-
cept. Chapter 4 explicates “direction-setting” processes. Chapter 5 describes
a process for formulating strategic programs for specific stakeholders.
Chapter 6 focuses on implementation and control and describes the ex-
periences of one large organization which has begun to implement the
stakeholder approach. The chapters in Part 111 explore the implications for
management practice and theory, if we move the stakeholder concept from
the periphery to the center. Chapter 7 examines the work of the board of
directors. Chapter 8 looks at the issue of the functional disciplines of man-
agement. Chapter 9 explicates the need for a new concept of the role of the
executive, given the stakeholder approach. It also contains a brief summing
up and a discussion of future research.
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NOTES

1.

W

The profile of Bob Collingwood is a composite taken from the executives who
have participated in the research on which this book is based. During the past
five years | have had the oppottatiity to talk with several thousand managersina
number of industries. These talks have taken various forms, from structured in-
terviews on which I have files of data to informal conversations during executive
education programs. I have tried to wander around a number of organizations
to try and get a conceptual handle on the kinds of external problems which their
managers deal with on a day to day basis. My goal is to begin to construct a
theory, so I have been trying to understand the entities which the theory is
about. For a more sophisticated view of theory construction with which I am in
general agreement, even though the present effort must fall short of its criteria,
see Goodman (1955), Quine (1960) and Rudner (1966). I have tried to differen-
tiate between theory construction and theory validation in Freeman (1977).

Quine (1960) using Neurath’s metaphor, has put the point elegantly by likening
theory change to rebuilding a ship while it remains afloat: “The ship may owe its
structure partly to blundering predecessors who missed scuttling it only by fools’
luck. But we are not in a position to jettison any part of it, except as we have
substitute devices ready to hand that will serve the same essential purpose”

(Quine, 1960, p. 124).

. While what I have to say apphes to both business and non business organiza-

tions I shall concentrate on the applications of the stakeholder concept to cor-
porations, and in particular, for profit corporations. It should be equally clear
that government agencies have stakeholders, as do not-for-profit organizations
and volunteer organizations. For an example of applying this methodology to
hospitals see Freeman, Banker and Lee (1981).

. Of course, this is a tremendous oversimplification of the issues. Business has

always dealt with non-marketplace stakeholders. Joseph Wharton, himself, was
heavily involved in lobbying the government for import protection laws (Sass,
1982). For an even earlier view of the essentially social nature of capitalism see

Braudel (1981).

. “Paradigm” is a completely overused and misunderstood term, especially in the

social sciences. For a discussion of why “paradigms” are not the tidy little
animals they are often supposed to be see Kuhn (1970), Lakatos and Musgrave
(1970), Feyerabend (1975) and Gutting (1980). Alternatively see Barnes (1982)
and Mohr (1982) for more direct applications to social science. McCaskey (1982)
uses the notion of “conceptual maps” which may be more applicable to the argu-
ment being developed here.

There are relatively few studies of organization-environment relationships over
time, for the obvious reasons that longitudinal studies are quite difficult and ex-
pensive. See Van de Ven and Joyce (1981) for reviews of several longitudinal
research programs. Emery and Trist (1965) analyzed the underlying reasons for
environmental turbulence and proposed a framework for understanding the
relationships in the environment which did not directly affect the organization,

10.

11.
12.

14,
15.

17.
18.

19.

20.
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but which could determine how turbulent the organization’s environment hap-
pened to be. The contributions of organization theorists in general are discussed
in chapter two.

. The literature on the emergence of the modern corporation is extensive.

Chandler (1962; 1977) provides a readable account with a guide to many other
sources contained in the footnotes.

. I am grateful to Professor Mariann Jellinek of McGill University for the file

drawer analogy.

. My argument here is a conceptual one. I know of no logical guarantee which

could be issued to support the claim that a “weltanschauung” was of a certain
sort. Quine (1960) discusses the resulting “translation problem” among persons
who have different world-views or, in his case, speak different languages. There
is weaker evidence that Exhibit 1.2 does depict the intended world-view of
managers from the viewpoint of writers of textbooks on business. I only claim
that if Exhibit 1.2 is the predominant world-view, then the organization-
environment turbulence which we see today for most corporations is a logical
consequence.

. It is often overlooked that Renault, owned by the French government, owns

51% of American Motors, Inc., and that British Petroleum, owned by the
British government, owns a majority position in SOHIO. There are other cases
of this phenomenon.

My distinction between internal and external change is directly indebted to
Watzlawick, Weakland and Fisch (1974). However, the two kinds of change are
quite ancient relating to Aristotle’s distinction between differences in degree (in-
ternal) and differences in kind (external).

See McCaskey (1982) for a discussion of conceptual maps.

See chapter seven, below, for a “stakeholder” approach to stockholders. I am
grateful to David Reed for helping me to understand that the stakeholder con-
cept can be used to analyze the business-owner relationship.

. For an account of the Nader episode see Nader (1972) and Hay, Gray and Gates

(1976). )

For an account of stockholder activism see Vogel (1978).

The argument is quite complicated here. A number of criticisms of U.S.
management practices have surfaced in recent years. For a sample see Hayes and
Abernathy (1980), Charan and Freeman (1980), Ouchi (1981), Pascale and
Athos (1981) and Peters (1981). In reality these critiques go back to fundamen-
tals enunciated by Barnard (1938).

. Recent commentators include Lasch (1978) and Yankelovich (1981) as well as

the economic argument by Calleo (1982).

This point applies equally well to all stakeholders.

The formation of OPEC has been well documented. See, for example, Stobaugh
and Yergin (1979).

One account of the rise of the multinationals is Vernon (1977).

It is really quite difficult to imagine how “business” and “politics” could be
anything but inherently bound. Nonetheless, there are countless executives,
whom I have spoken with in the past few years, who insist that business and
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government have (should have) nothing in common. “Markets are markets and
politics is politics!”

21. The study of regulation that was sponsored by the Business Roundtable, was
conducted by Arthur Andersen and Co., an accounting firm. It relied on the
reports of managers in the affected industries, and aggregated the costs across
industries. The study is available from the Business Roundtable and Arthur
Andersen and Co.

