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Abstract 

 

Growth is a key goal and objective for emerging companies and management must 

carefully determine the best way to combine the core competencies within a firm’s 

functional departments to provide the firm with the best opportunity for achieving and 

sustaining a competitive advantage in its chosen environment.  This report focuses on the 

process of setting business level-strategy, which includes (1) selecting the domain(s) in 

which the firm will be competing for scarce resources (e.g., capital, personnel, 

technology, inputs and customers) and (2) positioning the firm in each chosen domain so 

that its function-based core competencies are most effectively leveraged to establish a 

competitive advantage.  The overall goal of business-level strategy is to protect the firm’s 

position in its current domain and, if possible, enlarge the domain in which the firm can 

operate with a competitive advantage. 

 

I. Overview 
 

Senior executives and managers involved in the development and implementation of 

business-level strategies are tasked with identifying the core competencies within the 

various functional departments of the company and combining them in a way that 

provides the company with the best opportunity for achieving and sustaining a 

competitive advantage in its chosen environment.  The key choices that must be made 

when setting business-level strategy include: (1) selecting the domain(s) in which the 

company will be competing for scarce resources (e.g., capital, personnel, technology, 

inputs and customers) and (2) positioning the company in each chosen domain so that its 

function-based core competencies are most effectively leveraged to establish a 

competitive advantage.  The overall goal of business-level strategy is to protect the 

company’s position in its current domain and, if possible, enlarge the domain in which 

the company can operate with a competitive advantage.  The tools available to business-

level strategists are created at the functional level and may include core competencies in 

one or more key functional areas such as manufacturing, HR, materials management, 

sales and marketing and/or R&D.
2
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II. Steps for Creation of the Business-Level Strategy 

 

As discussed above, companies can create a core competency at the functional level 

either by reducing the costs of performing the value-creation activities that occur within 

the function (“low cost advantage”) or performing the value-creation activities that occur 

within the function to differentiate its products from those offered by competitors in a 

way that customers perceive as having value (“differentiation advantage”).  Creation of a 

business-level strategy builds on functional-level strategies and involves two steps: (1) 

selecting the domain(s) in which the company will compete, a decision that should be 

based on where the company’s core competencies can be best leveraged; and (2) for each 

domain that is selected, deciding whether to compete using a low cost strategy, a 

differentiation strategy, or both.  If a company has developed a core competency in low 

cost production of its products (i.e., a low cost advantage) it can adopt a “low-cost 

business-level strategy” based on selling low priced products to all of the target 

customers in the domain.  The initial strategies deployed by Dell Computer are an 

example of attempting to use a low cost advantage to capture a significant share of a 

broadly defined market.  On the other hand, if there are target customers within the 

domain that are willing to pay higher or premium prices the company may use a 

“differentiation business-level strategy” that emphasizes product quality, customer 

services, image of prestige and other features that distinguish the company’s products 

from competitors.
3
  This is the path chosen by Starbucks when it entered the market and 

transformed expectations of consumer regarding their morning cup of coffee.  It is also 

possible, albeit difficult, for a company to use both strategies simultaneously and offer 

differentiated goods and services produced at lower costs due to the innovative use of 

technology and business processes such as supply chain management.
4
 

 

In addition to balancing low cost and differentiation advantages, senior management must 

also decide whether to serve the entire market or focus company efforts on selected 

segments of a larger market.  If a focused approach is used the company can either attack 

the segment as the “lowest cost” competitor or alternatively can seek to compete in that 

market on the basis of offering clearly differentiated products or services that will be 

valued by customers in that segment.   In either case, the company that adopts this so-

called “focus strategy” has made a conscious decision to focus all of its available 

resources on one specific segment and seek to become a “specialist” in identifying and 

serving the needs of customers in the chosen segment.  One example of this approach 

would be the way that Kentucky Fried Chicken decided to specialize in chicken rather 

than other areas of the broader fast food market, an example of what is called “focused 

low-cost leadership”.  Similarly, Rolls Royce made a conscience choice to limits its 
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activities within the automobile manufacturing market to customers in the high price 

segment, an example of “focused differentiation”.
5
 

 

Two companies may be in the same broadly defined industry, such as retail clothing; 

however, they may opt to compete in different domains which are defined by specific 

target customer groups.  For example, Target produces and sells clothing in its retail 

stores with an eye toward appealing to customers looking for modestly priced items of 

predictable quality, which means that Target has selected a low-cost business-level 

strategy that can be supported by Target’s functional core competencies in low cost 

production.  On the other hand, a high-end clothing retailer such as Nordstrom has 

traditionally focused on customers willing and able to pay premium prices and has been 

successful with this differentiation business-level strategy because it has been able to 

forge relationships with exclusive clothes designers that allow it to offer items with 

differentiated appeal.
6
  

 

