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			Preface

			This book came about due to a burning desire to convey research-based knowledge on radical change and innovation in an established firm in an engaging way to students and practitioners. Our aim is to move beyond the narrow conversations among academics where we only communicate through scholarly papers in largely incomprehensible language (at least for anyone outside of academia).

			The book is based on RaCE1, a research program at the Norwegian School of Economics (NHH), which aims to explore and theorize how established companies can become more innovative. We believe in Darwin and selection, and that innovation often happens through newly established, eager businesses, but we also believe that established firms can become more innovative and survive in a rapidly changing environment. However, this is not easy, and many established firms struggle to balance exploitation and exploration. This makes it all the more interesting to take a closer look at established firms’ efforts to innovate and renew themselves.

			Our professional foundation lies within strategy, organization and management. We have previously conducted research and written about change capacity as a muscle that organizations can develop to handle a high pace of change. In this book we build on our previous insights from change capacity, while turning our focus to changes that aim for renewal and innovation. In particular, we are concerned with the strategic choices established firms make, how they structure the organization to reach their strategic goals, and how they exercise leadership. We draw on existing research within the fields of strategy and management to shed light on the problems and challenges managers face during innovation and renewal. The purpose is not to give a complete picture of all the research that exists in the field, but rather to carefully select what we find most relevant and interesting.

			To ensure that the book is also relevant for practitioners, the two professors in the team, Christine Meyer and Inger Stensaker, are accompanied by two experienced practitioners, Rune Bjerke and Anne Cathrin Haueng. Rune has experience as a senior manager and CEO in several companies, not least in DNB, which is a corporate partner in the RaCE project; Anne Cathrin has been a senior consultant and partner advising major firms in both the public and private sector and was employed in Deloitte (another RaCE corporate partner) when this book was written.

			Another key feature of the book is the inclusion of many current and relevant cases. These cases serve to illustrate the theoretical frameworks about how established firms can renew themselves and innovate.

			The book is much more than a product of a four-way collaboration drawing on our own knowledge of research and practice. In the spirit of open innovation, we have reached out and asked for help and contributions to the book, and the response has been overwhelming, particularly when it comes to contributing to the cases. While some of the cases are based on extensive data material collected through our research project, other cases have been developed for this book through conversations with managers and/or based on publicly available documentation. We would like to thank all the managers we have interviewed for the cases, our master and doctoral students, the people who have read through individual chapters and those who have commented and reviewed the whole book. This book would not have seen the light of day without your amazing support and encouragement.

			Given the number of people involved, this has been a truly innovative and creative project, and the result is a book that none of us could have produced singlehandedly. We have learned so much along the way, and our hope is that you will too.

			Bergen and Oslo

			Christine Meyer, Inger Stensaker, Rune Bjerke, Anne Cathrin Haueng

			

			
				
					1	 RaCE = Radical Technology-Driven Change in Established Firms, a research project at the Institute for Research in Economics and Business Administration (SNF)/Norwegian School of Economics (NHH) funded by the Research Council of Norway in partnership with Deloitte, DNB, Laerdal Medical, and Telenor.
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			A foggy landscape

			“Where will DNB be in ten years, Rune? Tell us about your future dreams and how you envision the bank, and we will follow you.” These kinds of questions and challenges had been on my mind for a long time, nagging away at me and creating nightmares rather than dreams. In short, I did not have the answers. I hesitated. My words were vague and I spoke in general terms. Was I a man without vision? Was I unable to spot and understand the trends and developments well enough?

			A leader is supposed to show the way. The course must be set out in the strategy documents and employees expect that management has a superior understanding of what is going on. Leaders should be the best at sensing the environment – not only the competitive landscape but also threats and opportunities, today and into the future. Maybe my doubts were a sign that I did not have the right capabilities as a senior manager.

			After almost a decade as a senior manager, I was more confident. My future vision was clearer, but alas there was no epiphany in sight. On the contrary, what I did see was that the horizon was short, that visibility was poor, and that complexity was growing. No one can clearly see ten years forward in time – not even five. However, my personal growth as a senior manager and increased confidence made it easier to answer more honestly and sincerely. The truth is that no senior manager can know where the business will be in ten years’ time. When challenged about future predictions, I began responding with “I have no idea.” It is demanding enough to make estimates for the year ahead. Annual budgets have long since been overtaken by more flexible beyond budgeting practices.

