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1 The Imperative for Business 
Model Innovation

Nothing is so practical as a good theory.

Kurt Lewin

Introduction

The concept of the business model has become especially prominent 
in recent times, even though it has been in use among business practi-
tioners and academic scholars for a long time (Massa and Tucci, 2017; 
Teece, 2010). Alfred Chandler, the prominent Harvard business histo-
rian, outlined eloquently that American firms transformed themselves 
via vertical and horizontal integration from 1840 onwards following 
the emergence of the railroad for transportation, telegraph for com-
munication and coal as a major source of energy (Chandler, 1977). 
Moreover, Joan Robinson, the distinguished Cambridge economist – in 
her famous article discussing the production function and the theory of 
capital – posited that each production technique might display different 
degrees of mechanisation involving its own specific blueprints, and there 
may be no recognisable items in common between one and any other 
(Robinson, 1953). Although Chandler and Robinson did not explicitly 
use the term “business model,” the spirit of their analysis describes the 
architecture of firms that contribute to performance differences.

The more recent prominence of business models was predomi-
nantly fuelled by the Internet and by digital technologies. Amazon.
com, Uber, Airbnb, Google, Netflix and Southwest Airlines are firms 
that are founded on business model innovations, that is, innovations1 

 1 Joseph Schumpeter had proposed that the process of technological change in a 
free market consists of three phases: invention whereby a new idea or process is 
conceived, innovation whereby arranging the economic and social processes for 
implementing an invention and diffusion whereby stakeholders adopt the new 
discovery or imitate it (Schumpeter, 1939, 1942).
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2 The Imperative for Business Model Innovation

that involve changes to a business’s value proposition combined with 
changes to how the value is created and captured by the firm and the 
network of partners required to do so. Moreover, competitive pres-
sures have pushed business model innovation high up the priority list 
of firms worldwide (Global Innovation Barometer, 2013; Hao et al., 
2020; IBM Global CEO Study, 2006). Perhaps unsurprisingly, not 
a day seems to go by without some new prescription in the popu-
lar press advising managers on how to deal with the challenges and 
opportunities posed by such innovation. Business model innovation 
can create huge opportunities, while threatening traditional means of 
generating revenue (Zott and Amit, 2008). As a consequence, busi-
ness model innovations can create the fortunes of some firms, while 
killing the market positions of others (Velu, 2015). Incumbent firms, 
who may not have implemented such innovations, are forced to wres-
tle with decisions that can profoundly affect their future. New firms 
need to grapple with decisions about how best to design new business 
models that disrupt existing industries or create new markets for their 
propositions.

One indicator of the importance of business models is the surge 
in prominence of the number of articles in the Financial Times using 
the term “business model”: this number grew from 10 in 1995 to 
over 2,027 in 2021. A similar trend is evident in other major busi-
ness newspapers around the world, including The Wall Street Journal 
in the United States and The Economic Times in India. Surveys of 
CEOs suggest that firms that emphasise business model innovation 
have grown their operating margins faster than their competitors 
(Hao et al., 2020). Moreover, a survey of senior executives in twenty-
five countries found that business model innovation is at the top of 
all forms of innovation on their priority lists (Global Innovation 
Barometer, 2013).

Business model innovation is also a critical enabler of productiv-
ity improvements. Productivity growth has slowed down in the last 
decade in major economies, as well as in emerging markets, despite 
the prevalence of digital technologies (Bean, 2016). This phenome-
non is widely known as the productivity paradox (Syverson, 2011).2 

 2 Global labour productivity (output per worker) growth slowed down from 2.4 
per cent to 2.1 per cent between 1996 and 2006 and between 2007 and 2014. 
Total factor productivity growth displayed an even larger slowdown from 1.3 
per cent to 0.3 per cent during the same period (Van Ark, 2016).
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Introduction 3

Moreover, industries that are the most intensive users of information 
and communication technologies (ICT)3 appear to have contributed 
most to the slowdown in productivity (Van Ark, 2016). There could 
be many reasons for the productivity paradox, including the skills’ 
mismatch due to changes in product market structures driven by 
digitalisation; the slowdown in technological diffusion between firms 
at the front of the technological frontier and others; and the legacy of 
the financial crisis causing dislocated markets and mismeasurement as 
a result of the digital economy providing significant propositions for 
free. However, studies on the history of new technologies have shown 
that productivity improvements might be hampered by the limited 
redesign of business models following the adoption of new technol-
ogies by firms. For example, in the United States, productivity gains 
were very limited when electric motors first replaced the steam engine 
on an industrial scale in the late nineteenth century. It was only when 
firms completely changed their business processes and corresponding 
business models that technology had a significant impact – and that 
took over forty years (David, 1990).