22. 1 wish to thank Professor Dan Fenn, Professor Ed Epstein and Professor Paul
Tiffany for helping me to understand the business-government relationship.

23. See Fenn (1979).
24. See Epstein (1969) for an analysis of the role of the corporation in the public

policy process.

25. For an account of the rise of the consumer movement which goes well beyond
the popular belief that it started in the 1960s with Ralph Nader, see the collec-
tions-of essays edited by Kelley (1973) and Aaker and Day (1974). I am grateful
to Professor Currin Shields of Arizona University and past president of the Con-
ference of Consumer Organizations, and to Ms. Esther Shapiro, Consumer Ad-
vocate for the City of Detroit, for many helpful discussions of the consumer

movement.
26. See Pertschuck (1982) for an analysis of the current state of the consumer move-

ment.

27. 1 believe that Hirschman’s analysis is applicable to a number of stakeholder
groups. There has been a great deal of discussion of his ideas in the economics
and sociology literature. See Hirschman (1981) for a collection of essays that ex-
pand on Hirschman (1970). Evan (1975) applies Hirschman’s analysis to a model
of organizational constitutionalism.

28. For an account of special interests in the U.S. see Wilson (1981).

Two

THE STAKEHOLDER CONCEPT AND
STRATEGIC MANAGEMENT

The changes catalogued in the previous chapter have spawned conceptual
chaos in the management discipline. From the canned packages developed
by management consulting firms to the theoretical treatises of academics,
there has been an explosion in available advice to the practicing manager.
Sorting out what is real from what is ephemeral is not an easy task, given
that the fundamental assumptions on which theories of management and
organization are based are undergoing radical shifts. Therefore, in setting
out a brief history of the concept of stakeholder, I will cover a number of
uses of the concept in the academic and non-academic literature, as well as
relate the development of the concept to the strategic planning and strategic
management literature. I shall try to help Bob Collingwood and the man-
agers like him through the maze of academic literature and practical jargon.

HISTORY OF “STAKEHOLDER”

The actual word “stakeholder” first appeared in the management literature
in an internal memorandum at the Stanford Research Institute (now SRI In-
ternational, Inc.), in 1963.! The term was meant to generalize the notion of
stockholder as the only group to whom management need be responsive.
Thus, the stakeholder concept was originally defined as “those groups
without whose support the organization would cease to exist.” The list of
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stakeholders originally included shareowners, employees, customers, sup-
pliers, lenders and society. Stemming from the work of Igor Ansoff and
Robert Stewart in the planning department at Lockheed, and later Marion
Doscher and Stewart at SRI, the original approach served an important in-
formation function in the SRI corporate planning process.? The SRI re-
searchers argued that unless executives understood the needs and concerns
of these stakeholder groups, they could not formulate corporate objectives
which would receive the necessary support for the continued survival of the

firm.

ExmiBiT 2.1 A History of the Stakeholder Concept

History of Idea
Adam Smith (1759)
Berle and Means (1932)
Barnard (1938)

Stakeholder
Concept
SRI(1963)

Organization
Theory

Corporate Social
Responsibility

Corporate
Planning

Systems Theory

Strategic
Management
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From the original work at SRI, the historical trail diverges in a number
of directions, as depicted in Exhibit 2.1: (1) the corporate planning
literature; (2) the work of Russell Ackoff, C. West Churchman and systems
theorists; (3) the literature on corporate social responsibility; and (4) the
work of Eric Rhenman and other organization theorists.

The Corporate Planning Literature

In his now classic book, Corporate Strategy (1965), Ansoff argued for a re-
jection of the stakeholder theory, which he explicated in the following

passage:

While as we shall see later, “responsibilities” and “objectives” are not
synonymous, they have been made one in a “stakeholder theory” of objec-
tives. This theory maintains that the objectives of the firm should be derived
balancing the conflicting claims of the various “stakeholders” in the firm:
managers, workers, stockholders, suppliers, vendors.

Ansoff credited Abrams (1954) and Cyert and March (1963) with a
similar view, but went on to reject the theory in favor of a view which
separated objectives into “economic” and “social” with the latter being a
“secondary modifying and constraining influence” on the former.> The
passage quoted above, clearly indicates that Ansoff has the “dominant
coalition” view of organizations in mind when he explicates the stakeholder
view. The point of the SRI definition is however, a bit different. The issue is
pure and simple: survival. Without the support of these key groups the firm
does not survive, by definition of what we mean by “stakeholder.” Of
course whether SRI has the right groups is a different issue. Are lenders
necessary for the survival of a debt-free firm? Is “society” (however that
loose term may be defined) necessary for the survival of a privately owned
specialty steel firm? Conversely, isn’t government necessary for the survival
of public utilities?¢

The thrust of Ansoff’s criticism is to point out that the stakeholders
whose support is necessary for survival is a contingent phenomenon, de-
pendent on a number of situational variables. Ansoff, wrongly I believe, re-
jected such a theory in favor of one which searches for a universal objec-
tive function, where stakeholders serve as constraints on the level of the
objective which is obtainable at a point in time. Such a search for the real ob-
jective of the firm was to occupy a substantial part of the corporate plan-
ning literature during the subsequent years.?

By the 1970s the stakeholder concept began to surface in a number of
places in the strategic planning literature. In a review article on the state of
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the art of corporate strategy, Bernard Taylor (1971) claimed that the impor-
tance of stockholders would diminish. He wrote, “In practice it is clear that
in the 1970s business will be run for the benefit of other stakeholders, too”
(Taylor, 1971). Haselhoff (1976) explored the implications for the formula-
tion of organizational goals. King and Cleland (1978) in their text, Strategic
Planning and Policy, gave a method for analyzing “clientele groups,”
“claimants” or “stakeholders” which grew out of their earlier work on
project management. Taylor (1977) summarized the latest SRI approach.
Rothschild (1976) used the concept to explain a planning process developed
at General Electric. Hussey and Langham (1978) presented a model of the
organization and its environment with stakeholders being differentiated
from the firm and consumers, and used it to analyze the role that manage-
ment plays in effective corporate planning processes. Derkinderen and
Crum (1979) used the stakeholder notion in their analysis of project set
strategies, and the idea plays a central role in Heenan and Perlmutter’s
(1979) analysis of organization development for multinational corpora-
tions. Specific applications of the concept in managerial processes in the
strategic planning literature include Davis and Freeman’s (1978) method for
technology assessment and Mitroff and Emshoff’s (1979) method for
strategy formulation called “Strategic Assumptions Analysis” and later
developed by Emshoff (1980) and Mason and Mitroff (1982), and Rowe,
Mason and Dickel’s (1982) formulation of techniques for strategy analysis.