McDonald’s is an example of that rare company that has successfully executed a 

combined differentiated and low-cost business-level strategy in its chosen domain—the 

fast food industry.  Using its functional core competencies in marketing McDonald’s has 

had a long-standing practice of creating and disseminating sophisticated advertising and 

marketing messages that have established the company as a unique brand name in the 

industry and successfully differentiated it from its competitors.  At the same time 

McDonald’s has developed legendary core competencies in supply chain management, 

including manufacturing and distribution, to carefully control its costs.  For example, 

McDonald’s has entered into a number of strategic alliances with outside parties based on 

long-term contracts that ensure availability of food items and the supplies and furnishings 

necessary to operate the extensive network of McDonald’s outlets around the world.  In 

addition, in some cases McDonald’s actually owns the sources of its inputs, such as herds 

of cattle in Brazil and other countries. The execution of each strategy is tightly and 

carefully managed through a rigorous standardization process applied throughout the 

company’s franchise system that allows the company to control the content and quality of 

the experience that customers have whenever they visit a McDonald’s outlet, regardless 

of its location.
7
 

 

Amazon is another example of a company that used its core competency in new 

information technology to successfully launch a combined differentiated and low-cost 

business level strategy that has upset the dual competitive environment that had co-

existed before Amazon entered the retail bookselling domain.  Historically there were 

two types of business-level strategies for attracting the interest of customers interested in 
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purchasing books—the large book chains, such as Barnes & Noble, pursued a low-cost 

strategy to negotiate substantial discounts with publishers based on the volume of 

purchases and passed the savings along to customers in the form of lower prices available 

at their conveniently located outlets in large shopping malls; and independent bookstores, 

large and small, and smaller specialized stores, all of which competed through a 

differentiated strategy based on offering selections not readily available through the 

mega-stores and providing patrons with personalized service that created a strong sense 

of customer loyalty.  Amazon’s strategy of selling books over the Internet simultaneously 

created a differentiated and low-cost competitive advantage that has significantly 

challenged both the large book chains and the independents. From the perspective of a 

differentiation strategy Amazon’s online catalog of literally every available book in the 

English language provided choices for customers that could not be matched by even the 

most specialized book store.  In addition, Amazon used its elaborate and innovative IT 

structure to dramatically reduce the costs associated with procurement, marketing and 

distribution of books and created opportunities for customers to obtain the same 

discounted pricing offered by large book chains along with the convenience of shopping 

from their home or office with prompt delivery.
8
 

 

III. Role of Structure in Business-Level Strategy 
 

The ability of a company to create value with its business-level strategy depends on how 

well senior management is able to combine its functional-based core competencies.  A 

strong set of skills and talents in R&D will be of limited value unless and until the 

company is able to establish a structure, processes and supporting culture that facilitates 

coordination between R&D and the members of marketing function who are in touch 

with customer needs and able to provide R&D with the information necessary to develop 

new products that will have be perceived as valuable by customers.  Obviously the 

combination of core competencies depends in large part on the choices that are made with 

regard to design of the organizational structure at the business level and those choices 

will vary depending on the type of business-level strategy selected for use by the 

company.  For example, the optimal structure for a low-cost strategy will likely be 

different than the structure used when the company is pursuing a differentiation strategy.  

In addition, a “focused” low-cost or differentiation strategy, in which the company is 

competing in one market segment or a very small number of market segments, will call 

for a different organizational structure than if the company was pursuing the same type of 

strategy in many different segments.
9
   In any event, strategic choices will lead to 
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different approaches with respect to specialization, centralization and formalization when 

creating the appropriate organizational structure.    