A business model can be seen as a complex organisational system 
that aims to transform input into valuable propositions for custom-
ers. Business models often act as the bridge between technology and 
the ability to deliver a compelling customer value proposition. Hence, 
the ability to experiment with new technologies, and to develop asso-
ciated business models, is potentially a major source of productivity 
gains and growth for both new and established firms (OECD, 2015). 
Although new technologies often act as the catalyst for business model 
innovation, they are not necessary for the emergence of new business 
models. For example, the emergence of the Metro as one of the leading 
newspapers in the world was not due to any particular new technol-
ogy; its free-sheet business model is based on distributing the paper 
free of charge to commuters in busy cities. The Metro earns its revenue 
from advertisements, which represents a major difference when com-
pared to conventional newspapers that earn revenue from subscrip-
tions or sales at news-stands.

Business model innovations can be disruptive when they change 
the bases of competition by altering the performance metrics along 
which firms compete (Markides and Oyon, 2010). Such disruptive 

 3 Measured by purchases of ICT assets and services relative to GDP.
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4 The Imperative for Business Model Innovation

business models can manifest themselves through acquiring the cus-
tomers and beneficiaries of the dominant business model by improving 
their efficiency in the provision of the existing customer value prop-
osition or by creating a new market for an improved value proposi-
tion. The implications of disruptive business models are evident across 
many industries, including low-cost airlines, for example, Southwest 
Airlines; the retail book industry, for example, Amazon; and Google, 
with its search engine and related services; and, more recently, the taxi 
and hotel industries, with the emergence of firms such as Uber and 
Airbnb, respectively. However, how these business models emerge and 
disrupt industries, and the leadership and organisational design chal-
lenges inherent in managing them, are among the issues that schol-
ars and managers are trying to understand better. This book aims to 
address some of these issues by bringing together the research on busi-
ness model innovation and identifying areas for future research while 
highlighting the implications for management.

1.1 Strategy, Business Models and Tactics

Scholars have provided various definitions of a business model. These 
definitions vary from the stories that explain how enterprises work 
(Magretta, 2002), the resources and processes that are put together 
to create and capture value (Johnson et al., 2008) or the structural 
template of how the focal firm connects to factor and product mar-
kets (Zott and Amit, 2008). The common theme in these definitions 
rests on how the revenue model and the underlying cost structure, 
as a result of the operations, create and deliver the customer value 
proposition.

Business models are a form of activity system that connects the 
internal aspects of the firm, such as resources and routines, with the 
external aspect, such as partners, markets and customers, and hence 
articulates how the firm goes to market to implement the strategy 
(Baden-Fuller and Haefliger, 2013; Zott and Amit, 2010; Zott et al., 
2011). The business model as an activity system has three key design 
parameters, namely, content, structure and governance. Content 
outlines which activities are part of the business model. Structure is 
about how these activities are linked to one another. Finally, gover-
nance relates to who can make decisions about them. The business 
model acts as a mechanism for actors to collectively form a shared 
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1.1 Strategy, Business Models and Tactics 5

understanding based on rules, norms and beliefs in order to guide 
their choices (Chesbrough and Rosenbloom, 2002; Doganova and 
Eyquem-Renault, 2009). In this sense, business models are the “archi-
tecture” that provides the bridge between the value created for cus-
tomers and the value captured by the business in terms of profit.4 A 
business model can be viewed as a complex system with components 
that connect the customer value proposition, how value is created, 
the means of value capture and the partners in the value network 
(Velu, 2017). Management’s objective is to manage the dynamic con-
sistency by maintaining congruence between the components of the 
business model in order to ensure efficiency, while enabling innova-
tion of the business model (Velu, 2020).

We propose the 4Vs of the business model: value proposition, value 
creation, value capture and value network (Velu, 2018). Business 
models define the organisation’s customer value proposition, and its 
approach to value creation, and the means of value capture and the 
partners in the value network. This is illustrated in Figure 1.1. Business 
model innovation involves the discovery and adoption of fundamen-
tally different modes of value proposition, value capture and/or value 

 4 This includes a holistic perspective covering value for all stakeholders.

Value 
Creation

Value Capture

Value
Proposition 

Who are your customers 
and what do they value? 
– Target customers 
– Solutions

How is the value chain
configured? 
– Production
– Inventory
– Distribution

What is the economic logic 
of making a return?  
– Revenue and cost 

architecture
– Financing

What is the role in the value
network? 
– Partners
– Complementarities

Business
Model 

Value Network

Figure 1.1 Components of the business model
Source: Velu (2018)
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6 The Imperative for Business Model Innovation

creation and the value network from an existing business – so business 
model innovation redefines what an existing product or service is, and 
how it is provided to the customer, by seeking to identify unique con-
figurations of business model attributes (Velu and Jacob, 2016).

Business models can be defined both objectively and subjectively 
(Doz and Kosonen, 2010). The objective definition encapsulates the 
economic manifestation in terms of the structure of the firm’s rela-
tionships and procedures (Teece, 2010). The economic manifestation 
captures the financial viability of the business proposition in relation 
to value creation and value capture. In this sense, the objective per-
spective corresponds to the components and the relationship between 
components in order to have an economic outcome. The subjective 
definition encapsulates the cognitive manifestation that shapes man-
agerial choices (Baden-Fuller and Mangematin, 2013). The cognitive 
manifestation captures how senior management conceptualise the 
business model as a model-like device as the basis for their actions in 
order to create and capture value.