Although there are many definitions of “strategy,” “policy,” “planning”
and the variants of each, the basic idea is that planning and policy are con-
cerned with the configuration of an organization’s resources in relationship
to its external environment. The concept of strategic planning is inherently
connected with setting some direction for the organization, based on an
analysis of organizational capabilities and environmental opportunities and
threats. Thus, adequate information about the environment, past and
future changes and emerging strategic issues and problems is vital to an ef-
fective corporate planning or policy-making process. As planning moved
from reactive policy making to proactive strategy formulation the need for
“environmental scanning” increased.®

SRI’s original use of stakeholder analysis was precisely in this area. By
developing “measures of satisfaction” of those groups whose support is
necessary for the continued survival of the organization, an important input
into the corporate planning process was made. Information systems can
then be developed to scan and track the responses of key stakeholder groups
to changes in corporate strategy. Adjustments can be made if stakeholder
expectations get far enough out of line to warrant withdrawal of their sup-
port. Stakeholder behavior is taken as given, or as a constraint on strategy,
in Ansoff’s terms. Strategy is formulated against this static environment,
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which is forecastable in the long run. This use of the stakeholder concept is
as an intelligence gathering mechanism to more accurately predict en-
vironmental opportunities and threats.

A second feature of this “corporate planning” use of “stakeholder” is
that stakeholders are identified at a generic level as customers, suppliers,
owners, public, society, etc., and analysis is performed at that level of
generality. Hence, public attitude surveys, stockholder interviews and the
like are the available analytical techniques. Since the major concern is with
forecasting the future environment and not with changing specific
stakeholder behavior, there is no need to go beyond this generic stakeholder
analysis.

The concern with future forecasts of stakeholder behavior so that the
corporation can plan its “best reply,” assumes that there will be no radical
shifts in a stakeholder’s actions. Because the stakeholder environment is
taken as static, and because only generic analysis is necessary, adversarial
groups are not considered as stakeholders. Particular “special interest
groups” interested in negotiation have no place. One negotiates with Ralph
Nader not with “special interest groups” as a generic entity. Therefore, the
corporate planning model is really another way of analyzing Exhibit 1.2,
and of getting more useable information on those “friendly” groups to
adapt to internal change. The use of the stakeholder concept is to provide
information to strategists at a generic level about traditional “relatives” of
stockholders such as employees, managers, suppliers, consumers and the
public. As long as the environment is stable, few strategic surprises occur
making this interpretation of the stakeholder concept sufficient.

The mainstream of research in strategic planning followed quite dif-
ferent lines, with uses of the stakeholder concept being the exception rather
than the rule. Researchers in the tradition of the Harvard Business School’s
Business Policy curriculum, begun in the 1920s, started to formalize the
techniques of situational analysis into processes such as SWOT analysis
(Strengths-Weaknesses-Opportunities-Threats). Andrews (1980) and others
proposed methods for determining the “distinctive competence” of
organizations, and matching these competences with opportunities via
generic strategies such as “vertical integration,” “find a new use for a prod-
uct,” “find a new market for a product,” etc. Christenson, Andrews and
Bower (1980) stands even today in its fourth edition as a classic textbook in
situational analysis and the case method. Chandler’s (1962) groundbreaking
study of General Motors, Dupont and Sears linked strategy and structure
and generated hypotheses about the proper relationship between these two
variables. Aguilar (1967) proposed a framework for understanding en-
vironmental scanning and studied how managers obtain and use external in-
formation.




36 Strategic Management

In line with Ansoff’s original charge of optimizing economic objec-
tives, research emerged on the appropriate business strategies. Bruce
Henderson and the Boston Consulting Group formulated a theory about
business-level strategy (as opposed to corporate-level strategy) which rested
on an analysis of the experience curve, the phenomenon of decreasing costs
per unit as volume increases. Henderson’s (1979) theory argued that only
two variables need be considered when formulating strategy: market attrac-
tiveness measured by the growth rate of the market, and business strength
measured by market share. It led to the so-called “portfolio approach” to
strategy, and the well-known grid where products are characterized as
“stars,” “problem children,” “cash cows” and “dogs.” Variants on this ap-
proach are summarized by Rothschild (1976).

Another main stream of research in strategic planning emerged as con-
cerned with the planning or administrative process. That is, how can
managers decide what the correct strategy is? What kinds of planning
systems are needed? Lorange (1980) has summarized the three phases of this
concern with administrative systems. The research on administrative
systems naturally gave rise to concern with “environmental scanning” sys-
tems. However, the primary focus of these early systems was with the
identification of macro-economic indicators to be watched if accurate
business level strategies were to be formulated. As econometric models
became more sophisticated, planning processes began more and more to use
computer-based simulations.

Thus, the mainstream of research was quite far removed from
understanding the concrete actions of external stakeholder groups.” In the
1950s, 1960s and early 1970s the business environment of most U.S. firms
was quite stable. Planning processes which relied on methods of forecasting
and prediction were, therefore, appropriate. Much progress was made on
understanding strategy formulation, both its process and content.
However, the concern with the external environment was generic and seen
solely in economic terms. The use of the stakeholder concept was limited in
scope and pertained primarily to gathering rather general information
about traditional external groups.

