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ABSTRACT

This paper attempts to describe the relationship between board composition and performance in
Indian firms. Indian firms have been classified into four groups—public sector undertakings (PSUs),
stand-alone firms, private business group dffiliated firms, and subsidiaries of foreign firms. The paper
analyzes the relationship between the study and independent variables, using a multiple regression
model. Results indicate that the larger boards are less efective in Indian firms, except in the case of PSUs.
Board size is becoming an insignificant variable in determining the performance of Indian PSUs.
Surprisingly, board independence is insignificant across all categories in India, as per the results of this

study, which calls for detailed studies in this area.

INTRODUCTION

Fama and Jensen (1983) defined residual claimants as the ones who bear residual risk, i.e., the
difference between stochastic inflows of resources and promised payment to agents. When the
managers, who make decisions, are not the major residual claimants, and hence do not bear a major

share of the financial effects of their decisions, agency problems arises.

To address agency problems, internal, as well as external, corporate governance mechanisms have
been put into place, like the board of directors, proxy fights, large shareholders, hostile takeovers and
financial structure (Hart, 1995). The most important internal corporate governance mechanism is the
board of directors (Subramanian and Swaminathan, 2008). The role of the board is not simply to fulfill its
legal requirements. The board of a company provides strategic guidance and leadership, objective
judgment, independent of management, to the company and exercises control over the company, while
at all times remaining accountable to the shareholders. An effective corporate governance system is one
which allows the board to perform these dual functions efficiently. However, shareholders do not
escape agency problems by leaving them to the board of directors, since the directors are themselves
agents, whose interests are not necessarily aligned with the shareholders (Hermalin and Weishbach,
1991). Although, allowing management to choose their own overseers might lead to agency problems
related to independent directors. Nonetheless, there are many good reasons to believe that outside

directors will exhibit some checks and balances on the top management. There are many widely studied
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board characteristics like board composition, which includes board size and the proportion of

independent directors, board committees, as well as remuneration to the directors.

LITERATURE REVIEW

BoarD comPoOsITION

Research works indicate that board composition plays a substantial role in corporate performance.
Board composition refers to the number of directors and the type, as determined by the usual insider-
outsider classification. Insiders are the current members of top management teams, and employees of
the company or its subsidiaries. Outside directors have no such association, but are further classified
into affiliated or non-affiliated. Affiliated outsiders are not members of the current management, or
employees of the company, but have some influential link with the firm, or example, as consultants.
Non-affiliated outsiders are usually referred to as independent directors. These independent directors
are recruited primarily because of their expertise, name, recognition and skills (Pearce and Zahra,

1992).

BoaRrp sizE

There are different schools of thought when it comes to linking board size with corporate
performance. One school of thought suggests a positive association between board size and firm
performance. Proponents of this view (Pearce and Zahra, 1992; Dalton et al., 1999) argue that as board
size increases, the strategic decision making capabilities of the board increase. This is due to the
knowledge and intellect that is brought to the board by members coming from varied backgrounds.
Golden and Zajac (2001) argued that smaller boards are assumed to have inadequate confidence and

unclear understanding in making strategic changes.

The counter view also prevails, which argues that larger boards are less effective than smaller boards.
It is mainly based on group dynamics and social psychological research. When board size increases, the
costs associated with it, like coordination cost and communication costs, also increase (Raheja, 2005). As
a result, the board becomes more of a symbol and less a part of the management process. Many
researchers provide empirical evidence which supports the view that a negative relationship exists
between board size and firm performance. Yermack (1996) empirically demonstrated that there is a
negative relationship between board size and firm performance. It is also suggested that measures of
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operating efficiency and profitability are negatively related to the board size (Yermack, 1996). Eisenberg
et al. (1998), in their study on small firms, also found this negative relation between firm performance
and board size. Van Ees et al. (2003) performed a similar study on the listed firms in Netherlands and
found that, even though the system of control mechanism is different in Netherlands than in their US
counterparts, there is a negative relation between board size and firm perofmance in Netherlands,

similar to the US.

Vateas (1999) proposed that here is an optimum board size, below which there is a positive
relationship, and above which there is a negative relationship Other than these two, there is one more
school of thought which assumes that the relationship between board size and firm performances is in
the nature of an ‘Inverted U’. . The inherent assumption is that a minimum number of board members is
required to get the necessary intellect on the board, but if the number crosses the optimum mark, various
problems relating to coordination and group dynamics come into play, adversely affecting firm

performance.

BOARD INDEPENDENCE

As discussed above, board of directors is one of the most vital internal governance mechanisms that
act as a bridge between the aspirations of the shareholders and the managers. Over the years, board
independence has been an important characteristic and the subject of many studies, as the presence of
outside directors in the board is thought to be vital for the functioning, especially on issues of strategy,

performance, management of conflicts and standards of conduct.

Corporate governance committee reports across the world, like the Blue Ribbon committee 1999 in
the US, have placed considerable stress on the role of independent directors. However, the ‘Companies
Act’ of most of the countries across the world does not make any distinction between the different
categories of directors in terms of their responsibilities, and all directors are equally and collectively
responsible by law for a board’s actions and decisions. Further, the Cadbury committee report 1992
says, “The board should include non-executive directors of sufficient caliber and number for their views

to carry significant weight in the board’s decisions”.

Zahra and Pearce (1989) suggested that four major perspectives have dominated studies on the
composition of board of directors in an organization. These are legalistic, class hegemony, agency
theory, and resource dependence. Although all four are totally different approaches, the one thing
common to all of them is that they agree that board of directors is a very important control mechanism
and the presence of outsiders on the board increases its effectiveness. They identify the three most

important roles for the board—service, strategy and control. An integrated model of board attributes

4
ISSN 1923-0265 (Print) - ISSN 1923-0273 (Online) - ISSN 1923-0281 (CD-ROM), Copyright NAISIT Publishers 2016



w North American Insttute The International Journal of Management Science and Information Technology (IJMSIT)
of Science and Information Technology Issue 2 - (Oct-Dec 2011) (1 - 15)

and roles is proposed by them, along with the composition of boards, which includes size and outsiders
presence as important factors. Another study by Pearce and Zahra (1992) claimed that there is positive
relationship effect on firm performance on some fortune 500 companies. Their findings clearly state
that there is a positive relationship between the presence of outside directors on the board and firm
performance. They argue that, by expanding boards and recruiting experienced and professional outside

directors, firms would benefit by making use of their expertise and experience (Pearce and Zahra, 1992).

However, Barnhar et al. (1994) claim that there is little evidence suggesting that board composition
is important for the quality of overall firm performance, and that they found negative correlation
between firm performance and board independence. In their study, they attempted to determine
whether, after controlling the effects of managerial ownership, the proposition of independent outside
directors is related to overall firm performance. They did not use the Tobin’s Q approach, but rather
measured firms’ performance on the market value to book value ratio of common stock equity. They
found a curvilinear relationship between board composition and firms’ corporate financial performance.
A similar study done by Barnhart and Rosenstein (1998) discussed board composition, ownership
structure, and firm performance interrelationships. Their empirical study came out with the results that a
weak curvilinear relationship exists between board composition, in terms of outsider’s presence, and
firm performance. They also indicated that institutional ownership and board composition are
substitutes for managerial ownership. Managerial ownership has a strong control over board

composition and a strong performance allows insiders to retain control over the board of directors.

Hermalin and Weisbach (1991) argued that there is no relationship between board composition and
firm performance, as opposed to the general belief. They suggested that it is good to have inside
directors’ presence in the board of directors, as they help CEOs to maximize value by providing both
advice and knowledge about the day-to-day operations of the company. They suggested that top
management has a control over board selection. Hence, board composition does not matter, as inside or
outside directors are equally good or bad. Bhagat and Black (1999) also supported this view that there is
no strong correlation between board independence and firm performance. They stated that different
firms need different degrees of board independence, depending upon their growth rate. Fogel and Geier
(2007) also indicated in their study that no pattern emerges to suggest that it makes any difference at all
to shareholders’ wealth creation whether a board has a higher or lower percentage of independent
directors. They reviewed the best and the worst return on equity performers across 50 separate industries
and showed that the worst ROE performers in each of the 50 industries have approximately the same

percentage of independent directors as the best ROE performers.