			Today’s reality is that the pace of change is growing faster and faster. Change can strike with tremendous force or can emerge in seemingly small steps that lead to big movements. New and old competitors are constantly attacking parts of the value chain in unexpected ways, and the concept of disruption has shaken several industries to the core. “But what I’m absolutely sure of,” I added, “is that if we’re not at the forefront of development, we’ll be left behind. We have to be in the top 10% most innovative companies in our industry. We must lead the way in the development of new services and products. We have to understand the customers’ changes in needs and expectations, faster than most. And we must be better at adopting new technology and new channels to make production processes easier. If we manage to do that, we don’t need to be so concerned about epiphanies.”

			As a senior manager I wished I had a book that could have guided me in my endeavors to build innovation capacity in the organizations I managed. Fortunately, I have now been part of writing such a book. My greatest wish is to help current and aspiring managers and consultants navigate in a foggy landscape and take measures to prepare the organization for the future – into the unknown.

			Rune Bjerke
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			Chapter 1

			Innovation capacity

			What is innovation capacity? Why is it so hard for established firms to become innovative? These are the questions we will attempt to answer in this chapter. Like many instinctively intuitive terms, it is much easier to recognize innovation and innovation capacity when you see them than to clearly define what they are. The meanings of the terms are often influenced by our backgrounds. It’s like the story of the blind men who were asked to identify an animal solely by touching an elephant. Each of the men found different parts of the elephant; the trunk, the tail, different parts of the body and legs, and each gave a completely different, albeit correct, description of what an elephant is.

			We will begin this chapter by briefly discussing why it is so difficult for established firms to innovate. Next, we will examine different ways to define and classify innovation and explain our position in this book. Once we have defined innovation, we can approach the subject of innovation capacity. We will start with the companies’ dynamic capabilities and combine these with the complementary capabilities needed to develop and scale products and services. On top of this there must also be collective engagement to create the drive and desire to enter unknown waters.

			Innovation in established firms

			The starting point in the development of innovation capacity is that businesses need to balance current business and future opportunities (O’Reilly & Tushman, 2004). If all one’s resources are spent on efficiency and improving current business, the firm may lose its competitive edge or fall behind in the future. Competitors have found new, better ways to deliver products and services to customers, new players have entered the market with completely new business models, and new technology has broken ground in working smarter and getting products and services into the market faster.

			With an increased pace of change and higher demands from customers to innovate faster and more frequently, there has been a growing recognition that companies need to allocate resources for innovation alongside their daily operations. This is not like a contractor who can build a house from the ground up. This renovation has to happen while you’re still living in the house. Performing innovation activities in the middle of operations isn’t easy, primarily because acute issues will always take top priority, but also largely because operations and innovation require completely different management and leadership principles and cultures. While making a mistake can be catastrophic in operations, making mistakes will be a natural part of an innovation culture. In order to innovate, you must give up control and not overwhelm innovation groups with comprehensive demands for reporting and fast results.

			For this reason, leaders must keep two thoughts in mind at once: one, how to drive efficiency and improve daily operations and the existing product portfolio, and two, how to innovate and create new business opportunities.

			Established firms have generally developed good procedures for driving continuous improvement by improving efficiency in production processes. However, innovation may pose more of a challenge, particularly if the new innovations threaten the existing business. Established firms tend to develop an immune system that strikes down business opportunities that are radically different, or that challenge what already exists. Because they become so skilled at improving efficiency, they also develop a structural and cultural inertia, making it difficult to change and renew the business. The potential revenue of new business opportunities is also highly uncertain, making this skepticism understandable and rational. Often, all revenue will come from the established firm area, and there will be significant uncertainty about whether, and when, income can be expected from the new area. However, an established firm that does not renew itself will, in the longer term, face completely different challenges, and risks becoming extinct. As such, most will agree that even established firms must build capabilities to innovate.

			What is innovation?

			There are countless definitions of innovation, some more appropriate than others. Matt Ridley (2020) states that innovation is one of the world’s least understood concepts – while still being one of the most important drivers of growth. Economists have long struggled to explain something that cannot be attributed to labor and capital and have simply characterized it as an unexplained residual factor. Fortunately, newer growth theory now accounts for innovation as an independent factor by including knowledge production. However, the concept of innovation is still poorly defined.

			Ridley states that innovation – like evolution – can be described as a process in which we constantly discover new ways to reorganize the world, ways that are not likely to emerge on their own but that are useful. Useful is indeed a keyword here. There are numerous examples of innovations that flop because they are far too advanced and expensive or because they are too incomplete. Nobel laureate and economist Edmund Phelps shows how innovations are often inspired by other contexts and countries, therefore defining innovation as a new method or product that becomes a new practice somewhere in the world. For example, the mobile payment solution Vipps was not something the Norwegian commercial bank DNB invented from scratch. When DNB developed Vipps, there were already a number of digital wallets in Europe, including Danske Bank’s Mobile Pay.