The Systems Theory Literature

In the mid-1970s researchers in systems theory, led by Russell Ackoff and
C. West Churchman “rediscovered” stakeholder analysis, or at least took
Ansoff’s admonition more seriously.® Stemming from their joint work in
applying Jungian psychology to develop a personality theory that could be
useful for business problem solving (Ackoff and Churchman, 1947), they
were instrumental in developing systems theory into a powerful tool for ad-
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dressing a number of issues in social science (Churchman, 1968; Ackoff,
1970). Ackoff (1974) rehashed Ansoff’s argument and defined a method for
stakeholder analysis of organizational systems. Propounding essentially an
“open systems” view of organizations (Barnard, 1938), Ackoff argued that
many societal problems could be solved by the redesign of fundamental in-
stitutions with the support and interaction of the stakeholders in the system.
This notion of “stakeholders in a system” differs from the use of the concept
in the strategy literature. To be concerned with the organizational level of
analysis is a mistake. Problems should not be defined by focusing or anal-
ysis, but by enlarging or synthesis. For example, a problem of low earn-
ings, which affects stockholders, would first of all be understood in terms
of the entire stakeholder system, which forms the context of the problem.
The concerns of other stakeholders as they relate to the problem of low
earnings would first be explicated. Ackoff argues that system design can only
be accomplished by stakeholder participation, and thereby argues for the
inclusion of stakeholder groups in solving system-wide problems. Ackoff
(1974) contains case studies of how to use this methodology in designing
large scale projects. Davis and Freeman (1978) propose a specific method
using stakeholder participation for technology assessment.

The concept of corporate strategy or organizational strategy, on this
systems view, seems to give way to that of collective strategy, a now popular
concept in organization theory.® It would be a mistake, in systems terms, to
take the point of view of planning for one organization in the system for
such a plan might optimize a sub-system, and destroy larger system goals
and objectives. Organizational planning should be done only so far as it is
relevant to system goals.

There are two important variants of this position which are important
to consider. The first might be called “the co-optation” view where an
organization and its stakeholders plan together for the future of the organ-
ization. Larger system goals are ignored or postponed, as the organiza-
tion and its stakeholders try to reach agreements (hopefully mutually
beneficial ones, as “co-optation” may imply “cooperation”) on how the
organization is to proceed. The second variant involves the collaboration of
a subset of stakeholders planning for the future of each. This idea is best ex-
emplified by labor-management planning of quality of work life experi-
ments, and Trist’s (1981) work on socio-technical systems.

Each of these variants tries to overcome the general problem with the
systems view that there is not a starting point, or entry point, for how col-
laboration towards “the systems viewpoint,” which is necessarily
“God-like,” is to proceed. Thus, a utility might sit down with its “consumer
advocate” stakeholder and try to plan how it should proceed with a rate in-
crease proposal. But, to create the future of the stakeholder system which
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includes the utility, consumer group and other stakeholders is a much more
difficult, if not impossible task. The systems model of stakeholders, by em-
phasizing participation, is a far reaching view of the nature of organizations
and society. It has been quite useful in problem formulation, and represents
an ongoing stream of research using the stakeholder concept. It is not,
however, focused on solving strategic management problems which are nar-
rower than total system design.

The Corporate Social Responsibility Literature

Another trail from the original work on the stakeholder concept at SRI was
the concern of a number of researchers with the social responsibility of
business organizations. The corporate social responsibility literature is too
diverse to catalogue here.!® It has spawned many ideas, concepts and
techniques and brought about both real and ephemeral change in organiza-
tions. Post (1981) has categorized the main lines of research in the area, and
several anthologies (Sethi, 1971; Votaw and Sethi, 1974; Preston 1979,
1980, 1981, 1982) show the breadth and depth of the research issues. Suffice
it to say that the social movements of the sixties and seventies in civil rights,
anti-war, consumerism, environmentalism and women’s rights served as a
catalyst for rethinking the role of the business enterprise in society. From
Milton Friedman to John Kenneth Galbraith, there are a diversity of
arguments.'!

The distinguishing feature of the literature on corporate social respon-
sibility is that it can be viewed as applying the stakeholder concept to non-
traditional stakeholder groups who are usually thought of as having ad-
versarial relationships with the firm. In particular, less emphasis is put on
satisfying owners and comparatively more emphasis is put on the public or
the community or the employees. Dill (1975) argued:

For a long time, we have assumed that the views and initiative of
stakeholders could be dealt with as externalities to the strategic planning
and management process: as data to help management shape decisions, or
as legal and social constraints to limit them. We have been reluctant,
though to admit the idea that some of these outside stakeholders might seek
and earn active participation with management to make decisions. The
move today is from stakeholder influence towards stakeholder participa-

tion.

Dill went on to set out a role for strategic managers as communicators
with stakeholders, and considers the role of adversary groups such as
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Nader’s Raiders in the strategic process. For the most part, until Dill’s
paper, and the concern with social responsibility, stakeholders had been
assumed to be non-adversarial or adversarial to the extent of “labor-
management” negotiations, which has a long history. By broadening the no-
tion of stakeholder to “people outside . . . who have ideas about what the
economic and social performance of the enterprise should include,” Dill set
the stage for the use of the stakeholder concept as an umbrella for strategic
management.

During this period two major groups of researchers emerged to form a
subdiscipline in management variously called “Business and Society,”
“Social Issues in Management,” etc. In the School of Management at
Berkeley a number of scholars began to address a broad range of issues.
Votaw (1964) studied corporate power in Europe. Epstein (1969) conducted
a classic study of business and the political arena in the U.S. Sethi (1970)
analyzed the role of minorities in the firm, by studying the Kodak-FIGHT
confrontation. During roughly the same period, the Harvard Business
School undertook a project on corporate social responsibility. The output
of the project was voluminous, and of particular importance was the devel-
opment of a pragmatic model of social responsibility called “the corporate
social responsiveness model.” Essentially it addressed Dill’s challenge with
respect to social issues; namely, how can the corporation respond proactively
to the increased pressure for positive social change? By concentrating on
“responsiveness” instead of “responsibility” the Harvard researchers were
able to link the analysis of social issues with the traditional areas of strategy
and organization (Ackerman, 1975; Ackerman and Bauer, 1976; and Mur-
ray, 1976). .