Raheja (2005) proposed a model in which the tradeoffs of inside versus outside directors were

considered. It was argued that board size and composition affect the incentives of board members and

5
ISSN 1923-0265 (Print) - ISSN 1923-0273 (Online) - ISSN 1923-0281 (CD-ROM), Copyright NAISIT Publishers 2016



w North American Insttute The International Journal of Management Science and Information Technology (IJMSIT)
of Science and Information Technology Issue 2 - (Oct-Dec 2011) (1 - 15)

play a crucial role in board effectiveness. She argued that firms in which it is easier for outsiders to verify
projects have a majority of outsiders, while those in which it is difficult have a majority of insiders on the
board.

INDIAN CONTEXT

Research relating to firm performance and board composition is available in the Indian context also.
As with worldwide studies, in which no conclusive evidence to any one school of thought has been
provided, the same is the case with India. The results have been mixed in nature. It has been suggested
in some research studies that larger board size leads to improved firm performance, whereas there have
also been evidence of larger boards being inefficient in nature. Kathuria and Dash (1999) pointed that
there is an improvement in performance with the increase in board size, but the firm does not gain
much if an additional board member joins, considering that it already has a big board to contend with.
Dhawan (2006) supported this finding by pointing out that the size of the board increases with turnover,
but only up to a certain level, beyond which the increasing turnover does not have any influence. Hence,
knowledge and skill of the board members are of paramount importance, rather than the size of the
board. Thus, it can be argued that the size of the board may be increased up to the point where
marginal benefits equal marginal costs (Beiner et al. 2003). Dwivedi and Jain (2005), in their study on
board size and firm value, also suggested a positive relationship. On the other hand, there are studies
which point to a negative relationship between board size and firm performance in the Indian context.
Prominent among them is the work done on Indian nonfinancial firms by Ghosh (2006). The author in his
empirical study on the relationship between financial performance and board parameters which include

board size found that larger board size tends to have a negative influence on firm performance.

In India, the Kumar Mangalam Birla Committee (1999), on corporate governance, appointed by the
securities and exchange board of India (SEBI), gave recommendations which are concurrent with the
majority of the world’s view that the presence of outside directors results in better management of
firms’ affairs. Research on the Indian corporate governance system points out that, until the early 2000s,
Indian companies filled their boards with representative of the promoters of the company. Independent
directors, if chosen, were also handpicked by the management, thereby ceasing to be independent. This
change occurred after the implementation of the Kumar Mangalam Birla Committee recommendations.
Today, increasingly, boards comprise the following groups of directors—promoter directors, and

executive and non-executive directors, some of whom are independent.

Prasanna (2006) suggested that independent directors bring brand credibility and better
governance. Overall, independent directors contribute to boards’ effectiveness and functioning. She also
emphasized that, just like any other job, there should be a periodic evaluation of the independent
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directors, and their appointment process should be a formal one. Hence, the author supported the view

that board independence is positively related to firm performance.

GROUP AND STAND-ALONE FIRMS IN INDIA

Indian business groups are collections of publicly traded firms in a wide variety of industries, with a
significant amount of common ownership and control, usually by a family (Khanna and Palepu, 2000).
Khanna and Palepu (2000) argued that, in an emerging market like India, where there are major agency
and information problems, major sources of potential benefits of group affiliated firms have access to

foreign capital, access to latest technology, and some control over political groups.

OBJECTIVES OF THE STUDY

In the above context, we propose to study the relationship between board composition and firm
performance of stand-alone and group firms in India, along with firm performance of public owned and
foreign subsidiaries firms and their board composition in India. Since India is a rapidly developing
economy and its corporate governance norms are now almost at par with those of the developed
nations, this study attempts to shed much light on the board composition existing in group affiliated and
stand-alone firms in India. As mentioned above, most of the group affiliated firms in India are family
owned, and hence, agency problems in India are not because of management, but because of majority
shareholding. In this context, it becomes even more important to study board composition, as it would
add to the body of knowledge for the minority shareholders, as well as for academicians who study

company performance and board composition.

METHODOLOGY

As discussed in the previous sections, board composition consists of two components, i.e., board
size and board independence. A conceptual framework of linking board composition to performance of
the firms has been hypothesized. This study takes into considerations four categories of firms—stand-

alone private Indian firms, group affiliated firms, PSUs, and foreign subsidiaries (Figure 1).
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Data was collected from the Centre for Monitoring Indian Economy (CIME) database and from
firms’ annual reports for a time period of one financial year, i.e. 2006-2007. The sample consisted of
organizations listed on the Bombay stock exchange (BSE) 500 index. Financial institutions and banks
were removed, as their financial structure is substantially different from that of other firms; these
firms have a higher leveraged capital structure, and therefore, we cannot compare them with other
firms on the same platform. After the removal of financial institution, the sample size was reduced to
437. The data for 17 firms was found to be either missing or insufficient for further analysis, and thus,
they were also removed, bringing the final sample size to 420. Of these 420, the category-wise
numbers are 237 group companies (56.4%), 118 private stand-alone (Indian) firms (28.1%), 32 foreign

subsidiaries (7.6%), and 33 governments owned PSUs (7.9%).

VARIABLES

DEPENDENT VARIABLES

Firm performance is the dependent variable in our study, which can be measured by using two
types of proxy—accounting-based measures and market-based measures (Dwivedi and Jain, 2005).
Accounting-based measures used are profit before interest and tax (PBIT), profit after tax (PAT)/ sales,
economic value added (EVA), etc., and market-based measures, which include market capitalization to
BV ratio(Barnhart et. al), and market value added (MVA) and Tobin’s Q (Yermak, 1996). For this study,

Tobin’s Q has been taken as proxy to measure
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firm performance. Tobin’s Q is defined as the ratio of MV and BV of assets. MV of firm is taken as the
sum of MV of equity and debts. Since debts are not publicly traded in Indian secondary markets, BV

of debts and preference shares have been considered for calculating Tobin’s Q.
Q= (MVE + PS + DEBT)/ TA

To remove the effect of market volatility from our analysis, the average of 365 days closing prices
have been considered. In total assets, we have considered all the relevant items on the assets side of

the balance sheet.
INDEPENDENT VARIABLES

Board size and board independence are the explanatory variables for this study. Board size is
taken as the number of sitting directors on the board of a company. In this study, we assume that

there is no interaction effect between these two independent variables.
CoNTROL VARIABLES

To control different factors like firm’s growth, and capital structure, which also influence firm
performance to a great extent; the following variables have been considered as control variables to

explain the variation in Tobin’s Q left unexplained by the independent variables.

e  Growth opportunities: The control variables for growth opportunities are research and

development/sales and advertisement and marketing expenses/sales (ADS).

e  Firm size: It has been pointed out by earlier studies that firm size and board size can be
correlated in complicated ways. Hence, firm size, which has been proxied by log market
capitalization, is another control variable (SIZE).

e  Funds Utilization: The effective fund utilization also influences firm performance. Return

on capital employed, which is a well-accepted measure of fund utilization, has been taken
as proxy to control this factor

e  (Capital structure: Capital structures have implications for governance of firms. Hence, to

control its effects, we have used debt equity ratio as its proxy (DE).

Table 1 describes the descriptive statistics.
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Table 1: Descriptive Statistics
A: Break-Up of Firms
Firm Type No. BOARDSIZE BOARDIND (%) (AVG.)
Group companies 237 11.62 61
Foreign subsidiaries 32 11.72 60
Govt. majority 33 15.33 67
Private stand-alone 118 10.46 57
Total 420 - -
B: Descriptive statistics of the Variables
Variable Mean SD Variance Range
ROCE 0.1682 0.35234 0.124 7.34
DE 0.8305 1.18882 1.413 17.08
TOBIN Q 2.9728 2.36082 5.573 15.54
BOARDSIZE 11.5905 3.41678 11.674 22.00
BOARDIND 7.0024 2.73185 7.463 19.00
SIZE 3.4729 0.55469 0.308 2.95

Mooel

TOBIN Q = a + B1 BOARDSIZE + B2 BOARDIND + B3 DE + B,ADS + BsRDS + BSIZE + B,ROCE + €

The above model has been proposed to measure the effect of board composition on firm

performance for all the four categories of firms. Ordinary least squares method has been use to

investigate whether board composition has significant association with firm performance or not.