			In practice, it is a little difficult to distinguish what should be considered an innovation and what is better described as an improvement. The boundaries are fluid, which also makes it difficult to measure the extent of innovation in a business, let alone a country. Our goal is not to operate with sharp distinctions but to examine innovations from a strategic perspective and focus on innovations intended to go beyond incremental improvements in existing products and processes. Therefore, the organizational solutions we discuss in this book assume that to (radically) innovate, businesses must implement structural measures either within or outside their organizational boundaries.

			There are many different types of innovations. We are concerned with both product and service innovation, as well as process innovation. The latter is about the way new products and/or services are developed. In this book, we will draw on three different frameworks for classifying innovations. Each provides insights into what can be characterized as disruptive or transformative innovations as opposed to the less radical ones, where one can largely build on what has already been done. What may be considered disruptive, transformative and/or radical will often vary in different innovation frameworks. The key point is that this type of innovation will be far from the current core business.

			Disruptive innovations

			Clayton Christensen coined the term disruptive innovation in his 1997 book The Innovator’s Dilemma. Christensen’s precise definition of disruptive innovations is that they either start at the lower end of the market where customers had a low willingness to pay, or open up new markets that did not previously exist. In his 2015 Harvard Business Review article (Christensen, Raynor & McDonald, 2015), he stated that the term had become a victim of its own success and that inaccurate uses of it had rendered it practically vacuous.

			In the last book Christensen wrote with two colleagues before his death (Christensen, Ojomo & Dillon, 2019), he elaborated on his previous definition of disruptive innovations by putting them into a sustainability context, the goal being to combat global poverty. In this book we will distinguish between three types of innovations: efficiency innovations, sustaining innovations, and market-creating innovations (see Figure 1.1).

			Efficiency innovations enable businesses to do more with fewer resources, but do not create a foundation to acquire new customers. Many car manufacturers are skilled at this type of innovation, such as replacing the work force with robot technology. This type of innovation, which can be performed within existing operations, is not the primary focus of this book. 
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			Figure 1.1	Different types of innovation (inspired by Christensen)

			The second category, sustaining innovations, includes innovations that are aimed downstream toward the customer and seek to improve deliverables, particularly for existing customers who require better performance. Examples of this can be found in the various new and consistently improved versions of online and mobile banking, or the development of products in an environmentally friendly direction. The vast majority of product and service innovations will fall under this category.

			Last but not least, there are innovations that can be characterized as being more disruptive and are aimed at creating new markets and attracting new customer groups. This type of innovation will typically seek to attract customer groups that currently do not consume the product or service, either because it is too expensive, too inaccessible, or simply because it is a completely new product or service that the customer has not imagined. In other words, there is no market yet, and the market must be developed. Examples of innovations that approach completely new customer groups include the Ford Model T, which made it possible for completely new groups of Americans to buy cars, as well as microloans, which built a foundation for impoverished people to start their own businesses. Alibaba’s establishment of a B2B (business-to-business) web platform can also be characterized as a disruptive innovation. This innovation opened the global market for small and medium-sized businesses in China. Alibaba is a case study that we will take a deeper dive into when we come on to ecosystems in the third part of the book.

			Christensen’s classification of innovations thus says something about where and how value is created through new development. Established firms face a dilemma, because the better they are at listening to existing customers and meeting the needs of the customers they have today, the greater the danger will be that they fail to spot possible disruptive innovations.

			In this book, we will use Christensen’s terms regarding disruptive innovations in a somewhat broader sense than he himself defines them, and we will include radical innovations that do not necessarily come from the end of the market with a low willingness to pay. Such a broader understanding of disruptive (or frame-breaking) innovations is in line with innovation researchers such as O’Reilly and Tushman (2016).

			The innovation landscape map

			Christensen’s framework will form the foundation for the discussion of innovation capacity in this book, but we will also draw some inspiration from Pisano’s (2019) innovation landscape map. The innovation landscape map distinguishes between innovations that require new technological expertise and new business models (Pisano, 2019). The strength of this framework is that it explicitly deals with the established firm to assess what needs to be changed, and it matches the basis for the various organizational solutions we outline in Parts 2, 3, and 4. Furthermore, Pisano’s innovation landscape map more explicitly indicates that the innovations may also entail changes to business models. For illustrations of the different types of innovations, see Figure 1.2.
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			Figure 1.2	The innovation landscape (adapted from Pisano, 2019)

			Some innovations will be of such a quality that it will not be necessary to change one’s technological expertise or one’s business models. Examples of this are when Intel releases a new processor, or Apple launches a new version of the iPhone. Other innovations require changes to business models without necessarily requiring new technology. When Uber entered the taxi market as a new player and challenged existing taxi companies, it put pressure on the business models of the established companies. Very few went as far as developing ride-sharing services, but many developed new web platforms and offered payment in advance. There are also many innovations that require changes to the businesses’ technological expertise without demanding changes to business models, such as efforts by established car manufacturers to develop electric cars. For established car manufacturers, it has been much more difficult to develop new technology than it has been for companies like Tesla, which was able to start with developing electric cars right from the start. Last, but not least, there are innovations that require changes to both business models and technological expertise, such as when digital technology reached the media companies and advertising income dropped like a stone. It has taken a long time for media houses to develop new, sustainable business models.