For the most part stakeholders were analysed at a generic level, even
though Ackerman and Bauer analysed how to integrate social objectives
with traditional business objectives, and thus return to Ansoff’s orginal
argument. Hargreaves and Dauman (1975) coined the phrase “stakeholder
audit” as a part of the more generic “corporate social audit” (Bauer and
Fenn, 1972).'2 The purpose of the social audit and the resulting literature on
social performance was to rethink the traditional scorecard for business.
The social audit attempted to construct a social “balance sheet,” and to
analyze the actions of a firm in terms of social costs and benefits. Meth-
odological problems, however, have made the search for the social analog
of the balance sheet and income statement an elusive search.

In addition to these concepts that seek to look at the social responsibility
of business, there is a much older body of literature on which scholars in
business and society have drawn. Historians, political scientists, economists
(especially the more recent public choice economists) and political
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philosophers have been concerned with the relationship between the cor-
poration and government. Epstein (1969) has analyzed the literature on the
role of the corporation in American politics and concluded that “at the pres-
ent time, corporations should not be subject to special restrictions limiting
the nature or extent of their political involvement.” He goes on to argue that
all “associational political participants” should be governed by requirements
on disclosure and lobbying. The rich history of political science and an
analysis of the concepts and justice of power can, of course be traced to
Plato’s Republic and Aristotle’s Politics. Yet as Epstein (1969, 1980) points
out there is an amazing scarcity of scholarship on corporate political activity.
While kindred concepts in the political science literature such as “constit-
uency” (see Mitnick, 1980, for a review), “interest group,” “publics,” and
“the public interest” have been around for some time, there is little besides
the “institutional economists” such as John R. Commons which recognizes
and deals with the complexity in which the modern corporation finds itself.

While there have been many criticisms of the research in corporate
social responsibility, perhaps the most troubling issue is the very nature of
“corporate social responsibility” as if the concept were needed to augment
the study of business policy.!? Corporate social responsibility is often looked
at as an “add on” to “business as usual,” and the phrase often heard from
executives is “corporate social responsibility is fine, if you can afford it.”
This conceptual split between the “profit-making” piece of business and the
“profit-spending” or “socially responsible” part is mirrored in the academic
world where the Academy of Management has a division concerned with
“Social Issues in Management” and a division concerned with “Business
Policy and Strategy.”!4

Given the turbulence that business organizations are currently facing
and the very nature of the external environment, as consisting of economic
and socio-political forces, there is a need for conceptual schemata which
analyze these forces in an integrative fashion. We need to understand the
complex interconnections between economic and social forces. Isolating
“social issues” as separate from the economic impact which they have, and
conversely isolating economic issues as if they had no social effect, misses
the mark both managerially and intellectually. Actions aimed at one side
will not address the concerns of the other. Processes, techniques and
theories which do not consider all of these forces will fail to describe and
predict the business world as it really is.

While the corporate social responsibility literature has been important
in bringing to the foreground in organizational research a concern with
social and political issues, it has failed to indicate ways of integrating these
concerns into the strategic systems of the corporation in a non-ad hoc
fashion.
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The Organization Theory Literature

For the most part, the development of the stakeholder concept was dormant
during the 1960s. The exception was the work of several organization
theorists who tried to understand the organization-environment relation-
ship. While most of the these theorists did not specifically use
“stakeholder,” their work remains a constant source of insight. Eric Rhen-
man (1968) in Sweden explicitly used the stakeholder concept in his work on
industrial democracy.!s Rhenman argued:

We shall be using the term stakeholders to designate the individuals or
groups which depend on the company for the realization of their personal
goals and on whom the company is dependent. In that sense employees,
owners, customers, suppliers, creditors as well as many-other groups can all
be regarded as stakeholders in the company.

While similar to the SRI concept, Rhenman’s definition was narrower,
including any group who places demands on the company and on whom the
company has claims, rather than any group whose support is necessary for
the survival of the firm. Rhenman goes on to argue that a “stakeholders”
conception of the firm can lead to a theory of industrial democracy.!'¢
Rhenman’s use of the stakeholder concept parallels the use at SRI. Again,
he is interested in stakeholders at the generic level or as categories of par-
ticular groups. His narrow construal of the concept using “and” to denote
the fact that the company and stakeholder must have mutual claims could
rule out important groups, most notably government and adversarial
groups, who are dependent on the firm, but on whom the firm does not de-
pend.!”

During the same period several other organization theorists were con-
cerned with exploring the relationship between organization and environ-
ment, because organizational analysis which depended solely on looking
within an organization did not seem to have enough explanatory power. In
the early 1960s William Evan began to develop the concept of
“organization-set” which analyzes the interactions of an organization with
“the network of organizations in its environment.” Evan (1966) postulated
several concepts and hypotheses which could be used to study interorganiza-
tional phenomena, arguing that the majority of organizational research had
concentrated instead on intraorganizational relationships. Evan’s work led
to a host of subsequent research on interorganizational relationships, both
conceptual and empirical, which I shall not summarize.'®

During roughly the same period important conceptual models were
developed by Katz and Kahn (1966) calling for an “open-systems” approach
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to the study of organizations which focused on defining the organization
relative to the larger system of which it is a part, and by Emery and Trist
(1965) exploring the second order environments of organizations, the con-
nections which occur among environmental elements which affect the
organization. James Thompson’s (1967) classic study of organizations
resurrected the notion of “clientele” as a way to designate outside groups,
and used Dill’s (1958) notion of the “task environment” of the organization.
Thompson puts the notion quite simply as: “We are now working with those
organizations in the environment which make a difference to the organiza-
tion in question . . .”

It is precisely this notion of “those groups which make a difference”
which underlies the stakeholder concept, especially from the standpoint of
strategic management, since the concern for managers in the business en-
vironment described in the previous chapter should be the management of
the relationships of those groups which “make a difference.” Mahon (1982)
has argued explicitly that Thompson anticipates the stakeholder notion,
when his views on the social responsibilities of organizations are taken into
account. Lawrence and Lorsch (1967) proposed a model of “differentiation
and integration” whereby organizations segment themselves into smaller
units to deal with specific parts of the external environment, and the at-
titudes and beliefs that arise from such differentiation and the task of in-
tegration or “the quality of the state of collaboration that exists among
departments that are required to achieve unity of effort by the demands of
the environment.”'® Van de Ven, Emmett, and Koenig (1979) reviewed the
organization-environment literature and proposed several meta-conceptual
schemes for understanding the burgeoning research.