A firm’s business model is different to its business strategy, although 
the two constructs have some overlapping characteristics (Zott and 
Amit, 2008). In particular, a business model relates to the overall sys-
tem that drives revenue and costs to deliver the customer value prop-
osition, while business strategy refers to the generic choices that firms 
make to compete effectively in the marketplace (e.g., creating competi-
tive advantage via differentiation, cost leadership and focus (McGahan 
and Porter, 1997)). The business model represents how the activities 
of the firm work together to execute its strategy5 (Casadesus-Masanell 
and Ricart, 2010); hence, choosing a particular business model means 
choosing a particular way to compete.

Strategy relates to the contingency plan regarding which business 
model to adopt. Hence, strategy can be seen as an action plan that 
responds to a high-stakes challenge and requires diagnosis, guiding 
policies and coherent action (Rumelt, 2011). On the other hand, the 
business model is the underlying business logic of the go-to-market 
strategy. Tactics relate to how to optimise the performance of the 

 5 Strategy formulation and implementation are an integral part of business model 
design and evolution (Foss et al., 2015). Strategy is determined by answering 
three questions: What is the offer, who constitutes the target market and how 
is the offer delivered to the customer? Business model selection constitutes the 
realised strategy that principally resides within the “how” question.
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1.2 Business Model Innovation and Performance 7

business model once a strategy is chosen  – the operating model. 
Figure 1.2 illustrates the relationship between strategy, business mod-
els and tactics. The constructs of business models and strategy are 
related because the understanding of how a business model works is 
important when formulating an effective business strategy. For exam-
ple, a firm could execute a cost leadership strategy by more effectively 
training its staff to use state-of-the-art technology. Such a cost lead-
ership strategy might be implemented based on the existing business 
model. On the other hand, a firm that intends to develop a differenti-
ation strategy, such as going into low-cost air travel, might require a 
reinvention of the business model. For example, in the early 1990s, the 
Ryan brothers changed their full-service regular airline business into 
a low-cost, no-frills airline to save the firm from bankruptcy. Such a 
strategic change to create differentiation requires innovation to the 
business model. The business model innovation that created Ryanair 
was not only instrumental in saving the firm from bankruptcy but 
also contributed to the re-emergence of the firm as a profitable airline 
(Casadesus-Masanell and Ricart, 2010).

1.2 Business Model Innovation and Performance

The design of new business models has been shown to affect per-
formance (Zott and Amit, 2008). The design of the business model 

Firm

Business model A

Business model B 

Business model C

Business model D

Tactical set A

Tactical set B

Tactical set C

Tactical set D

Strategy stage
(contingency plan 
of which business 
model to adopt)

Operating Model
(tactical optimisation)

Business model
(underlying business 
logic of the go-to-market 
strategy)

Figure 1.2 Strategy, business models and tactics
Source: Adapted from Casadesus-Masanell and Ricart (2010)
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8 The Imperative for Business Model Innovation

encompasses how the activities are configured, their relationship with 
one another and the actions taken by management to maintain the 
congruence of the link between the customer value proposition of the 
external market environment and how value is monetised. For exam-
ple, some business model configurations in Formula 1 racing have 
a superior performance to others (Aversa et al., 2015), and certain 
service-based business models among manufacturing firms have been 
shown to improve performance (Visnjic et al., 2014).

Such a positive relationship between business model innovation 
is evident not only in larger firms but also in small- and medium-
sized firms (Cucculelli and Bettinelli, 2015). However, research 
shows that there are contingency factors affecting the relationship 
between business model innovation and performance. Zott and 
Amit (2008) studied the relationship between strategic positioning 
and business model design in relation to performance by examin-
ing relatively new firms that conducted parts of their business over 
the Internet. They classified these businesses based on the degree of 
novelty (novelty-centred business model) – new ways of conducting 
economic exchanges  – and degree of efficiency (efficiency-centred 
business model)  – reducing transaction costs for all transaction 
participants. They showed that, as firms pursued a differentiation 
strategy, there was a positive relationship between the degree of 
novelty-centred and efficiency-centred business model design in rela-
tion to firm performance in terms of market value. However, high 
design novelty has a stronger positive relationship than efficiency-
centred business model design. This is because firms that pursue a 
differentiation strategy need to make their customer value proposi-
tion different to that of their competitors, which might entail new 
ways of doing business through radically different business models 
rather than merely reducing the transaction costs for the customer. 
On the other hand, when firms try to design business models with 
both high design efficiency and novelty in their business model, the 
performance tends to decline as a result of experiencing disecono-
mies of scale. This is in line with the positioning school of strategy 
that argues that firms seeking to be cost leaders, and also to differ-
entiate, can ultimately become stuck in the middle and hence fail to 
create superior competitive advantage.