			The cases we present in this book fall within the three quadrants that require changes either to business models, or to technological expertise, or both. Innovations that fall within existing business models and technological expertise will not be central – as a rule, they tend to be more incremental, and can be implemented within existing operations.

			Innovation portfolio

			The two latter categorizations from Christensen and Pisano are useful for specifying what types of innovation are being discussed in a single, specific example, as well as what changes will be needed at the established business. However, they say little about the composition an established firm should have for their investments into innovation. It is therefore relevant to bring in a different, yet related perspective on innovation developed by Nagji and Tuff (2012), which involves the suggestion that businesses should develop a portfolio of different innovation investments.

			The portfolio perspective looks at the entire established firm and maps all innovations to create an overview. Innovations may then be classified based on how close or far away they are, relative to the company’s existing business. Here, we can distinguish between innovations that take place at the core, or in adjacent areas, or completely at the margins of the company’s current business, depending on how far one moves away from existing products and markets. The further you go toward the periphery, the further you move away from the existing product portfolio. The thinking behind this innovation framework (Nagji & Tuff, 2012) is that the business should have a portfolio of different innovation initiatives at different levels, but with most innovation staying close to the core business. 

			The challenge for the majority of businesses, in the authors’ view, is that you place all innovation inside the core, forgetting to also invest in adjacent and transformative innovations. This leaves the company ill-prepared for disruptive innovation. Nagji and Tuff (2012) refer to a common distribution in which 70% of the innovations take place in the core, 20% in adjacent areas, and 10% in transformative initiatives, but they also state that these proportions will vary for different companies and industries. The key point is to have a conscious relationship to investments in different types of innovations. Among the different solutions we outline in the book, some will primarily aim to innovate in adjacent business fields, such as the ambidextrous solution. Other solutions, such as innovation at the edge, will be based on innovations that may be transformative for the organization.
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			Figure 1.3	The innovation portfolio (Nagji & Tuff, 2012)

			In short, when we discuss innovations in this book, we remain at the strategic level. Although efficiency improvements may be important and may create value, we are more concerned with downstream innovations that create new value for the customer, as well as disruptive innovations that attract completely new customers and create entirely new markets. We will take with us the consideration that innovation may create a need for both new business models and new expertise at the business. We will also take with us the portfolio considerations, which make visible how companies often work with several different types of innovations at once – some of which will (and should) be further from the core than others.

			Now that we have explained what types of innovations we wish to include, the next question is what is meant by innovation capacity.

			Innovation capacity

			Building innovation capacity is akin to building a muscle that makes us more capable of innovating than if we had not built such a muscle. It can be compared to winning a ski race. If you are well trained, you will be more likely to take home the gold, but at the same time there’s no guarantee that you are going to end up on the podium. Going through hard training is a prerequisite, but is not enough. There must also be some talent behind it. Yet even that is not enough. Many have both talent and are well-trained, but they don’t have the drive and the passion to throw themselves into the contest and put in that extra effort needed to win.

			Finally, innovation capacity is about succeeding not just once, but over and over again. Luck or coincidences that lead you to victory or an unexpected breakthrough may seem like flukes, but is that accurate? “The more I train, the luckier I get” is one of the most quoted statements among Norwegian sports legends. Kjetil André Aamodt said it after winning a gold medal by one-hundredth of a second.

			Transferring this to organizations, we need some capabilities to develop innovation capacity, and we will draw on the theory on dynamic capabilities. Next, we must ensure that we can scale up innovation by having employees with the right expertise (e.g., linked to new technology) allocated to innovation tasks and that there is a system around them that supports the development of innovations. Often, such complementary capabilities take time to develop, and it is not simply a matter of employing many new technologists and hoping for a miracle to occur. Furthermore, there is a need for collective engagement among the employees who drive this development forward, and that they do not give up as soon as they face some resistance.