RESULTS AND DISCUSSION

The summary of the regression results is presented in Table 2. From the regression results for the

overall sample, it is evident that the variables included in the model explain firm performance at

statistically significant level, as indicated by the F-statistic (1% level of significance). The adjusted R2

is 0.22, which means that our model is explaining 22% of the variation of firm’s performance. A more

detailed examination of the explanatory factors reveals that board’s size is statistically significant at

1% level of significance, in the regression model. For our overall sample, we have found that board

independence does not have a statistically significant effect on firm performance.
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Table 2: Dependent Variable: TOBIN Q

Independent . . . T
Overall Stand-Alone Firms Group Companies PSUs Foreign Subsidiaries
variable
Co- | tstat Co- | tstat Co- | tstat Co- | t-stat Co- | tstat
p-value p-value p-value p-value p-value
ffici + ffici + ffici + ffici + ffici +
Intercept -1.297 | -1.921| 0.06 -3.701 | -2.458| 0.02**| -3.181 | -4.684 | 0.00* | -4.765 | -1.571| 0.13 -2.342 | -3.567 | 0.00*
ROCE 1.216 | 4.028 | 0.00* 1.977 1.600| 0.11 1.056 | 4.316| 0.00* 9.498 | 2.023| 0.05** 1.529 5.632 | 0.00*
DE -0.157 | -1.764 | 0.08 -0.337 | -2.166| 0.03**| 0.093 | 1.067 | 0.29 0.489 | 0.509| 0.61 0.104 1.452 | 0.04**
ACS -12.265 | -3.754 | 0.00*| -10.381 | -1.707| 0.09 19.691 | 5.374| 0.00* | -102.30|-0.363| 0.72 14.320 4.876 | 0.00*
RDS 9.571 | 3.150| 0.00* 4.505 0.799| 0.43 -1.302 | -0.316| 0.75 |-45.805 |-0.697| 0.49 -1.653 | -0.418 | 0.53
BOARDSIZE | -0.121 | -2.470| 0.01*| -0.231 | -2.078| 0.04**| -0.103 | -2.403 | 0.02* 0.150 | 0.646| 0.52 -0.094 | -1.942 | 0.01*
BOARDIND -0.099 | -1.607 | 0.11 -0.031 | -0.217| 0.83 0.024 | 0.408| 0.68 -0.418 | -1.707| 0.10 0.032 0.506 | 0.54
SIZE 1.806 | 8.994 | 0.00* 3.067 6.514| 0.00* 1.793 | 9.578| 0.00* 1.861 | 2.586| 0.02** 1.793 | 11.534 | 0.00*
0.220 0.3 0.36 0.234 0.27
Adjusted R2
F-Statistic 17.87* 10.13* 19.85* 2.39%* 9.25%*
Note: * significant at 1% level; and ** significant at 5% level.

CATEGORY 1: PRIVATE STAND-ALONE INDIAN FIRMS

From the regression results for the overall sample, it is evident that the variables included in
the model explain firm performance at statistically significant level, as indicted by the F-statistic
(1% level of significance). The adjusted R2 is 0.30, which means that our model is explaining
30% of the variation of firm’s performance. A more detailed examination of the explanatory
factors reveals that board size is statistically significant at 5%level of significance, in the
regression model, as indicated by the p-value. For our overall sample, we have found that board

independence does not have a statistically significant effect on firm performance.
CATEGORY 2: GROUP AFFILIATED FIRMS

From the regression results for the overall sample, it is evident that the variables
included in the model explain firm performance at statistically significant level, as
indicated by the F-statistic. The adjusted R2 is 0.36, which means that our model is
explaining 36% of the variation for firm’s performance. A more detailed examination of
the explanatory factors reveals that board size is statistically significant at 5% level of
significance, in the regression model, an indicated by the p-value. For our overall sample,
we have found that board independence does not have a statistically significant effect

on firm performance.
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CATEGORY 3: PUBLIC SECTOR UNITS

From the regression results for the overall sample, it is evident that the variable include in the model
explain firm performance at statistically significant level, as indicated by the F-statistic (5% level of
significance). The adjusted R2 is 0.23, which means that our model is explaining 23% of the variation of
firm’s performance. A more detailed examination of the explanatory factors reveals that board size, as
well as board independence, do not have a statistically significant effect on firm performance at 5%

level of significance, in the regression model, as indicated by the p-value.

CATEGORY 4: FOREIGN SUBSIDIARIES

From the regression results for the overall sample, it is evident that the variables included in the
model explain firm performance at statistically significant level, as indicated by the F-statistic (1% level
of significance). The adjusted R2 is 0.27, which means that our model is explaining 27% of the variation
of firm’s performance. A more detailed examination of the explanatory factors reveals that board size is
statistically significant at 1% level of significance, in the regression model, as indicated by the p-value. For
our overall sample, we have found that board independence does not have a statistically significant

effect on firm performance.
CONCLUSION

The findings of this empirical study reveal that larger boards are less effective than small boards in
all the categories, apart from PSUs. The evident reasons, as suggested by previous scholars, are very
pertinent. As board size increases, group dynamics, communication gap and coordination costs
increase; this affects firms negatively. Board size is becoming insignificant for PSUs as a performance
measure, and the reasons are straightforward. PSU performance in India in subject to political control,

and here, the board is not as strong a corporate governance mechanism as it should be.

Board independence is insignificant across all categories in India, as the present study suggests. As a
result, it can be said that board independence is not a vital factor in the determination of firm
performance. Board independence in India is heavily influenced by the incumbent family owners or
private individuals who are actually responsible for the appointment of independent directors. Hence, it
may be concluded that independent directors usually go with the management’s decision and are not so

strong a force, as is desired by the regulators.
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LiMITATIONS AND SCOPE FOR FUTURE RESEARCH

The current study is quite exhaustive in the sense that four different categories of firms operating in
the Indian markets have been considered. However, further research can be carried out in order to
understand the reasons or factors that are responsible for affecting board size negatively. The Indian
firms are also slowly, but surely, moving towards the Anglo-American model of corporate governance,
wherein the diffused ownership patterns, as opposed to the concentrated ownership patterns, emerge.
Along with this, board independence would gain greater prominence and affect firm performance, as
opposed to the current situation. Whether this happens or not can again be a subject for future

research.
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Abstract

We have recently seen research examining the origin and functioning of hybrid
organizations. The growing practical and academic interest in hybrids is a clear manifestation of
the changing and blurring roles of governments and private sector organizations. It also reveals
new ways of thinking about governments’ relations with various commercial and community
organizations as well as ways of reorganizing service delivery and production. While there is a
growing body of research and practical knowledge, there are still significant gaps in definitions
and understanding of the hybrid organization. It also constitutes an ambiguous field of
organizing and leadership. This article represents a variety of definitions and approaches to the
hybrid organization and addresses the particular challenges for structuring and managing the
hybrids. We also put forward six measures which foster getting benefits and favorable outcomes

from the hybrid organization.
Keywords

Organization, hybrid, hybridization, governance, public organization, private

organization

Introduction

We have recently seen a lot of research examining hybrid organizations, which combine
features of public and private for-profit and non-profit organizations. The growing importance of
hybrids is evidenced in the rise of academic research, the interest of students of public and
private sector management studies, the interest of practitioners in governments and the private
sector, and in the increase of consulting services devoted to giving advice about how to
maximize the benefits of this new type of organization. “Hybrids have moved from being a

minority scholarly interest to centre stage in mainstream political discourse” (Billis 2010, 4).
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The restructuring of governmental activities during and after the era of New Public
Management-influenced reforms has resulted in opportunities to introduce new organizational
solutions in several countries. In state administration the question has largely been about
establishment of more or less autonomous governmental agencies (Verhoest, Van Thiel,
Bouckaert and Laegreid 2012). Generally hybrids originate from main three sources:
communities or the third sector, markets and governments (Karré 2011a). Examples of hybrids
with a community organization background are environmental movements, trade unions,
professional unions, and cooperatives which provide services. A good example of a more
market-originated hybrid organization is the field of social entrepreneurship (Aiken 2010). Even
if the legal form of those organizations is that of a business organization, often a small business
venture, these organizations are not driven by just market-oriented objectives. In many respects

they are not comparable to typical business ventures at all.

A huge source of hybrids is the government. In governments, hybridization represents at
least partial privatization of its activities. The total number of organizations involved in carrying
out government functions has increased, but fewer of them are on the far end of the public side
of the continuum, and more are somewhere in the middle, if not on the private side (Wise 2010,
165). Furthermore, despite their ‘publicness’, many public organizations are also expected to act
more and more as if they were private. The lucidity of entirely public or private organizations
seems to be largely over. Accordingly, some former governmental organizations have taken a
more autonomous role, and can now be understood as hybrids. The government is also involved
in funding or supervision of some non-governmental organization to the extent that they are now

more or less dependent on the government.