More recently Pfeffer and Salancik (1978) have reviewed the literature
and constructed a model of organization-environment interaction which
depends on an analysis of the resources of the organization and the relative
dependence of the organization on environmental actors to provide those
resources. While they do not explicitly define “stakeholders” they do claim:

Our position is that organizations survive to the extent that they are effec-
tive. Their effectiveness derives from the management of demands, par-
ticularly the demands of interest groups upon which the organizations
depend for resources and support.20

They go on to argue for a “radical” external view of organizations
where theorists look to the environment for most of the explanatory force
of organization theory. They argue that for the most part, while many have
claimed the need to look at the external environment, few theorists have
developed concepts which allow the environment to enter into the organiza-
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tional equation. Their definition of interest groups in terms of dependence
and resources, is again quite similar to the SRI concept of stakeholders.

More recently still, two volumes of essays edited by Nystrom and Star-
buck (1981) contain essays which assess the state of the art in understanding
the organization-environment relationship. Of particular importance is the
work of Aldrich and Whetten (1981) on the concept of “populations” of
organizations and their evolution, and network analysis which is claimed to
“go beyond” the concept of the “organization set” and the attention to
stakeholders. Pennings (1981) analyzes the concept of “strategically in-
terdependent organizations” and proposes a set of strategies which
organizations can use to cope with the uncertainty that comes with in-
terdependence. Other essays in these volumes, as well as in two additional
volumes of essays by Katz, Kahn and Adams (1980) and Van de Ven and
Joyce (1981), are rich sources of ideas for the development of the
stakeholder concept as it applies to strategic management. However, my
purpose is not to review the literature, but to show the intellectual roots of
the stakeholder concept.

The literature in organization theory stops short, for the most part, of
producing a framework for setting and implementing direction in organiza-
tions. For the most part it attempts to be purely descriptive. There is little
explicit “fit” between the organization theory literature and the strategic
planning literature, as well as the systems theory and corporate social
responsibility literature.2! Each of these streams of research is relevant to
the construction of a stakeholder approach to strategic management, and I
will build on the research and the insights of others in developing such an
approach. However, the results must be applicable to the problem discussed
in chapter one; namely, how can executives in corporations begin to under-
stand and manage in the external environment which they currently face?
My approach is inhetrently “managerial.” It is a “theory,” or more properly,
a “framework,” about managerial behavior, first, and organizational

behavior, second.

A STAKEHOLDER APPROACH TO STRATEGIC MANAGEMENT

While the history of the stakeholder concept, in all of its disguises is a
relatively brief one, the concept can be used to tie together a rich body of
literature. The major concerns of each main area of research are not
mutually exclusive. The concerns with formulating plans and systems of
plans for business level entities, with understanding the role of the corpora-
tion in social systems, with the social responsibility of business and the need
for integrative theories to explain the behavior of a large population of
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organizations and their environments are of vital importance to managers
and organizational researchers. The stakeholder concept can be useful in in-
tegrating some of these issues around the concept of organizational
strategy, that is around the issues of how organizations can configure
themselves and take actions to align themselves with the external environ-
ment.

Any strategic management model must deal with a number of key ques-
tions. The questions listed below are some which can be understood partially

in stakeholder terms.

What is the direction or mission of the organization? (Strategic Direction)
What paths or strategies will achieve such a mission? (Strategic Program
Formulation)

e What resource allocations or budgets must be made for the strategies to
be implemented? (Budgeting)

e How can we be sure the strategies are on track or in control? (Control)
What are the macro-systems and structures necessary for implementa-
tion? (Structure and Systems)

Subsequent chapters will discuss each of these questions in turn. Ex-
hibit 2.2 is a schematic of strategic management processes which can be used
to describe a number of actual processes in use in major corporations.
Lorange (1980) has explained each of these strategic tasks in detail.
Schendel and Hofer (1979) have cataloged the research in strategic manage-
ment according to these tasks and explicated the strategic management
“paradigm,” while Freeman and Lorange (1983) have offered a heuristic for
understanding and developing new research questions with respect to the
strategic management process.

The conceptual shift from “strategic planning” to “strategic manage-
ment” connotes an important move towards an action orientation. Planning
for stakeholder concerns is simply not enough. Programs and policies which
can be implemented and controlled, must be the results of these plans. Also,
the managers in a firm must do their jobs in a “strategic fashion,” i.e.,
under the umbrella of the direction of the firm. The stakeholder concept
can be used to enrich our understanding of each of these strategic tasks in
light of the internal and external changes in the business environment, by
giving managers and researchers a framework for understanding how these
strategic questions can be answered in the turbulent environment of most
U.S. corporations.

With all of the research cited above, it might legitimately be asked
whether organization theorists and managers need a “new” concept such as
“stakeholder.” While this criticism is well taken, I can reply that words
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ExuiBiT 2.2 Typical Strategic Management Process (Lorange, 1980)

Control —How do we know if
System we are on track?
/ ! \
Direction Strategic .| Budget
Programs
® Where are we ® How do we get to ¢ What is our
going? where we want to blueprint for
go? action?
e What business(es) e What are the cross- e How do we allocate
are we in? functional pro- resources for this

grams needed? year?
e What business(es) e What is our operat-
should we be in? ing budget?
Strategic budget?

y

make a difference in how we see the world. By using “stakeholder,’
managers and theorists alike will come to see these groups as having a
“stake.” “Stakeholder” connotes “legitimacy,” and while managers may not
think that certain groups are “legitimate” in the sense that their demands on
the firm are inappropriate, they had better give “legitimacy” to these groups
in terms of their ability to affect the direction of the firm. Hence, “le-
gitimacy” can be understood in a managerial sense implying that it is
“legitimate to spend time and resources” on stakeholders, regardless of the
appropriateness of their demands.