			Figure 1.4 shows the three components that make up innovation capacity:

			1.	Dynamic capabilities

			2.	Complementary capabilities

			3.	Collective engagement
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			Figure 1.4	Innovation capacity

			Dynamic capabilities

			To manage their business in increasingly volatile, uncertain, complex, and ambiguous conditions (also known as the VUCA conditions) (Teece, Pisano & Shuen, 1997; Teece, 2020), business leaders need to build dynamic capabilities in their organizations. Dynamic capabilities are distinguished from more ordinary capabilities, which are primarily intended to achieve efficient daily operations in the existing business. The dynamic capabilities are aimed at future occurrences, and how the business can survive in competition or best handle its future mission.

			The dynamic capabilities can be divided into three different pillars: sensing, seizing, and transforming. These capabilities build on each other and follow a logical sequence; see Figure 1.5.
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			Figure 1.5	Dynamic capabilities

			Sensing

			Sensing opportunities is about identifying technological opportunities, customer needs, and strategic challenges. In order to detect developments in the external environment, the organization needs to develop strong peripheral vision and pick up on weak signals that are of relevance to the business, such as new regulations that are waiting in the wings, socio-political changes, and technology trends.

			Professor Rita McGrath (2020) wrote an entire book about the need for businesses to pick up on weak signals to discover shifts before they happen, calling this capability “seeing around corners”. Through continuous and systematic monitoring of one’s surroundings, senior management can prioritize what they seek to deal with as well as identify new opportunities.

			In large organizations, there may be many different environments that extend their antennae out into their surroundings and that may potentially sense what is happening in the world around them. On the one hand it is an advantage that so many have their feelers out, but for senior management to do a good job of prioritizing, there will be a need to gather this knowledge and systematize it as opposed to letting it stay dispersed among various entities. However, taking a position on how broadly one should be sensing is not simple. Sensing too broadly can easily lead to a lack of focus, whereas excessively narrow sensing may result in a failure to pick up on weak signals in one’s surroundings. Although we often discuss sensing as something that is done outwardly, toward the environment, sensing can also mean identifying needs in the market that are not yet known. This has been Apple’s trademark in their radical innovations. Apple has created needs as opposed to picking up needs in the market. In the case study on Norwegian broadcaster TV 2, which we will be returning to in Part 4, ideas arose within the organization itself in response to TV 2’s own needs. The services were then spun out and developed further because they also covered the needs of other media actors.

			Sensing also requires expertise among those who are doing the sensing. DNB’s New Tech Lab, which has been given the mandate of sensing and developing radical innovations, has established an office in Silicon Valley. The goal is not to perform innovation tourism but to acquire knowledge on what movements are happening and to be perceived as a serious player with whom it is worth sparring. The New Tech Lab has a role within the DNB group to keep up with what is happening in the market, and has also developed its own innovation pulse, DNB Tech Radar, which aims to keep everyone at the bank up to date on the latest trends. However, New Tech Lab is not satisfied with simply sensing what is happening in its surroundings in the short-term. Instead, it is also attempting to look into its crystal ball and imagine a future where for example, we no longer need a mobile phone.

			Seizing

			However, it is not enough to just sense and understand what is happening or what might happen. One must also be able to seize the opportunities in timely ways. This second dynamic capability pillar – to seize opportunities – says something about how quickly an organization can utilize ideas that emerge internally and/or externally from their surroundings. At TV 2, a key figure gave employees the time and space to develop their ideas internally. At Nokia, management sensed and understood the technological shift in its surroundings toward smartphones, but were unable to seize the opportunity and turn this knowledge into developing its own smartphones. Interestingly, this was related to the decision-making culture at Nokia. There was a gap between middle management and senior executives, and the decision-making culture had developed to become a culture of fear in which middle management didn’t dare to tell the senior management how the company was actually doing (Vuori & Huy, 2016).

			There are different ways to seize opportunities, and even if you sense and discover promising ideas, it is rare that an established firm can quickly incorporate new ideas into its own organization. For this reason, incorporating innovations into one’s own organization is hard work and often places demands on flexibility, management, and decision-making skills. Furthermore, the timing needs to be right. Sometimes management makes a good choice and gets the timing right for the market, but it is also easy to make the product or service available before the customer base is ripe for it.

			Transforming

			The third dynamic capability concerns transforming the business. This means that you can set up the various elements in the organization (see Chapter 2 for a visualization of the different elements) to build innovation capacity. This way, the transformation takes the next step from sensing and seizing opportunities to working with all the organizational structures and processes in the organization. This may entail managing counter-acting forces as well as changes to the internal culture in order to create a more dynamic organization that is open to the outside world and better suited for adaptation.