Academic and practical discussion on how hybrids should be managed and organized is
still emerging. There are already several studies representing the introduction of hybrid
organization as well as suggestions to improve leadership by taking organizational hybrid nature
into account (see e.g. Karré¢ 2011a 2011b; Niiranen et al. 2010; Kickert 2001; Cooney 2006;
Brown, Waterhouse and Flynn 2003; Savage and Scott 2004). However, a systematic analysis of

the benefits and thresholds which we face in running, structuring, and managing hybrid
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organization is missing. This contribution is meant to encourage other researchers to take this
challenge into consideration. We specifically focus on four questions:
1. How hybridity can be understood in relation to organizations?
2. What benefits there are for hybrids in the current societal and political environment?
3. What are the key challenges of hybrids in that environment?

4. What measures are required to create a successful hybrid organization?
Hybridity in organizations

The hybrid organization has evoked a lively discussion on its role, origin, importance,
and benefits. The growth of the hybrid organization is evidenced in the rise of academic
conferences and research, the interest of practitioners and newsletters, business plan contests,
and consulting services devoted to the topic. However, the bulk of textbooks and academic
research on hybrids are yet to come. Thus, it is not always clear what the hybrid organization
refers to and what it stands for, and how we are able to manage the hybrid organization and what

leadership style and practices we would need.

A starting point to define the hybrid organization is to follow Walter Kickert’s (2001,
148) note that “hybrid organizations are situated between the public and private spheres. On one
hand they are supposed to function like customer oriented and efficient firms. On the other hand,
they carry out intrinsically public tasks”. Hybrids often have multiple purposes, combining the
goals of value change, service provision and mutual-aid to various degrees, and a deliberative
mix of organizational forms borrowed from volunteer-run associations, social movements, and
non-profit service organizations (Hasenfeld and Gidron 2005, 98; Putnam 2000; Kriesi et al.,
1995. Moreover, hybrids fund their activities from a variety of sources which may include grants
or contracts, sponsorship, or other form of partnership arrangements with business or profits

from unrelated business ventures (Lyons 2001, 23).

If there must be only one who introduced the term ‘hybrid’ into research, we are tempted
to say that it was Oliver Williamson (1991). He used this term for a governance model which

exists between the extremes of markets (buying from others) and hierarchy (in-house
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production). Thus, for Williamson, the term hybrid organization stands for a certain kind of
alignment of organizational transactions with certain governance structures. Most current views
on hybrids do not originate from Williamson. NPM has a bigger role. Current hybrids are more
an indication of post-NPM governance discourse. That view becomes obvious when we
remember that internationally hybrids have been discussed also in terms of agencies, non-
departmental public bodies, fringe bodies, non-majoritarian institutions, quasi-autonomous
public organizations (quangos), quasi-government and distributed governance (Wettenhall 2005,
Christensen and Lagreid 2006, Roness 2007, Lagreid and Verhoest 2010, Verhoest, Roness,
Verschure, Rubecksen and MacCarthaigh 2010; Kosar 2011; Verhoest, Van Thiel, Bouckaer and
Laegreid 2012)

Organizational and leadership theorists have speculated further about hybrids whose
structures lie in between atomistic markets and formal hierarchies. Moreover, the notion of
hybrid social systems has been widespread and important and has a long standing in academic
fields such as sociology. Organizations being an in-between or intersection of the public and
private sectors, and furthermore, the proverbial blurring of the public and private sectors has
penetrated the study of public administration for at least the last fifty years (c.f. Moulton 2009;
Dahl and Lindblom, 1976; Bozeman, 1987). On the other hand, some hybrids, like the BBC in
Great Britain or the Finnish Broadcasting Company (YLE) in Finland, have existed for much

longer than that.

Some definitions of hybrid organization use the findings and backgrounds of the third
sector literature. However, the definitions are somehow vague, but Salamon and Anheier (1997)
in their respective Johns Hopkins Comparative Nonprofit Sector project capture certain essences
of these organizations; the organizations share similar characteristics, such as formal
organizational structure, are independent of government and self-governing, not profit-driven
and are notable for their philanthropic and/or voluntarism activities. Nonetheless, Kelly (2007,
1005) comments that in spite of Salamon and Anheier parsimonious model, practitioners and
governments ministers and officials, commentators and the third sector itself use far less

specificity and academic rigor. They deliberately categorize these organizations as being part of
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the voluntary sector; not for profit sector; voluntary and community sector; non-profit sector; not

for profit sector; the third sector and civil society.

The discussion above presents a variety and ambiguous nature of hybrid organization. It
is also reflects the difficulty to get a grip on the hybrid organization and its leadership. Recently
Philip Marcel Karré¢ (2011a 2011b) provided a model of a prototypical hybrid organization
which clarifies the discussion. His model is by nature multidimensional, which we believe is the
only rational way to depict the faces of this type of organization. Karré’s model has ten
dimensions which are grouped into three broader groups (Karré 2011a, 38-43; Karré 2011b, 3-5).

These dimensions should be understood as continuums which allow for a variety of mixed types.

The first group is called the structure and activities of the hybrid organization. It consists
of five dimensions:
1. Legal form: whether hybrids are governed by private or public law.
Ownership: whether hybrids are owned by private owners or the government.
Activities: whether hybrids are taking care of statutory or commercial activities.

Funding: whether hybrids are funded by fees or taxes.

A

Market environment: whether hybrids are monopolistic or in a competitive environment.

The second group is called strategy and culture. It consists of two dimensions:
6. Strategic orientation: whether hybrids have private or public interest goals.

7. Value orientation: whether hybrids have public or commercial values.

The third group is called governance and politics. 1t consists of three dimensions:
8. Relationship with political principal: whether hybrids are steered by politicians or
professionals.
9. Managerial autonomy: whether hybrids have freedom of political or market-induced
constraints.
10. Executive autonomy: whether hybrids have less or more autonomy to decide how they

take care of their duties.
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Karré’s model allows for the measurement of dimensions, in which scores of individual
dimensions, groups and overall scores would tell us more about hybridity in organizations. One
problem in that is the operationalization of dimensions. It is easier to describe the extremes of a
continuum than to know how to put a score on mixed types. Karré’s dimensions are also
overlapping to some extent. Whether he explicitly wants this or nor, this leads him to put more
weight on some hybridity dimensions in relation to others. In that sense the model is not a

balanced one.
Key benefits of hybrids

First of all, the emergence of hybrids tells us about the development of a new kind
relation between the private and public sectors. Whereas public duties were some time ago a
monopoly of public organizations, numerous public duties are now carried out by private
organizations. Especially government functions undertaken by for-profit or nonprofit
organizations through contracting continue to expand. For example, in the US federal
government, the total number of transactions by contract increased from 583,900 to 3,278,482

between 2000 and 2009 — an increase of some 650 percent (see http://fedspending.org).

The success of the hybrid organization is largely based on the effective adaptation to the
changing environment of governments. In other words, how the hybrid organization and
management within the hybrid organization is able response to stakeholders’ needs, to find new
markets or to better display the emerging market opportunities, and to adjust its internal
organization to meet changes in the environment. We can point at several developments which
have been beneficial for the hybrid form of organization. In the following some of these are

discussed further.

Governments in many countries have made resources available to the hybrids to improve
the infrastructure of these organizations and to provide new opportunities for hybrids to access
policy making processes at the national and local levels (Kelly 2007, 1012). This is done in the
hopes of getting people more involved in the planning and delivering of services, to improve

citizenship and partnership practices, and to encourage community based activities. As such this
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is made alongside government reforms where government and bureaucracy is criticized for the
failures of the state supply of services, which is delivered by professional ‘expert’ bureaucrats
whose primary concern is to ration supply, but resulted in poor quality services and not meeting

the needs of the service users (Milburn 2001).

Another point of view is that ambiguity and fuzzy definition serves the diversity and
heterogeneity of the hybrid organization, and especially this provides hybrids a great deal of
flexibility and adaptability. As the hybrid organization is situated in the intersection or between
the public and private spheres and sectors, they hold an important role in providing services and
outcomes to citizens and a variety of customers. However, fuzzy definitions are often inadequate
when one evaluates outcomes or the effectiveness of this organization. In this situation, a
“blurring” of sectors is one of the key issues in understanding the logic and functioning of the
hybrid organization, as well as in capturing the benefits of the hybrid organization. Further

remarks on this blurring will be made in the fifth section of this chapter.