Building on this early work on business model design and per-
formance, Velu (2015) addressed the question of how the degree 
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1.3 Challenges to Business Model Innovation 9

of business model innovation affects the survival of new firms. 
The research analysed new firms that launched electronic trading 
platforms in the US bond market between 1995 and 2004 follow-
ing the advent of internet technology. The study showed that new 
firms with a high or low degree of business model innovation are 
more likely to survive for longer than new firms with a moderate 
degree of business model innovation. The study also showed that 
partnering with third-party firms with complementary assets reduces 
the survival of new firms as the degree of business model innovation 
increases. This might be because such complementary assets derived 
from partnering might be most effective when the business model is 
not altered radically, as it creates significant complexity and coordi-
nation costs. Research has also shown that the relationship between 
business model innovation and performance might be related to the 
types of skill set held by the managers (Patzelt et al., 2008). For 
example, in the biotechnology industry, founder-based firm-specific 
experience contributes more positively to performance in the case 
of platform firms focusing on the commercialisation of research 
services or enabling technologies compared to biotherapeutic firms 
that continuously need to come up with new drugs. This is because 
such platform-based firms are not radically altering the core proposi-
tion over time. However, founder-based firm-specific experience has 
a negative impact on performance in therapeutics firms that focus 
on biotherapeutic products (drugs) because new drug development 
requires new knowledge and skill sets.

1.3 Challenges to Business Model Innovation

Incumbent firms often find it extremely challenging to innovate their 
business models effectively despite ample evidence of the positive 
effects on performance of such innovations. Business model innovation 
can occur when there are changes in the components, or interdepen-
dencies between the components, in order to serve an existing, or new, 
market (Amit and Zott, 2012; Casadesus-Masanell and Zhu, 2013). 
Such business model innovation might require, among other things, 
reactivating – changing the set of activities; relinking – changing the 
linkage between activities; repartitioning – changing the boundaries of 
the focal firm; or relocating – changing the location in which activities 
are performed (Santos et al., 2015). Such decisions need to be made 
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10 The Imperative for Business Model Innovation

in order to maintain congruence between the different components of 
the business model to ensure that the positive reinforcing factors are 
harnessed, while managing the conflicts arising from the negative mit-
igating factors. There are two principal reasons for the difficulty that 
incumbent firms face in innovating their business models. First, senior 
management tends to get locked into a cognitive frame with a domi-
nant business model design that it is unable to reframe appropriately 
in a timely manner – the cognitive challenge. Second, incumbent firms 
tend to find it difficult to reconfigure their activities and processes 
from an architectural perspective to change the business model – the 
reconfiguration challenge. We review these challenges next.

1.3.1 The Cognitive Challenge

The importance of the cognitive framework and the influence of the 
dominant design of the business model have significant implications 
for the ability of incumbent firms to innovate their business models. 
For example, Xerox was one of the major firms in terms of the num-
ber of patents held in the 1960s and 1970s. In fact, Xerox PARC 
(Xerox’s Palo Alto Research Centre) was responsible for many science-
based technological inventions, such as the mouse, word-processing 
software, the personal computer and the graphical user interface. 
However, Xerox did not commercialise these inventions (Chesbrough 
and Rosenbloom, 2002); the firm’s success in the past was partly 
responsible for such a missed opportunity. In order to understand why 
this is the case, it is instructive to review the history of Xerox.

Xerox was originally known as the Haloid Company, which devel-
oped the first dry photocopier technology. Xerox launched the 914 
dry copier in 1959 when the prevalent technology was wet copiers.6 
The 914 copier would have retailed at over $2,000, which was close 
to seven times the price of a regular wet photocopier, at $300. Since 
wet copiers were cumbersome to use, as one needed to wait for the ink 
to dry upon photocopying, clients only photocopied very important 
documents. In order to make the 914 copier attractive to clients, Xerox 
decided to encourage leasing of the machines at $95 per month, with 
the first 2,000 copies free, although at the time most clients did not 

 6 This was called the 914 copier because the photocopier used paper that was 9 
by 14 inches.
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photocopy more than 2,000 copies per month so they felt that the 914 
copier was good value for money. However, once they started using 
the 914 copier, they soon began copying more than 2,000 copies per 
month and paying Xerox four cents per copy above the 2,000 copies. 
The success of the leasing model prompted Xerox to vertically inte-
grate into the paper business in order to make additional profits from 
supplying the paper to clients for photocopying. The 914 copier soon 
became a bestseller and accounted for two-thirds of Xerox’s revenue.

The success of the photocopying business for Xerox prompted its 
senior management team to develop a vision for transforming how 
the office would work in the future, with Xerox machines central to 
that vision. This vision was also driven by the fear of Xerox becoming 
redundant following the emergence of the paperless office enabled by 
digital technologies such as the digital computer. Hence, Xerox set up 
Xerox PARC and hired some of the most brilliant scientists to work 
on the latest technologies, which resulted in some of the major inven-
tions listed above. However, the new propositions from Xerox PARC 
did not fare well in the annual budgeting process because they did not 
conform to Xerox’s business model. In particular, when the inventions 
(such as the Star workstation and the Ethernet) from Xerox PARC 
were presented to the senior management at Xerox, the latter asked a 
simple question: “How would these technologies help speed up pho-
tocopying?” This was because the volume and speed of copying were 
central to the success of the 914 copier, and hence to Xerox’s growth. 
Since the scientists did not have a clear answer to the question, the 
inventions were not funded for further development and therefore not 
commercialised by Xerox. In fact, several of the key technologies and 
patents were sold to the founders, Steve Jobs and Bill Gates, to form 
Apple and Microsoft, respectively.