			Companies with well-developed dynamic capabilities will be able to sense and seize opportunities before their competitors and change the organization without undermining their regular operations. In some cases, this may mean cannibalizing current revenue streams. Well-developed dynamic capabilities may also be a strength with regard to the surroundings by being better suited to shaping and affecting players as opposed to simply being affected. However, this is not sufficient for building innovation capacity. Complementary capabilities will be needed to develop and scale the innovations to a level that makes the new innovations competitive or useful to the organization.

			Complementary capabilities

			While the dynamic capabilities ensure that the business can identify and seize new opportunities, the complementary capabilities will be aimed at developing and scaling the innovations. The complementary capabilities can typically be characterized as more ordinary capabilities, but they are applied in the innovative part of the businesses to develop and scale the innovations. They will also incorporate new capabilities that will become ordinary in the future (such as those related to technology) that so far, the established firm has not developed.

			In his groundbreaking article on complementarity, David Teece (1986) claims that it has long been a mystery that the businesses that are first to bring products and services to the market are often not the ones who are first able to realize the profits, while number two or three in the sequence of innovators succeeds instead. One explanation for why this happens is that the first innovator lacks complementary resources or capabilities. This may relate to marketing, production, customer support, or other complementary capabilities that are needed to scale up the production of the product or service. Start-up businesses usually lack complementary resources and often underestimate their value, and this is one of the main reasons start-up businesses fail (Eisenmann, 2021). Access to complementary resources may therefore be a reason for a start-up to seek collaboration with established firms. In ecosystems, a lack of complementary resources may limit growth and create bottlenecks. In the case study of Alibaba, the establishment of businesses with complementary skills in payment and logistics operations for the company’s e-commerce platforms were completely essential to achieving growth in the ecosystem.

			There are several ways for an established firm to work on scaling. Firstly, it is possible that the business already has many of the complementary resources needed to scale the product or service. One of the reasons DNB succeeded in launching Vipps was that the bank had a professional marketing system. Just four months after its launch, Vipps had a million users. However, DNB was also aware of the fact that it needed to recruit new technical expertise to boost the volume of its innovations. For this reason, the bank hired a whole host of technologists at once. Over a few years, DNB went from 14% of all new hires being technologists to 50% having a background in technology.

			In the industrialization of the offshore windmills in the Ørsted case study, which we will be returning to in Part 2, complementary resources played a key role. In order to create a product that could compete with other energy sources, Ørsted had to reduce the cost of its offshore windmills, and management set a highly ambitious goal of reducing the cost to 100 euros per megawatt hour. In order to achieve this, it had to crack the code of going from large, industrial single projects, in which it had expertise from constructing major coal power plants, to the industrial production of offshore wind farms. For this reason, it hired a new manager with experience from the car manufacturing industry in Sweden.

			Another way to scale up is to acquire complementary capabilities externally, either through sourcing agreements or through different types of partnerships. For example, if the scarce factor is technical expertise, the established company can boost innovation capacity by cooperating with a more technically oriented business that has IT developers. How quickly this may get up and running depends on issues such as the trust between the parties, as well as the different parties’ skills in collaboration. However, as we will demonstrate in the case study concerning the compensation scheme in Part 3 of this book, it is possible to achieve this quickly if the conditions allow. However, the majority of these complementary capabilities do not allow themselves to scale overnight, and must be developed in the organization. To develop complementary capabilities it may be necessary to train one’s own employees in new methodologies and tools and to upgrade their expertise. Many need to invest in new technology that supports modern work processes, and organizational and decision-making structures must be adapted to react more quickly and at a faster pace. Newly hired employees also need time to adapt to a new organization, and vice versa.

			The Norwegian Tax Administration is a good example of an organization that has been building complementary capabilities ever since Bjarne Hope’s period as its director general from 1995 to 2006. Hope brought an entirely new mindset into the Tax Administration. He was the first leader with a technological background to be hired as director general of the Tax Administration and he steered it in a far more user-oriented direction. Hope sensed the right direction for the Tax Administration at an early stage and through his management of the government body he seized the opportunities present in new technology. By systematically investing in complementary skills and developing expertise in the implementation of major IT programs and projects, the Tax Administration got a solid head start on the other public agencies. Many other public agencies visited the Tax Administration to learn how it had succeeded in its technological modernization programs. For the Tax Administration, the complementary capabilities it has developed over many years imply that it can quickly utilize new and completely modern technology, whether this might be artificial intelligence, handling large volumes of data, or other matters. This expertise was also highly useful when working on the Norwegian compensation scheme for the private sector when the Covid-19 pandemic struck.