Though the issues above give certain coordinates for the benefits of the hybrid
organization, the question of real benefits is somehow vague. On the basis of hybridity research
Philip Marcel Karré’s lifts certain types on benefits related to hybrids, i.e. economic,
performance-related cultural, and governance-related benefits (Karré¢ 2011a, 217). Of course,

hybrids have the possibility for other benefits as well.
Market-related benefits

The hybrid organization should be beneficial for the economic situation of the
organizations in the sense that they open access to new markets. This is especially true for
former public organizations, which have been limited by their organizational status. The
University of Vaasa, our alma mater, is a good example of that. As long as it was a part of the
Finnish government, legislation prohibited it from exploiting education markets. Now Finnish
universities are no longer a part of the government, even if the majority is still legally public
organizations. For instance, when our neighboring Estonia allowed more commercially active

universities in the country, no Finnish university had the possibility to establish a campus there.
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Current legislation allows and encourages universities to look for economic benefits wherever it
is possible. We still have free education in the country, so fees are not an option for Finnish
students and those students who come from member states of European Union and the European

Economic Area.

Another example is Destia, which is a Finnish infrastructure and construction service
company. Destia’s roots date back more than 200 years as a government agency. In 1925, the
state established the Road and Waterway Construction Administration (RWCA), which carried
out the building and development of the road network. In 1998, the administrative official duties
and road maintenance duties of the National Board of Public Roads were separated from each
other into two departments, which were in charge of administration and production respectively.
The era of the National Board of Public Roads came to an end in 2001, with the permanent split
of production and administration into two separate organizations. The Finnish Road
Administration remained in charge of public roads and continued as the coordinator of road
maintenance. The production department was renamed the Finnish Road Enterprise, which began
to compete with other earthworks contractors over road maintenance contracts. Competition was
introduced gradually, until in 2005 the Finnish Road Enterprise was fully exposed to open
competition. From the beginning of 2008 it was renamed Destia, and Destia became a wholly
state-owned limited liability company. The key issue here is that the new organization form —
state-owned company — made it possible to expand business operation abroad, and Destia has
expanded its business to Sweden, Norway, and Baltic Countries. Of course, this kind of

expansion was not possible for a government agency or department.

Possibilities to display markets should now be better for hybrids. Prior to the 1980’s
there was a strong preference for public solutions to most societal problems. They were seen as
the legitimate field of public bureaucracies. This left very little room for exploiting the markets.

In some cases they left very little room for having the markets.

The hybrid form of organization helps to find new resources. If the willingness to use
taxpayers’ contributions for fulfilling public interest objectives had remained the same, there

would hardly be any room for the hybrid organization. One of the origins of this type of
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organization is the need to find new resources to do something in which taxpayers’ contributions

do not cover all expenses.

Hybrid organization allows for wider societal support and the commitment of the
audience. They have unique resources as they have significant deep knowledge of their client
groups’ needs and expectations, which traditional service delivery organizations often lack.
Furthermore, the specialist knowledge held by hybrids bestows the capacity on them to represent
users and provide the means to express their views, thereby empowering users to voice their

concerns and needs.

In addition, expert knowledge networks within the hybrid organization provide
individuals who can be co-opted/elected to work in partnership with policy-making and
implementation governance bodies. The specialist knowledge and experience held by the hybrid
organization mean that they are well-placed to monitor and evaluate the quality of services
(Kelly 2007, 1010). Thus, hybrids are sometimes felt as an answer to quite a common phrase
“putting citizens first” (e.g. OECD), which has also been a major concern of public managers and

leading politicians in Western countries.
Performance-related benefits

Hybridity can have a positive effect on an organization’s performance, as it can serve as
an incentive to increase efficiency (Karré 2011a). A classic problem related to public
organizations is the absence of effective incentives for increased efficiency at the organizational
and individual levels. For example, the impact of the degree of change demanded and the
culturally opposing nature of such change has been evidenced in the example of the Australian
public service where the introduction of performance-based pay failed to achieve the desired
strong performance culture (O’Donnell, 1998; Brown, Waterhouse, and Flynn 2003). The hybrid
organization can be seen as one potential solution to this problem, especially because of its
capabilities to seek and apply new incentives, performance-culture, and private sector conditions

of employment.
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Changing service delivery and structure to react to pressures in the operational
environment is a lifeline for the hybrid organization. It has been proposed that the public sector
experiences greater difficulties in regard to implementing corporate change than the private
sector and that this is caused by the unique environment in which the public sector operates, for

example, the need to deliver bureaucratically impartial outcomes (Doyle et al. 2000).

Compared to conventional suppliers of services, the hybrid organization tends to be more
open and amenable to ideas and change. This is partly because of ambiguous structural
organizational characteristics and the greater sensitivity of the hybrid organization, which gives
the hybrid organization a ‘competitive’ advantage over other providers. Partially, the hybrid
organization is seen as one solution to meet the challenges of a global economy and the

increasing public demand for a smaller but more responsive government.

The pace of change is beneficial to the hybrid organization. It is a common assumption
that the pace of change is increasing. Somewhat paradoxically it does not matter whether this is
true or not. The assumption of the increased pace of change already affects the choices of

organizations. They will choose solutions they think to be effective in changing environments.

Culture-related benefits

The hybrid organization is by its advocates seen as an incentive to combine the best of
both worlds by bringing the most prominent values of the public and private sectors together. It
is especially expected that the hybrid organization would facilitate a better custom-orientation
which has been a classic problem of public organizations. When we operate under a hybrid
organization we may find real incentives for better customer-orientation and a culture for
rewarding high quality customer service. At the same time, hybridity is an alternative solution,
instead of the adoption of private sector practices, which is very often offered to solve this

problem.

The establishment of a hybrid organization has helped governments to apply and
introduce managerial practices and principles that are often ideologically opposed to the

traditional public service ethos. In some cases, government agencies are split in to two separate
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organizations: purely public actions remain in the agency-model and the service and/or
commercial actions are transferred into a hybrid organization. This has evidently facilitated
change, because a new and established hybrid organization is more open to new culture and

practices, and it does not merely share the history of the agency-model.

Furthermore, Karré (2011a; 2011b) argues that leadership culture and approach often has
new elements in the hybrid organization. He observes that in new hybrids, the managing
directors no longer see their organizations as mere executioners of a strategy devised by
politicians, aimed at providing goods and services to their exact specifications. Instead, the
managers had a larger autonomy than before (as an agency) to make their own plans. Also, the
new strategy they followed was more entrepreneurial, in the sense that they managed businesses,
the strategic goal to grow and strengthen their position in a certain market. Alongside this change
in strategy, the managing directors also introduced new, more commercial values into their

organizations.

Finally, the hybrid organization can be more open to confluence diverse organizational
cultures, and thereby take the advantages of different cultures. As Karré (2011a) puts it, the
separate cultures in a hybrid organization are often recognizable as such. In most cases, the
existence of different cultures can be explained with the fact that they have multiple external
relations, and they have to operate in the border area between different worlds, like state and
market, and produce goods and services in relations based on public and private law. Thus, the
hybrid organization cannot permit itself not to value one of those relations. But, as Karré (ibid.)
notes, the hybrid organization has to deal with the powerful tensions which arise from the

combination of conflicting sense-making patterns and values.
Governance-related benefits

The advocates of hybridization see it beneficial to organizations’ relations with the
society at large, and particularly with the politicians who are representing different interests in
the society. The hybrid organization provides an alternative to government bureaucracy and

organization which are strongly needed in reorganizing governments in Western countries. In the
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1980s and 1990s there was growing criticism against the public sector, and the legitimacy of
public sector solutions to societal problems has been put under question since the 1980s. Back in
the 1980’s the likes of Ronald Reagan in the USA, Margaret Thatcher in the UK and for instance
Brian Mulroney in Canada were political leaders who thought that “government is not the
solution, it is the problem” (a quote from Ronald Reagan). They were soon followed by
politicians in other countries repeating roughly the same message; a public sector solution to

societal problems is not as obvious as it has been prior to 1980’s.

Also, because of its open nature, the hybrid organization tends to enjoy a better
involvement of interest groups and self-help network groups to shaping, monitoring, planning

and delivering services and products. (C.f. Kelly 2007 on the third sector organizations).