Another example of the cognitive framing and dominant design affect-
ing the decisions of firms is the failure of the Polaroid Corporation to 
commercialise digital cameras (Tripsas, 2010). Polaroid introduced the 
first instant camera in 1948. The leading firm was Kodak, which had 
transformed the camera industry by introducing the Brownie chemical-
based film camera in 1901, and the technology was still dominant in 
the market. However, Kodak cameras were still cumbersome to use, as 
the films needed to be processed separately in a lab. In 1965, Polaroid 
introduced the “Swinger” instant camera model. In order to encour-
age sales, it dropped the price of the camera to stimulate demand for 

https://doi.org/10.1017/9781009181709.002 Published online by Cambridge University Press

https://doi.org/10.1017/9781009181709.002


12 The Imperative for Business Model Innovation

the film and hence increased the price of the films. This was the “razor 
and blade” business model, with the razor (the camera, in the case of 
Polaroid) sold at a loss in order to stimulate demand for the blades (the 
films, in the case of Polaroid), which are sold at a premium. In 1972, 
Polaroid invented the SX-70, with the lab for development essen-
tially embedded in the camera: the SX-70 provided one-step develop-
ing following the photo being taken, with no waste. The success of 
the Polaroid Corporation was a source of great envy for other firms. 
Between 1948 and 1978, Polaroid showed annual growth rates of 23 
per cent in sales, 17 per cent in profit and 17 per cent in share price.

The success of Polaroid enabled it to invest heavily in research and 
development. The spirit of the high-risk radical invention in the firm 
was captured in a quote from the 1980 annual report to shareholders: 
“Do not undertake the program unless the goal is manifestly important 
and its achievement nearly impossible.” Such a focused effort in R&D 
at Polaroid enabled the firm to file some of the early patents in digital 
camera technology. However, it was slow to realise the potential of 
commercialising digital photography because of the dominant design 
of the razor and blade business model of Polaroid, which influenced 
the cognitive framing of the senior management team in the evalua-
tion of new technologies. This is evident in a quote from the CEO of 
Polaroid at that time: “…in the photographic business all the money 
is in the software, none of it’s in the hardware … so the fundamental 
objective in these things was to find ways to advance products but 
that would be useful for improving the software sales.” Since digital 
photography essentially eliminates the distinction between the cam-
era (razor) and the film (blade), the senior management team rejected 
commercialising digital photography despite having in-depth knowl-
edge of the technology from its own patents. Xerox and Polaroid were 
leaders of not only the existing technology but also the new technolo-
gies in their respective fields. However, they struggled to leverage these 
new technologies in order to commercialise them. The challenge for 
Xerox and Polaroid was not technological know-how but overcoming 
the cognitive framing of their respective business models that made 
them world leaders. In order to enable business model innovation, 
there needs to be a means of systematically changing the cognitive 
framing of the business model by managers. How this can be done will 
be the subject of later chapters. Next, we look at how firms are able to 
overcome the reconfiguration challenge.
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1.3.2 The Reconfiguration Challenge

In this section we discuss why managers, even when they are able to 
overcome the dominant logic of their previous business model as a 
result of cognitive framing, might still respond in a sub-optimal way. 
We call this the reconfiguration challenge. There are three broad rea-
sons why firms might respond sub-optimally when trying to innovate 
their business model, namely, tactical responses, organisational design 
issues and leadership challenges. Let us examine these in turn.

The first reason is the result of firms using tactical responses that 
might destroy the economics of the business model. This is because 
firms change the value proposition of an existing business model via 
a tactical response through their operating model without altering 
the underlying business model. An example of this can be seen in the 
rental car industry (Hart et al., 2005). Zipcar is a car rental business 
that was launched in Boston, the United States, in June 2000. Zipcar’s 
business model was different to the major incumbent car rental firms 
in the United States at that time, such as Hertz, Avis and Enterprise. 
Specifically, Zipcar enabled car rental by the hour, whereas the major 
incumbents only allowed rental by the day. Zipcar stationed its cars 
around cities and near residential neighbourhoods in pre-paid pub-
lic parking spots where customers could pick up their cars and return 
them. The pick-up and drop-off processes were made very simple 
for the customer. Specifically, the car keys were left in the cars and 
members of Zipcar could unlock a car that they had booked by wav-
ing their Zipcar membership card  – a unique proximity card called 
Zipcard – on the front windscreen during pick-up or drop-off.7 The 
cars were booked via the Zipcar website when one became a member 
and paid the annual subscription of $75; the cars were charged by the 
hour directly to customers’ credit or debit cards. The Zipcar model was 
cheaper than renting from the incumbent car rental firms, as the former 
included gas and insurance. Moreover, the incumbent car rental firms 
allowed rental by the full day but not by the hour.