 

In order for a company to successfully execute a low-cost strategy it must develop and 

maintain core competencies in those functional areas that make the greatest contribution 

to reducing the costs associated with product development and manufacturing.
10

  In 

general, the key functional areas for these types of companies are materials management 

and manufacturing and other functions, such as research and development and marketing, 

are expected to focus their specific activities on supporting the goal of lowering 

production costs and converting the savings into higher sales revenues.  Accordingly, it is 

not surprising that a simple mechanistic structure is thought to be most appropriate for a 

company that has selected a low-cost strategy.  These companies are not interested in 

engaging in expensive and highly risky new product development projects and usually 

wait until a competitor has introduced a new or improved product and a market for that 

product has been established.  At that point the low-cost company focuses on imitating 

the competitor’s product and achieving a competitive advantage through lower 

production costs that allow the company to undercut the prices being charged by 

competitors who had been first in the market.  Centralized decision making and 

standardized rules and procedures for production activities, including highly structured 

job roles, are the best way to achieve the necessary control over costs and there is little 

need for the cross-departmental integration and mutual adjustment associated with 

organic structures.  Contingency theory also supports the notion that simple structures are 

generally the best choice for companies pursuing low-cost strategies in relatively stable 

and slowly evolving business environments.
11

 

 

On the other hand, a company following a differentiation strategy is heavily reliant on its 

ability to design new and innovative products and get them into the marketplace before 

its competitors.  Cost reduction is less important for this type of company and the primary 

goal is to complete the development and launch of new products as quickly as possible.  

Accordingly, the marketing function plays a key role in tracking new product ideas and 

new product R&D is a primary activity.  In order for the differentiation strategy to be 

successful an organic structure is the preferred approach since it lays the necessary 

organizational foundation for efficient communication among all functional areas and 

facilitates the rapid decision making required to keep product development projects on 

track.  For example, companies seeking differentiation need close collaboration among 

all of the functional groups in the value-creation process—research and development, 

manufacturing, marketing and sales—and this is best achieved by deploying autonomous 

cross-functional teams that manages all aspects of the product development and launch 

process free of the tall hierarchy, centralization and rigid job specifications and rules 

associated with a mechanistic structure.  Contingency theory predicts that companies in 

relatively unstable and rapidly changing business environments, which require 
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continuous development of new differentiated products, are most likely to be pushed 

toward complex organic organizational structures that are most conducive to coordination 

and integration of functional activities.
12

   

 

Business-level strategy also includes decisions about which of the main types of 

organizational structure—functional, divisional or matrix—is best suited for successful 

execution of the company’s operational activities in each of its target markets.  In 

general, three factors are most relevant to the choice that must be made by the senior 

management team.  First, as the range of products and services offered by the company 

expands the organizational structure must be able to provide increasing levels of control 

and coordination with respect to development, production and marketing activities.  

Second, as the company increases its focus on specific customer segments it will need an 

organizational structure that can quickly and efficiently satisfy the unique requirements 

of each segment.  Finally, if and when the pace of new product development accelerates 

within the domains in which the company is competing, it must establish an 

organizational structure that facilitates the type of cross-functional coordination 

necessary for continuous innovation and refreshment of the company’s product line.
13

  

 

There is evidence of strong correlations between business-level strategy (i.e., low-cost or 

differentiated) and the optimal form of organizational structure.  For example, a low-cost 

strategy is typically used by companies that limit the size of their product line as part of 

their effort to remain focused on reduction of production and marketing expenses.  These 

companies do not have to worry about managing expansive and diverse product lines nor 

do they typically attempt to cater to specific customer groups.  They also avoid the race 

to be first to market with new products and generally follow a strategy of low-price 

imitation once competitors have established the market that reduces the need for cross-

functional coordination.  Because of all these factors a low-cost business-level strategy 

can usually be implemented and sustained with a fairly simple functional-based 

organizational structure.  On the other hand, a differentiated strategy calls for a large 

product line, customization to the needs of specific customer groups, and continuous 

innovation with respect to product development.  As such, a company pursuing a 

differentiated business-level strategy will generally find it best to use a more complex 

organizational structure, with the type of structure being driven by the factor that is more 

important in the company’s specific differentiation strategy.  For example, if product 

diversity is paramount the company should adopt a product division structure; if 

identifying and satisfying the needs of customer segments is most important than a 

market or geographic structure would serve the company best; and a matrix structure or 

product teams should be used when success depends primarily on rapid development and 

introduction of new technologies and products.
14

 

 

Companies may design their organizational structure in ways that allow them to 

simultaneously pursue different business-level strategies based on what the managers of a 
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particular unit believe is best suited for the products that they oversee.  It is possible for a 

company to create two separate product divisions and have one of those divisions pursue 

a differentiated strategy for its products while they other manages a group of products 

that will compete through low-cost business-level strategies.  In many cases the products 

that emerge from each group will be complimentary and it may be possible to bundle 

them when approaching potential customers.  For example, a company engaged in the 

development and commercialization of printers for computers may create one division 

that follows a differentiated strategy with respect to its hardware products (i.e., the 

printers) and another division that pursues a low-cost strategy in developing and 

improving ancillary products such as toner and paper that the consumers will typically 

purchase to use with the printers.  A similar approach may be taken by firms in the 

photography market by dividing activities up into two product groups—one division 

develops and markets digital cameras and accessories and follows a differentiated 

strategy to keep up with changing technology and the other division handles ancillary 

products such as film and paper and follows a low-cost strategy.  In any event, the 

elements of the organizational structure within each division will differ and be 

customized to suit the specific business-level strategy for the division.  The overriding 

objective is for the company to remain competitive in markets where innovation is 

necessary while still pursuing appropriate opportunities to reduce costs.
15

 