Milburn (2001) argues that this new kind of organization has an advantage in terms of
organizing because it is free from the culture of conventional service delivery bodies and free
from the organizational sclerosis, which is often found in conventional public sector bodies. This
argument is based, for instance, on a notion that the hybrid organization may focus on results and
not on structural and procedural matters that beset traditional bureaucracy. Secondly, hybrids are
often uniquely well-placed in terms of their customers; they have close proximity to the services
users and as such to meet their needs and aspirations. This close proximity gives an opportunity

and capacity to provide new innovative ways of providing services for the public and customers.

The hybrid organization makes taking benefits from two worlds as the middle way. The
main benefit of the hybrid organization is that it helps to avoid the trajectories of purely public
and private organizations. This allows flexibility to operate effectively in a context which is
different from the context in which purely private and public organizational types were
originated. In the real world, one has to notice that private and public organizations come in
many shapes. There is no one type of hybrid. In order to understand this better we have to make
use of the idealized trajectory of private and public organizations in the similar sense as Max
Weber used ideal types in his analysis of modernization in the society and in organizations. This
allows for a comparison of actual empirical cases to this trajectory to find out where they depart

from it.
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Key challenges of hybrids

As discussed above, there are great pressures and multifarious opportunities as well as
challenges for leaders to assess or reassess their organization’s strategic moves, to develop
roadmaps for personnel and production, to make operational plans detailed, and to evaluate
projects and process implementation. Organizations are more dynamic than ever with increased
global competition, complexity, rate of change, new technologies, economic uncertainties, and

the movement towards a service-oriented economy (Millick 2009).
Unambiguity in value-base

One of the defining characteristics of many hybrid, as well as, third sector or voluntary
organizations, is that they are values-based organizations (Lyons 2001, 22). The more the hybrid
organization is engaged to the public or private sector, the more it adopts the values and
operating mechanisms of the public sector or market (Eikenberry and Kluver 2004). Evers (2005,
738) notes that nowadays we face service systems and institutions that are shaped simultaneously
by all three possible sectors (i.e. public, private, and third sectors), their values, and their steering
mechanisms. Kickert (2001, 144) goes further by arguing that since the hybrid organization is
situated between the public and private sectors, and thereby two different cultures, values, and

norms, conflicts between these value systems frequently arise.

When the blurring of the public and private sectors happens, fears are often expressed
that the hybrid organization may fail in the creation of solid value-base and integrity. The reason
for this would be that the hybrid organization does indeed involve a complicate mixture of
incompatible values and strategies. Particularly, this occurs when the organization pursues
commercial precepts and guardian practices at the same time. Combinations of commercial and
guardian activities within one organization evidently pose challenges for organizational design
and integrity in leadership (Kolthoff, Huberts and Van Der Heuvel 2007). However, Bovens
(1996, 130) speculates that the present public debate about integrity and organizational values

can be helpful, as it exposes the possible dangers. Once most of the risks and pitfalls are charted,
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protocols and guidelines can be drafted and procedures implemented that provide some

normative guidance and institutional security.

The values espoused by the hybrid organization often form the basis of normative claims
of legitimacy. However, such claims are subject to on-going debate with critics arguing that
hybrids do not truly represent the views of those they are trying to assist or that they often fail to
institutionalize their values in their relationships with service users (Nevile 2009, 71-75).
Additionally, there is criticism that an over-reliance on external funding may be a thread to
hybrid organization values-base, especially if its organizational values and outcomes are

determined by the funding body (Kelly 2007).

Promoting and safeguarding substantive values such as civil rights, equal treatment,
limited government, and liberty become much more complex in an environment in which
multiple organizations of different points on the publicness-privateness continuum are operating.
However, sometimes the hybrid organization is tempted to stick with old rules, values, and
culture. People in the established hybrid organization may lean on, for example, bureaucratic
procedures and structures while the new environment would require a more open and

competitive approach.

Also, government accountability and the appropriate use of sovereign power are more
difficult to specify and enforce when numerous organizations populate the functional area and
are susceptible to various mixes of political and economic authority. (Wise 2002, 145; Wise

2010, 165).
Absence of clear goals

Since the issue of commitment is central to the hybrid organization, there has been
considerable cross-fertilization between the two research traditions — business and public
research, at least. Often the hybrid organization stands to explicitly aim to respond to the
expressive needs of their members and to foster a collective identity (Hasenfeld and Gidron

2005, 106). As Gamson (1992, 56) notes “Participation in social movements frequently involves
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enlargement of personal identity for participation and offers fulfillment and realization of the
self”. Thus, the hybrid organization, which operates in an especially fuzzy environment, between
the public and private sector, often needs a straightforward goal and strategy. They usually

establish a solid base for commitment and a purpose for the individuals inside the organization.

The rapid expansion of new forms of hybrid organizational modes combining public
service and business enterprise raise questions regarding the compatibility of public service

mission and commercial goals (Young and Salamon 2002; Cooney 2006).

Organizational commitment is related to individuals’ strong identification with the goals
and values of the organization (Cho and Lee 2001, 85). However, as Cho and Lee (ibid. 86)
remark, organizations are not undifferentiated wholes but composites of multiple goals and

values, each of which attracts individuals.

The organizational goals are often seen as a shared set of symbols as well as concrete
criteria of achievements. Moreover, Snow and Benford (1988) use the term “frames” and they
propose that the more these frames resonate with the belief systems held by potential and actual
members, the more these frames will be incorporated into their own social networks and

‘lifeworld’, and the greater will be their commitment to the hybrid organization.
Difficulties to use rewards

Rewards are an evidently essential part of management and motivation. But how to
motivate and reward people in the hybrid organization, especially if the hybrid organization
absorbs goals, values, strategies, and actions from the public and private sectors? One way to
answer this question and this challenge is look at the literature on the motivational elements of

both sectors.

Reviews of the relevant literature reveal that work motivation among public sector
employees and managers is very different from that of their private sector counterparts (Rainey

and Bozeman 2000; Wittmer, 1991; Buelens and Van den Broeck 2007). Often, it is presented
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that employees in the public sector are motivated by a strong desire to serve the public interest
(Perry 2000), by a sense of service to the community that is not found among their private sector
counterparts (Houston 2000), and by an urge to promote the public interest (Box 1999). Public
sector employees also show a stronger ethics than private sector employees (Wittmer, 1991).
Motivation among public employees is also related to elements such as the opportunity to have
an impact on public affairs, commitment to serving the public interest, and an interest in
achieving social justice (Perry and Wise, 1990). On the other hand, it is proposed in the research
that private sector employees and managers value economic rewards more than people in the
public sector (Wittmer, 1991). Buelens and Van den Broeck (2007) compared public and private
sector work motivation and their findings confirm that civil servants were significantly less
motivated by salary. Moreover, Leete (2000) found that nonprofit organizations rely
disproportionately on intrinsically motivated employees, and this also seems to hold in the case

of the public sector.

Buelens and Van den Broeck (2007) address the large body of studies that generally
public sector employees are strongly motivated by security and stability, which also
encompasses the need to work in a friendly, harmonious, respectful atmosphere. Also, they
represent research results on some evidence that government executives consider their
coworkers, colleagues, and bosses significantly more important than do business executives, and
public employees seem to respond more favorably to a people-oriented leadership style than do
private employees. Additionally, they conclude that public sector employees want respect for
their own working rhythms, their personal lives, their quality time, and their family priorities.
Also, Buelens and Van den Broeck (ibid. 70) add that the key issue for the nonprofit sector

employees in terms of motivation is a balanced work-family relationship.
Difficulties in establishing a new identity

Sometimes the hybrid organization may operate in the “shadow of hierarchy” (Sharpf,
1994). In simple terms this means that the hybrid organization is, for example, an agent to
government bureaucracy but not formally acknowledged or established as an independent

organization nor it is not incorporated into government. Also, the government may continue to be
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highly centralist and use top-down mechanisms such as regulation inspection and steering
through guidance and advice (Kelly 2007, 1015). These pressures may make the hybrid
organization vulnerable to ‘drifting’, ‘muddling-through’ and too consensual leadership. In
addition, with a lack of a statutory role, the hybrid organization may suffer difficulties in getting

income and funding.

As a mixed type of features of private and public organizations, hybrids need to think
about their identity. Identity is important since it makes an organization distinguishable from
other organizations. It is a normative and an empirical question. As a normative feature identity
refers to what an organization would like to be. In this sense it could be defined in the mission,
vision and strategy of the organization. As an empirical feature identity stands for what an
organization is, mainly in the eyes of external observers. In this sense identity is defined by the

actions of an organization.
5. How to create a successful hybrid?