The initial reaction of the incumbent car rental firms such as Hertz 
was to downplay the potential impact of Zipcar on their business. 
Indeed, Hertz did not initially respond to the launch of Zipcar but 

 7 Zipcar extended this to a mobile phone application, whereby customers can 
unlock their cars using their mobile phone.
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began to see a slowdown in its revenue growth from 12.5 per cent in 
2004 to 7.9 per cent in 2007. Moreover, when Hertz observed the suc-
cessful expansion of Zipcar across various cities in the United States, 
it decided to respond with a business model that leveraged its fleet of 
cars and brand reputation. Hertz allowed rental by the hour in the 
Manhattan area of New York City in 2007: customers would pick 
up and drop off the cars in one of the Hertz depots. It soon became 
apparent to Hertz that this was destroying the economics of its busi-
ness model, for two reasons. First, the systems and processes of Hertz 
were not designed to manage the new customer value proposition 
of renting cars by the hour. Hence, management of the inventory of 
cars required a separate process, which increased the costs involved. 
Second, the randomness of customer’s renting by the hour added com-
plexity to managing the car fleet for regular customers who rented by 
the day. Therefore, the service levels decreased as a result of the firm 
not being able to match the customer booking preferences exactly. 
Hertz therefore decided to abandon its business model experiment of 
adding a new customer value proposition of car rental by the hour and 
focus on the existing business model that was designed to deliver car 
rental by the day. Eventually, in 2008, Hertz launched Connect as a 
separate business that enabled rental by the hour with a separate car 
fleet to the conventional Hertz business model.

The second reason for a sub-optimal response is the organisational 
design and its implications for how the business model is launched. 
This might be because the firm launches a new business model to 
deliver the new value proposition and tactically integrates it with 
the existing business model. Such an approach could create con-
flict among the components of the business model. An example of 
this is the development of a new business model that retrofits the 
existing business model, as seen in the response of Blockbuster to the 
emergence of Netflix (Shih et al., 2007). Figure 1.3 shows the stark 
contrast of the share price performance of Netflix and Blockbuster, 
respectively, between 2002 and 2010.8 Netflix was created in 1997 
and quickly evolved a business model of renting DVDs based on 
membership subscription. Netflix, an online business, also pio-
neered the delivery of DVDs by post rather than through retail stores. 
Blockbuster, which had more than 5,000 video rental stores across 

 8 Netflix was listed in 2002.
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1.3 Challenges to Business Model Innovation 15

the United States, initially did not respond to the threat posed by 
Netflix. However, when it did respond in 2004, Blockbuster launched 
an online proposition, Blockbuster.com, to replicate the business 
model of Netflix, which was run in tandem with the Blockbuster store 
model. Blockbuster felt that its customer value proposition was bet-
ter than that of Netflix because the customer could rent movies either 
online or through the store network seamlessly. This is encapsulated 
by a quote from the CEO of Blockbuster in 2008, Jim Keyes: “I’ve 
been frankly confused by this fascination that everybody has with 
Netflix … Netflix doesn’t really have or do anything that we can’t or 
don’t already do ourselves.”

Two aspects of the response are worth noting, the first being the 
elimination of late return fees by Blockbuster. Blockbuster had a pol-
icy of charging fees for late returns; the late fees generated approx-
imately $600 million per annum, which was roughly 10 per cent of 
the company’s revenue. In addition to the revenue, late fees enabled 
Blockbuster to manage its inventory, as customers had an incentive to 
return the rentals in a timely manner. Since Netflix and Blockbuster.
com were subscription models with no late fees, Blockbuster decided 
to drop its late fees for stores in 2005. Second, in order to provide an 
even better value proposition for its customers compared to Netflix, it 
allowed customers to return DVDs received by post via Blockbuster.
com to Blockbuster stores. This added complexity to its inventory 
management system and increased costs further. Both the loss in rev-
enue from dropping late fees and the added costs of complexity from 
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16 The Imperative for Business Model Innovation

inventory management resulted in a poor performance at Blockbuster. 
The cost/income ratio of Blockbuster in 2003 prior to the year it 
launched Blockbuster.com was 0.72, and this had grown to 1.11 by 
2009. In contrast, Netflix’s cost/income ratio in 2003 was 0.80, and 
this came down to 0.74 by 2009. Figure 1.4 shows the profitability 
performance of Blockbuster and Netflix, respectively, between 2000 
and 2009.9 These factors, together with the high cost of its branch 
network, resulted in Blockbuster filing for Chapter 11 bankruptcy 
in September 2010. It is clear that the response of Blockbuster in 
launching a new business model, and trying to integrate new customer 
propositions into the existing business model, created a mismatch 
between the components of its business model.