			The example of the Tax Administration illustrates the patience and systematic efforts behind the development of innovation capacity. The administration has a long-term perspective for its investments in technology. Investments that are made can either restrict or allow opportunities at a later point in time. This is often called path dependence. For example, choosing Microsoft over Apple will lock consumers in to the opportunities Microsoft gives them, and vice versa. Often, path dependence is considered to be highly negative in the sense of being locked in. However, path dependence can also be something positive that creates future opportunities, as the example of the Tax Administration shows. Newer research has therefore recommended distinguishing between the two types of path dependence and renaming positive path dependence path creation (Garud et al., 2010).

			Path dependence or path creation also shows how important it is to incorporate time as a key variable in investment decisions. Your investments into expertise and technology today may put you in position to capture opportunities and technologies that become available many years in the future. It isn’t possible to know what the opportunities will be from today’s vantage point, but by investing in expertise and technology, one can facilitate increased innovation capacity in the future.

			Collective engagement

			Alongside skills and scaling, innovation capacity consists of an X-factor that spans across the cognitive and the concrete and what can be found in human emotions, namely collective employee engagement. We have opted to view this as a separate category alongside the capabilities, although many of our fellow researchers would likely define this as part of the employees’ capabilities. Collective engagement allows employees to put emotional energy into innovation projects, which will contribute to their willingness to go the extra mile that innovation requires. In his book The World is Flat, Thomas Friedman (2007) asserted that it was no longer enough to have a high IQ to win the innovation arms race. Instead, it was more important to have passion (or PQ, passion quotient) and to be curious (or CQ, curiosity quotient). With this book and many lectures, Friedman convinced many business leaders that there was a need to look beyond the individual’s expertise and intelligence.

			I have concluded that in a flat world, IQ – Intelligence Quotient – still matters, but CQ and PQ – Curiosity Quotient and Passion Quotient – matter even more. I live by the equation CQ+PQ>IQ (Friedman, 2007).

			Although individuals may be important, engagement is not only found in each individual. Engagement is contagious, and you can be pulled along and stimulated by others around you being full of fire, eagerness and passion. In other words, what we are focusing on here is collective engagement; which must not be confused with believing in yourself. Although faith is said to move mountains, excessive self-confidence (particularly where this rolls over into complacency) will also create barriers for learning and innovation. Furthermore, success and high self-confidence are precisely one of the reasons it is so challenging for some established firms to deliver innovation.

			Excessive faith in “what we’ve always done” is not a good recipe for building collective engagement for innovation, but experiences of succeeding in innovation may create a positive kind of self-confidence that will drive further innovation. In some of the cases we will be describing later in the book, a collective engagement for change emerged because employees saw results and perceived that organizations – which in some cases were described as traditional and perhaps a little set in their ways – succeeded in significant innovations, such as the Norwegian banks DNB with Vipps and Fana Sparebank with Himla Eiendom.

			Collective engagement can be created by leaders and can become a part of the culture, but is also easy to destroy through reporting requirements, requests for tangible results, and failed incentives. Collective engagement must therefore be tended like a plant, and leaders must thoroughly consider how they will build collective engagement and keep it going over time.

			“Leading from a platform with sincere enthusiasm is grossly underestimated by many leaders” says Trond Bentestuen, former CEO at the Norwegian supermarket chain Rema 1000 and group director at DNB. He notes that organizations with enthusiastic or highly engaged employees deliver extraordinary results. Norsk Gallup regularly performs a working environment survey of Norwegian businesses. In 2018 it found that on average just 12% of Norwegian employees were actively engaged in their work, while 25% were actively disinterested! Thus, over 60% of the employees were little engaged or a little uninterested. Equivalent numbers in larger, global surveys reveal the same trend. An important question will therefore be whether uninterested employees show weaker job motivation than those that are passionate. If so, this will affect both productivity and improvement efforts at the businesses. How leaders perform their leadership responsibilities is important to the culture of a company but also to the degree of engagement at the workplace. Systematic efforts to see, confirm, and motivate employees will over time be highly important to the employees’ engagement. The more there are people who give a little extra, the higher the odds will be for you to achieve extraordinary results – also in innovation. A leader’s emphasis on control and micro-management versus coaching and encouragement may also affect the degree of engagement. The same applies to the managers’ leadership style, their participation in the company’s social life, and the degree of imagination and creativity applied in leadership.

			On the other hand, pushing too hard in management tasks may be counterproductive. After all, if everything is always celebrated, the positive effects of celebrations may evaporate over time. In this sense, it is important for leaders to be aware of the impact of collective engagement and how it can be created.