 

While there has been much discussion of creating and using organizational structures that 

facilitate differentiation and/or cost reduction, managers must not forget the need to 

satisfy the unique requirements of key customer groups.  Simply put, customers don’t 

care how companies organize their businesses, they simply want to know that contracts 

will be performed and expectations will be fulfilled.  Business-level strategists need to be 

mindful of the drawbacks associated with the traditional practice of using function-based 

alignments of people and other resources (e.g., sales and marketing, procurement, or 

manufacturing departments).  While using functions as the primary dimension when 

organizing a company’s business activities can be useful in achieving the benefits of task-

based specialization, including the development of function-based core competencies, 

and can result in substantial savings through economies of scale, it also can quickly 

become a hindrance in developing new products and services if a functional department 

continues to focus on its own goals and ignores the need to cooperate with other 

departments in order to deliver the new product or service to customers at the lowest 

price and highest level of quality. For example, the procurement department may decide 

to purchase the raw materials for a new product from a particular vendor because the 

vendor provided the lowest price and this fits the specific goals and budget of that 

department.  However, if the materials turn out to be defective that means that other 

departments, such as manufacturing and technical service, will be forced to “overspend” 

in relation to their budgets to make up for the decision made by the procurement 

department.  At the end of the day the entire project may be delayed and over budget 

even though the procurement department achieved its budget goals. 
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Companies must not forget that customers do not care whether the procurement 

department meets it budget objectives nor do they care whether other departments had to 

work overtime in order to overcome problems created by bad decisions made elsewhere 

in the organizational structure.  Moreover, customers are not interested in paying for 

extra costs that arise because companies don't push their departments to cooperate with 

one another. Companies need to bring all departments on to the “same page” in the 

development process.  One way to do this is to carefully evaluate and define the “flow” 

for the development and commercialization of a new product or service as it moves 

throughout the company.  The goal is to determine which functional departments will 

need to be involved and when decisions that will impact more than one department will 

need to be made.  Companies should then make sure that a cross-functional team is put in 

place to manage the process and make decisions with an eye toward the greater good of 

the company rather than specific departments.  As part of this process, incentives should 

be created for each department to cooperate and collaborate with other departments.  

When dealing with significant customers—customers that are expected to provide a large 

percentage of the projected sales in a particular market—consideration should be given to 

bringing them directly into the organizational design process to get their views on what 

the ultimate goals for both parties should be in managing the relationship.   

 

IV. Role of Organizational Culture in Business-Level Strategy 

 

Another challenge in establishing and executing the business-level strategy for a 

company is setting and disseminating values, norms and rules that are understood and 

followed throughout the organization so that functional resources can be combined 

effectively and that members of each business units can communicate and collaborate in 

a way that maximizes the advantages of the company’s core competencies.  

Organizational values can and should be developed in a manner that is consistent with the 

choice made between pursuing either a low-cost or a differentiation strategy.  In order to 

be successful in executing a low-cost strategy a company should encourage the 

development of values that are consistent with reducing and managing expenses and the 

practices of managers and employees in discharging their duties should reflect those 

values (i.e., small offices with no frills and flying economy class when traveling on 

business). These values should also be part of functional-level strategies and performance 

measures.  For example, rewards and incentives for the marketing department should be 

based on identifying the most cost-effective methods for attracting and maintaining 

customers.  On the other hand, a company following a differentiation strategy needs to 

establish a family of core values that includes innovation, excellence and quality and 

cultivate a culture that celebrates risk-taking and thinking “out of the box” in a way that 

leads to the development of cutting-edge products that keeps the company ahead of its 

competitors.
16

 

 

                                                   
16

  Id at  220.  See also T.J. Peters and R.H. Waterman, Jr., In Search of Excellence (New 

York: Harper and Row, 1982); and E. Deal and A.A. Kennedy, Corporate Cultures 

(Reading, MA: Addison-Wesley, 1985). 