The third reason for a sub-optimal response is a lack of leadership 
in transforming the business model. An example of this is the case of 
Nokia (Doz and Keeley, 2017), the leading firm in the mobile phone 
industry in the early 2000s. However, the firm could not transform its 
business model fast enough to be a leader in the smartphone indus-
try. In 2003, Nokia had two business divisions, Nokia Mobile Phones 
(NMP) and Nokia Networks (NET). NMP focused on selling hand-
sets to distributors and operators, while NET focused on selling bun-
dled handset deals to operators. Nokia decided, in September 2003, to 
adopt the matrix organisational structure to enable strategic differen-
tiation between mobile phones, multimedia and enterprise solutions. 
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Figure 1.4 Profitability of Netflix and Blockbuster
Source: Financial statements of Netflix and Blockbuster

 9 The last annual report available for Blockbuster was for 2009.
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1.3 Challenges to Business Model Innovation 17

Such a structure would also enable the sharing of common marketing, 
sales, logistics and technology platforms for these businesses. However, 
the benefits of the matrix organisational structure did not materialise 
because of the lack of a clear “strategic vision” by the senior man-
agement team. This resulted in middle managers negotiating resource 
allocation via committees, which slowed down decision-making, 
with a lack of overall responsibilities for a technology roadmapping 
strategy. Moreover, during this period, mobile phone evolution from 
voice and text to smartphones meant a shift from focusing on market 
segmentation to mass customisation driven by software applications 
rather than the hardware of the phone. However, Nokia was slow to 
make the shift from traditional mobile phones to smartphones because 
of the lack of leadership, coupled with short-term quarterly sales tar-
gets, and a cap of 10 per cent on R&D over sales meant that the focus 
was on improving the existing mobile phones.

The above examples illustrate the importance of business model 
innovation in sustaining superior performance. The effectiveness of 
the business model in contributing to performance is based on the 
alignment and congruence between the value proposition, value cre-
ation, value capture and value network. As discussed earlier, there 
are several components to the business model: the value proposition, 
value creation, value capture and value network. Therefore, “fit” here 
refers to the internal consistency of the various components of the 
business model. Drazin’s and Van de Ven’s (1985) systems approach 
to fit is relevant here, whereby fit is defined as the degree of inter-
nal consistency of multiple contingencies and structural and perfor-
mance characteristics. The cases provide vivid illustrations of how the 
lack of congruence could arise from activity and organisational design 
elements and, if not managed appropriately, could have detrimental 
consequences. Therefore, developing a business model where there is 
fit among the components of the business model, and continuing to 
maintain such congruence as tactical elements are changed, are among 
the biggest challenges that firms face.10 This calls for measuring and 
managing such congruence of the business model components via a 
Business Model Coherence Scorecard (Velu, 2020).

 10 Drazin and Van de Ven (1985) assume that there are various ideal types that 
might give a superior performance. In that sense, there is equifinality among 
the various combinations of options to configure the tactical choices.
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1.4 Discussion and Outline of This Book

The cases show that the relationship between customer value propo-
sitions and business model design is crucial in order to create and 
sustain competitive advantage. In particular, understanding the rela-
tionship between strategy, business models and tactics is key. This 
is captured well by a quote from Ronald de Jong, former CEO of 
Philips CL, Germany, who said: “When the business model is innova-
tive, operations and the product will follow automatically.” However, 
because of the functional nature of organisational design many firms 
tend to respond tactically to changes in the market environment by 
assuming that the business model is a given. Often, the product, price, 
promotion and distribution channels are leveraged individually and 
not collectively as the basis for a tactical response to changes in the 
strategic environment. Hence, this piecemeal response raises the ques-
tion of who should be responsible for the business model. Often, in 
large organisations, as a result of the functional specialisation in order 
to drive efficiency, ownership of the business model is either dissipated 
or neglected altogether. Hence, firms often struggle when there are 
changes in the environment that call for innovation to the business 
model in order to serve a new market, or to serve an existing market 
with a different value proposition.

Management needs to overcome the cognitive and reconfiguration 
challenges in order to innovate the business model effectively. The 
challenge arises as there are always market and technological uncer-
tainties affecting firms. Firms need some simple rules or metaphors, 
as managers are rationally bounded and can therefore only process so 
much information. Hence, management faces the cognitive challenge 
of refreshing the dominant logic of the business from time to time as 
the market environment or technology changes (Martins et al., 2015). 
Moreover, as management attempts to innovate the business model 
through reactivating, relinking, repartitioning or relocating, it is 
important to maintain dynamic consistency or fit between the compo-
nents of the business model. This often calls for a deep understanding 
of the architecture of business models; therefore, management often 
faces the reconfiguration challenge, which is to execute the required 
change in the business model. This entails reconfiguring processes and 
competencies within the organisation, as well as its relationship with 
the external network of stakeholders.
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We propose a holistic, systems-based perspective to better under-
stand and manage these challenges in order to enable business model 
innovation (Velu, 2017). Such a holistic perspective highlights the 
hierarchical nature of business models, whereby the combination of 
activities comprises subsystems, which, in turn, can be connected to 
other subsystems. However, the interconnections imply that a change 
in one component, for example, due to the adoption of a new technol-
ogy, could result in knock-on changes throughout the system before it 
settles into a new stable pattern or business model (Goldstein, 1999). 
Such patterned interconnections often harbour core processes that are 
crucial to how the business model evolves (Siggelkow, 2011; Velu, 
2017). Identifying these core processes as part of the strategic objec-
tives, and designing suitable business models, are often challenging 
tasks for management (Chaterjee, 2005). Such a holistic-systems-based 
approach to business model innovation will be required to leverage 
the benefits of new digital technologies and address some of the grand 
challenges of society. The innovation economy requires upstream 
activities in research and invention through to downstream experi-
ments to leverage the new economic spaces opened up by innovation – 
and this requires new business models (Janeway, 2018; Schumpeter, 
1939, 1942; Massa and Tucci, 2017). The remainder of the book will 
examine the opportunities that business model innovation creates and 
how management needs to go about overcoming the challenges in 
order to benefit from them. The chapters of the book are as follows.