No commercial, community or public organizations can proceed towards the hybrid form
of organization without the active role of its management core. Generic wisdom about
management is valid here. Just like in any organization, those responsible for management in the
organization should do certain things (Drucker 2008, 133). They are also critical success factors

in the hybrid type of organization.

The management should define the function and mission for the organization, to decide
“what our business is what it should be” (ibid.). In a hybrid organization as well function, as
mission should be reflections of past and future models in the process of hybridization. It is
important to know what to look for, but in the case of hybrids it is at least as important to know
that going to that direction will take time. The management should also be patient in their quest

for getting forward.

The management should derive clear objectives and goals for the organization from this

definition of the organizational function and mission (ibid.). If a hybrid organization is moving
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from public towards private organization, objectives and goals are first close to those of public
organizations. After a while this opens up possibilities to find greater resemblance to private

organizations.

The management should set priorities that enable them to select targets, set standards for
accomplishment and performance, set deadlines, go to work on results, and make someone
accountable for expected results (ibid.). The whole nature of accountability is a big concern in
hybrids. It should be defined in terms of hybridization instead of just following the standard logic
of public and private organizations. During the process of hybridization, a hybrid organization is
constantly trying to find its own way of doing things. Partly this means that it should constantly
be prepared to skip old practices, partly that it should be willing to adopt new ones.

The management should define suitable measurements for performance as the basis of
self-control by results (ibid.). These measures should always reflect the state of hybridization in a
certain organization. Performance measurement is functioning differently in those organizations,
which are closer to traditional public organizations. The same system would not be valid for all

kinds of hybrids.

The management should have a review of objectives and results to weed out those
objectives that no longer serve a purpose, have proven unattainable, are somehow outdated, are
unproductive, or are too costly in relation to the results (ibid.). This is extremely important in a
hybrid organization, which carries traces of its organizational history. For instance objectives,
which were absolutely right ones in an earlier state of hybridization, can be wrong ones in a later
state of that process. This asks for active managerial monitoring, and courage to make necessary

decisions in time.
Alternative routes to a hybrid

We might find at least three alternative routes to a hybrid organization. First, there is the
route from a commercial organization to a hybrid organization. In the case of a commercial

organization hybridization is the plausible result of a long-term partnership with the government.
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The question is most often about government contractors, and the environment for that
partnership is that of public procurement (e.g. in the field of infrastructure investments such as

road-building, public buildings, bridges, etc.).

A second route is from a community organization to a hybrid organization. In the case of
community organizations long-term partnership is also a likely cause of hybridization. They can
also be government contractors. In all cases the question is not about organizations having a
formal contract with the government. The nature of cooperation can also be informal in every
sense of the term. Yet, the process often leads to the establishment of some kind of hybrid
organization which incorporates features from both the community organization and public

authorities.

Thirdly, we are able to track a route from a public organization to a hybrid organization.
Here, the driving force behind developing the hybrid organization is some form of market-type
mechanisms or market-orientation. In the public sector, market-orientation has been an essential
part of the New Public Management (NPM) doctrine, which has been adopted by several
countries as the leading principle of government renewal. In a sense NPM is an amalgamation of
managerialism, the adoption of a generic management style instead of specifically public
management style, and contracting, the adoption of key ideas of Institutional Economics, i.e.
Principal-Agent Theory, Transaction-Cost Economics and Public Choice (Pollitt, 1990; Hood,
1991; see also Bemelmans-Videc, Nelissen, Godfroij and de Goede, 1999).

We specifically want to argue for six required measures, which would allow hybrids to
adopt a constructive pattern and to avoid a destructive one. Those six measures are described in

the following in relation to these patterns.
Acceptance of change

You do not have to choose blurring. It happens whether you approve or not. In the case of
hybrids the road to success starts from accepting the blurring of former organizational

boundaries. Academics and practitioners have noted and documented the blurring of the public
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and private sectors, although the “blurring” may rather be attributed to a variety of factors in the

environment of public and private organizations (Wise 2010, 164).

As more private organizations have become involved in public programs, services, and
policies, academic research has been charting the “publicness” of what are considered private
organizations and looking at their effects on public outcomes. However, in the current period and
after the global financial crisis, involving greater penetration by public organizations in business
may be indicative of the increasing “privateness” of public organizations, and furthermore, a
diminution of the privateness of certain business (e.g. in the US, the federal government in a way
buying controlling interest in banks, insurance companies and automobile manufactures. (Wise
2010, 164). Thus, Wise (ibid.) proposes that “given the dynamics in both ‘publicness’ and
‘privateness’ with respect to envisioning and analyzing organization of the future, it is perhaps
most useful to conceive of a continuum of organizations, with those most characterized by their
public features of the publicness end of the continuum and those characterized by their private

features on the privateness end”.

Bozeman (1987) suggests that we look to the degree of influence by “political authority”
versus “‘economic authority” facing organizations to characterize a particular organization. “To
the extent that an organization is more constrained or enabled by political authority, it is more
public; conversely, an increase in constraint by economic authority increases the privateness of
the organization” (Moulton 2009, 890; see also Wise 2010). Wise (ibid. 165) continues that “it
seems increasingly likely that public service configurations for the performance of particular
public functions will consists of more hybrids that occupy neither end of the publicness-
privateness continuum, but rather lie somewhere in the middle, and they will operate in an
environment of increasingly numerous organizations with which they potentially compete and/or
cooperate. Even very old and traditional federal bureaucracies seem to be sliding more toward

the middle of the continuum.”

However, to evaluate the position of a specific hybrid organization is a challenging issue.
Traditional measures of publicness often consist of descriptive indicators identified a priori as

being “public”, typically functions of governments, such as the percentage of resources from
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government, the frequency of communications with government, or the importance of
government to organizational growth and survival (Moulton 2009, 890). While descriptive
measures of publicness have explanatory utility for internal management practices and behavior,
including quality management practices, measures of red tape, and decision making, such
measures have provided less insight toward predicting public outcomes (ibid.). Moulton refers to
Heinrich and Fournier (2004) that, in general, descriptive measures of publicness (e.g. financial
and ownership status) were not significant predictors of differing public outcomes for substance

abuse treatment facilities.

Thus, the first measure to establish and/or to manage the hybrid organization is to
identify the organization’s outcomes to be achieved in a particular context, or indicators of

public/private values that will serve as measures of realized publicness/privateness (ibid. 894).
Mixing organizational values

The blurring of organizational boundaries inevitably challenges dominant values in the
organization. The question is as well as about explicit organizational values as implicit personal

values of those persons who have a stake in the activities of the organization.

Some values are going to be unsuitable for emerging situation after the process of
hybridization. Values like public sector ethos belong to this type of values. For some values, the
situation will be quite different. Values like efficiency and effectiveness are valid in all types of
organizations. Therefore no change is expected in these values. They might become even more
important due to hybridization and the blurring of organizational boundaries. Then it is likely
that there will be new values which emerge during the process of hybridization. This part of

hybridization is mostly unexplored by the current research on hybrids.

Inevitably, blurring brings challenges with it. Destructive and constructive patterns are
inevitably present as the possibilities for the future development. If a destructive pattern wins, it
leads to the confrontation of values. Just like any other conflict in the organization, it is difficult

to be solved by the means available for management in organizations (Yukl 2010). In some cases
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management is even one essential part of the problem. Conflicts can arise at different levels in
organizations. There are conflicts between individuals, between departments, between affiliates,
in the top management, between top management and lower levels of the organization etc.
Usually conflict is understood as a dysfunctional feature but it may lead to something functional

as well.

If a constructive pattern wins, it leads to a plurality of values. Plurality of values requires
open-mindedness. Open-mindedness here stands for the will and ability to accept values which
are different from our own. In the globalizing world cultural differences are a major source of
variation on values. Even if globalization leads to some form of convergence, for instance

business models are about the same all over, it cannot blow away all cultural differences.