9 

 

The cultural values that a company adopts in order to support its business-level strategy 

can also be further advanced through the proper design of the organizational structure of 

the company.  For example, if the company has selected a low-cost strategy it will make 

sense for it to use a mechanistic organizational structure since it increases the focus of 

managers and employees on making existing work systems more efficient (i.e., cost-

effective).  A mechanistic structure relies heavily on formal rules and standard operating 

procedures that reduce the likelihood that employees will deviate off course and cause the 

company to incur unanticipated expenses.  Japanese manufacturing systems are a good 

illustration of the perceived correlation between a mechanistic flow of work activities and 

reduction of costs.  On the other hand, a differentiated business-level strategy generally 

calls for a more organic organizational structure since the company needs to create an 

overall environment in which innovation is more likely to occur.
17

 

 

The cultural values that support the business-level strategies of two firms should also be 

considered before those firms decide to combine their activities in a merger or other form 

of acquisition.  For example, at first blush a merger between a company that is known for 

its success in pursuing a strategy of innovative new product development and a 

competitor that has thrived through creation of efficient manufacturing techniques that 

have reduced production costs will seem like an attractive proposition.  It can reasonably 

be expected that the combined firm would be able to tap into both differentiated and low-

cost advantages by expanding its product line and innovative activities while taking 

advantage of economies of scale and best practices with respect to respect to 

manufacturing processes.  However, a crucial factor in the success of such a merger will 

be the ability of the parties to reconcile their dominant cultural values.  There is a real 

risk of conflict between the managers of a firm in which innovation is the driving force 

and their counterparts within a prospective merger partner who have been concentrating 

on controlling costs during the periods leading up to the transaction.  If the merger does 

proceed the group of managers from the party that has been following a low-cost strategy 

may continue to push for projects that are low risk and tightly controlled from a cost 

perspective in order to achieve short-term profits; however, the managers from the other 

party who thrive on differentiation will likely agitate for high risk and relatively 

expensive development projects to create truly innovative projects that can only be 

evaluated over a much longer time horizon.  If the managers from the two merger 

participants cannot reconcile their different cultural backgrounds the promised benefits of 

the merger will not be realized.
18

   

 

V. Managerial Implications 
 

It is important for every functional manager throughout the company to understand the 

business-level strategy that the company is pursuing (i.e., low-cost or differentiated) and 

the role that his or her functional unit is expected to play in contributing to the success of 

that particular strategy.  Managers and employees in each department should not only 

review their intra-department activities to identify way to lower costs or differentiate 
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products but should also think about how they can collaborate with other departments to 

achieve the applicable strategic objective.  For example, the R&D and manufacturing 

functions can work together to create a product design that reduces production costs and 

thus allows the company to offer the products at prices below those charged by 

competitors.
19

 

 

All managers should be encouraged and motivated to take an entrepreneurial approach to 

setting and modifying their business-level strategies by continuously seeking and 

evaluating promising opportunities to strengthen the company’s position in its current 

domains and use the company’s core competencies to successfully enter new domains.  

Among the possible actions that can be taken are identifying and pursuing new markets 

within the company’s existing organizational domain, adapting and modifying existing 

products so that they provide higher and different levels of value to customers, 

developing new products, and increasing emphasis a previously ignored or under-

exploited type of business-level strategy (i.e., low-cost or differentiated).  For example, a 

television broadcasting network generally has several business units that each focus on 

specific types of programming—news, documentaries, comedy and drama—and the 

responsibility of the managers for each of these business units is to scan their specific 

environments to determine the types of programming that are most likely to be perceived 

as valuable by their prospective customers (i.e., viewers).  This information is then 

collected and discussed by the top management team in order to provide directions to 

each business unit regarding the type and amount of programming that each of one of 

them will be responsible for commissioning.  The business-level strategy not only drives 

the activities of each business unit it also identifies how the network intends to create a 

competitive advantage through a specific mix of programming and the image that the 

network seeks to portray to the audience.
20

 

 

Since the success of any specific business-level strategy is heavily dependent on the 

choices that managers make with respect to organizational structure and culture it is 

essential for those managers to continuously and carefully evaluate how well the structure 

and culture of each business unit is supporting the strategy being pursued by that unit.  If 

problems are identified the managers must be prepared and empowered to make the 

necessary changes.  For example, in order for a differentiated business-level strategy to 

succeed it may be necessary to reduce the number of hierarchical levels, disburse 

decision-making authority to lower levels in the business units and consciously modify 

the message transmitted to employees to encourage and motivate them to act in a 

entrepreneurial and innovative manner.
21
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