There is, of course, a broader notion of legitimacy which is at issue
here. Do all stakeholders have an equally “legitimate” claim to the resources
of the corporation? Is the problem of the distribution of the goods and ser-
vices of the corporation to be left up to the marketplace? Or, is it to be solved
in virtue of the political “clout” of various stakeholder groups? For the
present time I shall put these questions aside, not because they do not bear
fruitful research, but rather, I believe that first we must understand the
weaker sense of “stakeholder legitimacy”: if you want to be an effective
manager, then you must take stakeholders into account. If we can integrate
the concerns with multiple groups, from government to owners to
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customers, we will be in a better position to answer the important policy
questions which the stakeholder notion raises.??

In line with Thompson’s (1967) claim, “stakeholder” should denote
“those groups which make a difference,” or more formally:

A stakeholder in an organization is (by definition) any group or individual
who can affect or is affected by the achievement of the organization’s ob-

jectives.

It is obvious from my argument in chapter one why those groups who
can affect the corporation should be “stakeholders.” The point of strategic
management is in some sense to chart a direction for the firm. Groups
which can affect that direction and its implementation must be considered
in the strategic management process. However, it is less obvious why “those
groups who are affected by the corporation” are stakeholders as well, for
not all groups who can affect the corporation are themselves affected by the
firm. I make the definition symmetric because of the changes which the firm
has undergone in the past few years. Groups which 20 years ago had no ef-
fect on the actions of the firm, can affect it today, largely because of the ac-
tions of the firm which ignored the effects on these groups. Thus, by calling
those affected groups “stakeholders,” the ensuing strategic management
model will be sensitive to future change, and able to turn new “external
changes” into internal changes. One way to understand the definition is to
think of the stakeholder concept as an umbrella for the problems in business
strategy and corporate social responsiveness. To be an effective strategist
you must deal with those groups that can affect you, while to be responsive
(and effective in the long run) you must deal with those groups that you can
affect.

Some research already exists which explicitly uses the stakeholder con-
cept in this form, and I shall briefly summarize it here, returning to its
claims in subsequent chapters.

Sturdivant (1979) investigated the question of whether the values of
senior management and certain stakeholders in the firm were different. He
used a previously tested instrument, the Sturdivant-Ginter questionnaire,
and surveyed a wide sample of activist groups. Sturdivant found that there
were fundamental differences in the values of executives and activists as
measured by this instrument.

Sonnenfeld (1981) surveyed the forest products industry in an attempt
to define the whole array of public issues and responses to these issues. He
measured the amount of interaction time that each relevant functional
department had with stakeholders, and surveyed stakeholders to determine
their perceptions of the companies’ responsiveness to public issues. Son-
nenfeld’s study was the first in-depth analysis of an industry using
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systematic surveys and interviews as data. The findings of his study will go a
long way towards understanding the ability of strategic management models
to respond to public issues.

Chakravarthy (1981) studied the ability of several companies in the
coal industry to respond to environmental change. The issues which he
studied were more far-reaching than previous studies, since he developed a
model for adaptation using in part the stakeholder concept, for both
business and public issues. Miles (1982) conducted an in-depth analysis of
the tobacco industry and tried to merge the concepts to corporate strategy,
“constituencies,” and business-government relations. Tiffany (1982) analyzed
the evolution of the steel industry since the turn of the century showing the
complex interactions and the conscious strategies which were put in place to
manage stakeholder groups.

Emshoff and Freeman (1979) reported the results of a specific interven-
tion with New England Telephone on a more traditional “business” issue,
which was surrounded by a number of stakeholder concerns, and began to
develop several prescriptive propositions for management. Emshoff and
Freeman (1981) applied a specific managerial process in a clinical study of
the U.S. Brewer’s Association and the problem of beverage container
legislation. Emshoff and Finnel (1979) used the concept in an analysis of
strategy formulation in another clinical study, and Mitroff and Emshoff
(1979) and Mason and Mitroff (1982) have used the concept in a number of
ways in their formulation and testing of “strategic assumptions analysis.”
Emshoff (1980) combines stakeholder analysis and strategic assumptions
analysis into a general strategy formulation model. Freeman and Reed
(1983) argue that the stakeholder concept can be used to understand the cor-
porate governance debate, and Freeman (1983) uses the stakeholder concept
as an umbrella for strategic management.

In the following chapters I shall continue within the stream of this
research, enriching it by drawing on the literature mentioned above, and ex-
panding it by developing the stakeholder concept into an approach to
strategic management. To do so necessitates an analysis of a broad range
of strategic tasks, from strategy formulation to organization structure, and
a number of additional concepts. My emphasis throughout will be on
strategic management, that is, how can the stakeholder concept be used to
enrich our understanding of how organizations do, and should, set and im-

plement direction.
A NOTE ON MANAGEMENT THEORY

I believe that management theory is inherently prescriptive, though not in
the sense that prescriptions are ungrounded and bear no relationship to
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descriptions of real organizations. The stakeholder model developed here is
prescriptive in the sense that it prescribes action for organizational
managers in a rational sense. “If you want to manage effectively, then you
must take your stakeholders into account in a systematic fashion,” is a
prescription, but, it is fundamentally different from “You ought to com-
municate with critics.”?? I am more certain about the relevance of the first
kind of prescription than of the latter. I do believe however, that managers
must understand those value statements which the second prescription il-
lustrates. And indeed, the point of formulating enterprise level strategy is to
understand those value statements.

Good theories of management are practical, that is, they are relevant to
practising managers. Not only do they predict what may happen and allow
managers to adjust to those predictions, but they explain the existence of
certain phenomena (which the theory is about) and the relationships which
these phenomena bear to other phenomena. The stakeholder approach is
about groups and individuals who can affect the organization, and is about
managerial behavior taken in response to those groups and individuals. I
hope that the attention to such detail in the following chapters will be prop-
erly construed as an attempt to be clear about the practical implications
and the limitations of the stakeholder approach. Because good theories are
practical, it is often said that such relevance comes at the expense of “rigor.”
I believe however that this argument misses a logical point. Any theory or
model which is not logically or conceptually rigorous will not be practical. It
simply will not guarantee that the conclusions which managers may draw
from it are valid. It is not necessary for the theory to be empirically tested
for it to be true. However, the more empirical evidence there is for the
propositions of the theory, the more confidence we have in it. The role of em-
pirical support for a theory is important both in constructing and in
validating a theory, however, conceptual rigor outweighs empirical support.
My purpose is to develop a rigorous statement of a stakeholder approach to
strategic management. However, I shall concentrate on constructing the ap-
proach rather than on the empirical research which can be adduced to
validate it. I believe that there is too little theory in strategic management,
and I hope to add a modest number of theoretical propositions using the

stakeholder concept.