			The point of departure

			The most important thing about investing in innovation capacity is that it allows participation in the innovation race, and therefore also increases the odds of succeeding in value creation. However, the development of innovation capacity cannot be viewed in isolation from the context of each organization. Here there are two pertinent questions:

			1.	What kind of uncertainty does the business face?

			2.	How far has the organization come in establishing innovation capacity?

			When there is great uncertainty and it proves difficult to determine the correct direction for the organization, it may be risky to choose highly specific courses of investment. Instead of opening opportunities for the future, one risks closing future opportunities by tying up resources in investments that are likely to fail. Therefore, the solution in such situations may be to build up skills, structures, and processes that can be used for many purposes. For instance, such generic skills, structures, and processes may be to learn more innovative working processes, facilitate faster decision making, hire newly educated employees with general technical expertise and project managers, etc.

			The establishment of generic skills, structures, and processes will also be appropriate when the established firm has a low innovation capacity. In such situations, there will be a need to change, and to challenge established structures and processes. There are many ways to do this, and we will be returning to these in the following chapters.

			Another way to develop innovation capacity is through options. Real options means investing in projects with low or manageable downside risk, i.e., testing the potential for value creation in the longer term. Depending on the degree of uncertainty, investments can be made in scouting or positioning options (MacMillan & McGrath, 2000). In the first type of options, scouting options, the aim is to look out for opportunities to see what is moving in the market. In other words, this can build capabilities in sensing opportunities. A typical example of this is when large, established firms buy their way into start-up companies to gain knowledge and experiment with new business opportunities. This will generally involve small investments and may encompass many different start-up companies.

			Positioning options are about placing a few calculated bets on what might happen in the future. Though these are similar to scouting options, they usually involve larger and fewer investments. These options will gradually become more relevant as the veil of uncertainty begins to lift. This will make it easier to narrow down the range of possibilities and identify a possible strategic direction for the organization. It will still be risky to put all your eggs into one basket, but the business can approach this issue through a portfolio of options in which bets are placed for several alternative applications to be in position, such as when it is made clear what technological standard will become the dominant one. Several shipping companies are investing in position options to position themselves for alternative fuels, whether it is hydrogen, ammonia, liquefied natural gas (LNG), biofuels or others. There were also option considerations behind Vipps’s investments into both QR (quick response) codes and NFC technology (near-field communication, allowing two devices to communicate wirelessly over short distances). QR is dominant in China, while it has seen limited adoption in Europe and the United States. However, this may yet change, as was observed in restaurants during the Covid-19 pandemic.

			Where companies have succeeded in establishing innovation capacity, the challenge is to sustain this capacity. There are plenty of examples of established firms that succeed in building up innovation capacity, but where the spark disappears from the organization over time (Pisano, 2019). A typical progression will be an initial establishment phase in which senior management puts innovation on the strategic agenda, holds enthusiastic speeches, enlists the communications department to spread the good word, initiates programs to teach employees new and modern working processes, sets aside lots of money for innovation projects and hires a new leader to be the spearhead of the innovation efforts. Then time passes and gradually the organization enters a new phase. The CFO starts demanding results of the innovation investments, the innovation projects take a long time – longer than estimated – some projects fail, and the people working on daily operations start complaining about the restricted funding they are being allotted for their priority product and service upgrade projects. After a while, owners and boards also start requesting results, and patience is put to the test. Slowly, the spark disappears out of the organization – and the innovation investments are taken over by more immediate and acute needs.

			Moreover, it can be just as challenging to sustain innovation capacity as to develop it – and owners need to be patient to sit through the whole process of transforming a large, established firm into something more innovative. The way we define innovation capacity, the muscle must be kept active throughout the entire cycle, and it must give opportunities for repeated innovation. Everyone can be lucky and get a fluke once, but those who build innovation capacity are setting up the organization for a future that will place demands on continuous renewal and innovation.

			Innovation capacity and organizational solutions

			We have now described what innovation capacity is, and in Parts 2, 3, and 4 of this book we will outline different organizational solutions for how organizations can build innovation capacity. This is shown in Figure 1.6 on the next page.

			In Chapter 2 of this book we describe different solutions for what organizations can do within their own organizational boundaries. This includes the ambidextrous solution (Chapter 3), innovation at the edge (Chapter 4), agile working methods and organization (Chapter 5), as well as transformation of the core (Chapter 6). In Parts 3 and 4, we look at solutions that cut across organizational boundaries. Part 3, which includes collaboration with start-up companies, partnerships, and ecosystems, looks at outside-to-inside innovations, while Part 4 examines innovations that start within the business and spin off.

			Before we move onto the specific solutions for building innovation capacity, in Chapter 2 we will elaborate somewhat more about the how, and introduce a cogwheel model with nine organizational elements.

			[image: ]

			Figure 1.6	Different organizational solutions that can provide innovation capacity
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