Chapter 2: Business Models and Creating Markets
How do we think creatively about creating markets with new business 
models? This chapter will examine the role that business models play 
in the development of new markets. The chapter will also address how 
senior management could refresh the cognitive framing of the domi-
nant design in order to identify and enable business model innovation.

Chapter 3: Organisational Structure and Leadership
What are the key principles of designing organisational structures and 
leadership challenges for business model innovation? This chapter 
will examine the leadership challenges, as well as the organisational 
design issues, for business model innovation. In particular, it will 
discuss how senior management could lead the business model inno-
vation process and the organisational design issues to consider driv-
ing change within the firm. The chapter will also consider the design 
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principles for management information systems to enable business 
model innovation. The chapter will introduce the Business Model 
Coherence Scorecard (BMCS) as a means to manage the congruence 
of the components of the business model in order to achieve efficiency 
and effectiveness.

Chapter 4: Digital Technologies and Transformation
What are the key digital technologies affecting business model inno-
vation? This chapter will examine the new digital technologies, such 
as additive manufacturing, blockchains, the Internet of Things (IoT) 
and artificial intelligence, and their potential to reshape industries. 
The chapter will also highlight an early-stage emerging technology, 
quantum technology, as it promises major business model innovation 
opportunities, as well as challenges, to provide benefits to society that 
would not be possible with existing digital technologies. It will exam-
ine the conceptual underpinnings to better understand the kinds of 
new business models that might emerge.

Chapter 5: Digital Platforms and Ecosystems
Why are digital platforms becoming ubiquitous and what are the busi-
ness model implications? This chapter will examine the benefits and 
challenges inherent in managing platform-based business models. It 
will introduce the concept of layered modular architecture (LMA) 
and how platform business models evolve over time. In addition, the 
chapter will discuss the strategic issues of managing platforms within 
a business-to-consumer (B2C), compared to a business-to-business 
(B2B), setting.

Chapter 6: Small- and Medium-Sized Enterprises and Start-Up 
Business Models
What are the business model challenges for small- and medium-sized 
enterprises (SMEs) and start-up firms trying to commercialise new 
technologies? This chapter will explore the challenges of SMEs, which 
are part of major supply chains, to innovate their business model and 
improve performance. In addition, it will explore the process that entre-
preneurs go through when developing new business models as part of 
commercialising new technologies such as spin-outs from university labs. 
In particular, the chapter will examine the challenge that start-up firms 
face when designing new business models to help create markets and 
subsequently evolve the business model into a profitable proposition.
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Chapter 7: Sustainability and Business Models
What are the benefits and challenges inherent in designing business 
models to address the major global sustainability challenges? This 
chapter will examine the challenges related to climate change and the 
sustainability agenda, as well as the benefits of maintaining biodiver-
sity. In particular, it will look at the different challenges involved in 
value creation and value capture from a multiple-stakeholder per-
spective. It will examine how to internalise externalities and design 
business models that encompass economic, social and environmental 
goals.

Chapter 8: Business Models for Socio-economic Development
What are the principles of designing business models to address socio-
economic challenges? This chapter will examine business model design 
to address issues related to healthcare, poverty, education and general 
well-being. In particular, it will address novel business model design, 
where market solutions and government intervention alone might not 
be sufficient to address the issues.

Chapter 9: Conduct Risk and Business Models
What are the principles of designing business models to ensure fair 
customer and market outcomes? This chapter will explore how the 
global financial crisis highlighted the need to design business models in 
financial institutions that are profitable, while ensuring fair customer 
outcomes and the integrity of markets. It will introduce the concept of 
conduct risk and its relevance for sectors more generally beyond finan-
cial services. The principles of designing business models to manage 
conduct risk, and the implications, will be discussed.

Chapter 10: Conclusion
This chapter will review the role of new technologies in fostering busi-
ness model innovation to enable industrial revolutions by glancing 
into business history. It will also revisit some of the general principles 
of the design of economic systems and the role of government in influ-
encing the design of business models. This chapter will provide some 
concluding thoughts, from a theoretical and practical perspective, for 
fruitful and impactful research opportunities on business model inno-
vation in the future.

Chapter 1 has provided an overview of the importance of under-
standing business model innovation and its relationship with strategy 
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formulation and tactical choice, including its impact on performance. 
It also provided an overview of the cognitive and reconfiguration chal-
lenges. These aspects provided the basis for an overview of the follow-
ing chapters.
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