SUMMARY

The stakeholder concept has developed in a number of disciplines over the
course of its history. The literature in strategic planning, systems theory,
corporate social responsibility and organization theory can be used to
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develop an approach to strategic management. I have claimed that there is a
need for an inclusive definition of stakeholder including as stakeholders,
those groups who can affect or are affected by the achievement of an
organization’s purpose. And, I have speculated that approaches to strategic
management, such as the one developed in subsequent chapters, must be
prescriptive of effective managerial actions as well as conceptually rigorous.

NOTES

1. The precise origins of “stakeholder” were surprisingly difficult to track down.
Ackoff (1974) credits Ansoff (1965) and quotes the references in Ansoff’s book
to Abrams (1954) and Cyert and March (1963). Mason and Mitroff (1982) at-
tribute the term to Rhenman (1968). An anonymous referee for Applications of
Management Science pointed out to me that the concept had originated at SRI,
which I duly acknowledged in Emshoff and Freeman (1981). Soon thereafter Dr.
William Royce, of SRI International, in private correspondence, recounted the
story of Ansoff, Robert Stewart and Marion Doscher at Lockheed and SRI in
the early 1960s. Professor Kirk Hanson of Stanford then pointed out to me that
Rhenman was visiting at Stanford while he was writing Industrial Democracy in
the Workplace. A trip to SRI International in the summer of 1980 and a talk
with Dr. Royce and Dr. Arnold Mitchell clarified a number of historical issues.
They were gracious enough to share some original files from that period of time,
and to them and to SRI, International, I am grateful.

2. William Royce, private correspondence.

3. The necessity of analyzing social and political issues together with economic and
technological ones is argued in Ansoff (1979), Hayes and Abernathy (1980) and
Charan and Freeman (1980) as well as numerous other places. The split between
“economic” and “social” analysis has always been conceptually arbitrary, or at
least since the beginnings of modern utility theory as a foundation for economics
(von Neumann and Morgenstern (1946)). Rational agents have preferences over
many kinds of things, only some of which are measured in dollar terms. The
concept of rationality is much broader than some business theorists pretend. See
for instance Schelling (1960, 1978), Buchanan and Tullock (1965) as well as the
work of many other “decision theorists.”

4. A word of caution about the role that definitions play in theories is appropriate
here. Quine (1960) claims that “sentences do not confront the tribunal of ex-
perience alone.” Austin (1961), Wisdom (1953) and Wittgenstein (1953) and the
resulting literature in philosophy of language give quite complex and
sophisticated analyses of the role that definitions play in languages.

5. For a brief history of the business policy “paradigm” see Ansoff (1977), Hofer,
Murray, Charan and Pitts (1980) and Schendel and Hofer (1979, 1979a).

6. See Utterback (1979) for an analysis of environmental scanning as a strategic
task.

7. For a sample of the strategic planning and management literature from multiple
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10.

11.

12.
13.

14.

15.

16.
17.
18.
19.
20.

21,
22.

23.
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points of view see Abell (1980), Ansoff (1979a), Ansoff, Declerk and Hayes
(1976), Grant and King (1979). Hofer and Schendel (1978), Lorange (1979,

1980), Porter (1980), Schendel and Hofer (1979) and Vancil (1979).

. The precise origins of systems theory are hard to determine. Certainly Barnard

(1938) is a candidate for founder. However, the systems perspective on problem-
solving goes much further back. Descartes (c. 1628) argued that both analysis
(breaking things down into its component parts) and synthesis (building things
up by seeing what they were a part of ) went together in his oft-derided “rational
method.” See Churchman (1971) for an attempt to relate the systems approach

to traditional philosophy.

. See Astley (1981) for a recent attempt to work out this notion of collective

strategy.
The literature is too enormous to document fully here. See Carroll and Beiler

(1977), Sturdivant (1977) and Post (1978, 1981) for reviews of the literature.
For a commentary on this period of time in the U.S. see Broder (1981), Calleo
(1982), Halberstam (1969), Schlesinger (1965) and White (1982) for a sample of

views.
For a different use of the “stakeholder audit” concept see Freeman, Banker and

Lee (1981) and chapter Four below.
An interesting argument which turns on the theory of public goods is Keim

(1978, 1978a).

While too much cannot be made of the way in which professional organizations
choose to organize themselves, it should be noted that such an organizational
principle could tend to reinforce the split between “business” and “social” issues
from an intellectual standpoint.

Mason and Mitroff (1982) mistakenly give Rhenman credit for developing the
stakeholder concept. Professor Kirk Hanson’s help in tracking down the in-
fluence of Rhenman on the development of the stakeholder concept is gratefully

acknowledged.
Curiously enough, the stakeholder concept does not play a role in Rhenman

(1973).

If we replace “and” with “or” in Rhenman’s definition we get a concept similar to
the one developed throughout this monograph.

See for instance Hirsch (1972), Terreberry (1968), and Evan (1972) for a few of
the many applications of this concept.

Page 11 of Lawrence and Lorsch (1967). I shall address the implications of the
stakeholder approach to the functional disciplines of management in chapter
eight below. )

Page 2 of Pfeffer and Salancik (1978).

Rhenman (1973) is an exception.

The broader question of stakeholder legitimacy, and ultimately the justification
of the modern corporation is beyond the scope of the present book, and is the
subject of a joint research project with  W.M. Evan. Evan (1975) raises these
questions in essentially a stakeholder framework.

Kant (1787) distinguished between hypothetical and categorical imperatives.
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Modern conceptions of rationality have to do with hypothetical imperatives, such
as “if you want to maximize market share, then you must deal with consumer ad-
vocates.” While such statements are normative, they are not absolute. The
means-ends relationship and the linkage between what is rational and what is
moral is often misunderstood. See for instance Sen and Williams (1982) for a set
of recent essays on the connection.