In the case of hybrids, a major source of different values lies in different organization
types which join together in the hybrid organization. In order to be open-minded a manager in a
typical hybrid organization should be open to values of two or even three different worlds (see

Table 1)

Table 1. Potential value-sources for hybrid organization: elements of public, business and third

sector organizations as values-based organizations

Public organization Business organization | Third sector
organization
Key institution Government Entrepreneur, Cooperative
company
Role for individuals Citizen Consumer Volunteer
Motivational source Public interest Self-interest Altruism
Mode of exchange Taxes, fees Market place, prices | Shared interests
Mode of interaction Hierarchy Contract Mutuality
Examples of suitable | Equality, welfare, | Profitability, Cooperation,
values citizen-orientation competiveness, voluntarism, human
customer-orientation | rights
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Assume that we have a hybrid organization, which carries features of all three value
sources at the same time. Management cannot take anything for granted in this kind of
organization. Open-mindedness of management and employees is required as a crucial move

towards finding solutions to the problems but it cannot solve the problems on its own.
Broadening the analysis of opportunities and constraints

You are always constrained by your world vision, so the best way to get beyond that is to
talk to someone who has a different world view. Since values are a big part of our world views,
this means that this is a way of lifting differences in values on the table. This is extremely
important when the future of the organization is under discussion. Therefore, the plurality of
values should be recognized very early on in the strategy process. They should be recognized

already during the analysis of opportunities and constraints.

An essential part of that is some form of stakeholder analysis (Bryson 2004, 107-113). A
typical product of stakeholder analysis is a stakeholder map. There are two kinds of maps
available. Either it is presentation of all stakeholders with a link to the organization (ibid. 109),
or a classification of stakeholders on the basis of their importance to the organization. Table 2
below is our version of Aubrey Mendelow’s power-influence grid which is often presented in the
strategic management literature as variations of the original. In this case it gives a static view of
stakeholders. Of course, the position of certain stakeholders can also become weaker or stronger
due to developments largely outside the organization. A 2x2 is the simplest form of stakeholder

mapping available. More complicated and accurate versions are also available.

Table 2. An example of stakeholder mapping

Stakeholders ~ with  strong | Stakeholders ~ with ~ weak

interest to influence | interest to influence
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organizational choices organizational choices
Stakeholders ~ with  strong | “Listen carefully” “Pay attention to”
ability to influence

organizational choices

Stakeholders with weak ability | “Don’t forget” “Who cares”
to influence organizational

choices

The basic nature of hybrids as mixed types will lead to an increased number of
stakeholders. Managers simply have more interested parties to keep an eye on. In this situation it
would be natural to limit the number of views listened to with stakeholder mapping. This would
be sensible but then managers should remember the cost of limiting stakeholder views especially
in the analysis phase of their strategic processes. Strong emphasis on just key actors, i.e. groups
“listen carefully” and “pay attention to”, would cut down relevant information which would be
useful for the purposes of the organization. In the case of hybrids which are more likely
vulnerable in relation to their future than “pure” organizational types, this would be a bigger
problem. It would have the tendency to restrict analysis of future considerations, and contribute

in sliding towards a destructive pattern.

What we have proposed here is by large following the decision making of Franklin D.
Roosevelt as it has been described in Drucker (2008, 302). Roosevelt had a habit of asking three
to four individual cabinet members to think about the issue independently and to bring him a
proposal on what to do. This guaranteed several things at once. Firstly, those who had to
implement decisions had already thought them through. Roosevelt also knew, on the basis of that
process, who were the best candidates to implement decisions effectively. He also got dissent
since all members of the cabinet had differing ideologies, values, world views, arguments and
interests. They even defined the issue differently on that basis. So Roosevelt got different
definitions and solutions of the issue, which were already studied and analyzed from different

views. He did not get a decision but a better situation in which to make that decision.
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Creating opportunities

All challenges can also be seen as opportunities. This is also true for stakeholders which
have weaker power to influence organizational choices. If they are listened to, they have the
potential of lifting fresh ideas to the table. Most ideas would probably lead nowhere but some of
them might be most beneficial for the organization. No one can be certain about the future. A
quote from Peter Drucker (2008, 324) provides a good description about this question: “The
measurable things are things that happened; they are in the past. There are no facts about the
future. Measurable things are primarily inside events than outside events. The important things
on the outside, the things that determine that the buggy-whip industry disappears and that IBM

becomes a big business, are not measurable until it is too late to have control.”

A broad analysis of opportunities and constraints makes a good start towards a better
future. The next phase is to decide on that future on the basis of the analysis. So far we have
found out that the hybrid organization is mixed types, which have a greater number of values and
interests to pay attention to than “pure” organizational types. It is almost guaranteed that decision
making in the hybrid organization is more difficult than in “pure” types. So, how to make use of

existing opportunities, and even encourage people to bring fresh ideas to the strategy process?

The answer lies largely in leadership. In the end even Franklin Roosevelt was showing
his leadership and made the decision about the discussed issue from the top down (ibid. 302). If
management is about what you should do in the management position of an organization,
leadership is about how you can do it or about what resource you are using to do it. Top down is
one way of doing it, probably the most classical one. It is based on a legitimate position in the
hierarchy. It is just one base for leadership. We can mention rules and regulations, personality,
traditions, superior knowledge or experience, support of powerful actors, just to name a few, as

other bases. In reality, leadership is also about a mixture of different bases.

In the case of hybrid organization there are mixed sources for leadership as we previously
recognized in the definitions, and there are also mixed expectations for it. Whereas hierarchy is

seen as a legitimate base for leadership for a public organization, it has less importance in
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commercial and community organizations. So when features of those amalgamate with the
features of a public organization, it is likely that this affects possibilities and expectations on

leadership as well.

The biggest practical problem is often located in making decisions about the strategy.
This is where leadership will be tested for real. We agree with the likes of Alfred P. Sloan and
Peter Drucker, who think that strategy is also the key to understanding the emergence of
organizational structures. This is how Drucker (2008, 410) puts it: “Organization is not
mechanical. It is not an assembly. It cannot be prefabricated. Organization is unique to each
individual business or institution. For now we know that structure, to be effective, must follow

strategy.”

Drucker (2008, 410) also thinks that “only things that develop spontaneously in an
organization are disorder, friction and malperformance”. We are not willing to go this far in our
interpretation but want still to speak about the importance of organizational strategies and about
the importance of leadership in deciding about strategies. An effective strategy should be an
interpretation of management about what they want to do, having opportunities and constraints in
mind. Mintzberg, Ahlstrand and Lampel (1998, 15-18) provide four good reasons for a good
strategy. It matters because it sets direction, it focuses effort, it defines the organization, and it
provides consistency. All these are important in all organizations, and extremely important in

hybrids, which do not necessarily have a clear organizational identity to build on.
Using the strategy

According to Bryson (2004, 1), in order to make use of their strategy in the best possible
fashion, organizations and their managers should:
1. think, act, and learn more strategically,
2. be able to turn their insights and visions into clear-cut strategies which help them to cope
with the challenges of their environments,

3. develop procedures for the adoption and implementation of their strategies, and
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and protect them during implementation.

Having a strategy to play with is a good start. Having the ability to protect a strategy
during implementation phase is a good companion to that. Nevertheless, they do not solve the
problem of managers in hybrids. They need to find ways to maximize the use of strategy in the
activities the organization is accountable for. We can think of four possible situations to do that

with their distinctive management challenges (Table 3).

Table 3. Usability of organizational strategies

Strategy understood by | Strategy not understood by
internal and external | internal and external
stakeholders stakeholders

Strategy approved by internal

and external stakeholders

Strategy is usable and used

(best case)

Complexity of the strategy is

hindering use of strategy

Strategy not approved by

internal and external

stakeholders

Resistance to change and lack
of support is hindering use of

strategy

Strategy not usable and not

used (worst case)

The best and worst cases are possible but in terms of management challenges, the two
remaining squares of this table are far more interesting in the case of hybrids. The blurring of
organizational boundaries or hybridization is a change of that caliber that it affects the interests
of internal and external stakeholders. Therefore it is reasonable to assume that some degree of

resistance to change and lack of support will follow.

These problems can be tackled by several means. Edgar Schein (2004, 246-271)

describes possibilities as primary embedding mechanisms and secondary articulation and
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reinforcement mechanisms. His terms originate from the fact that he has organizational culture
primarily in mind. According to Schein, primary embedding mechanisms consist of:
1. what managers pay attention to, measure and control on a regular basis
how managers react to critical incidents and crises
how managers allocate resources
how managers deliberate role modeling, teaching and coaching

how managers allocate rewards and status

A O i

how managers recruit, select, promote and dismiss people.

Secondary articulation and reinforcement consists of:
7. organizational design and structure
8. organizational systems and procedures
9. rites and rituals of the organization
10. design of physical space, facades, and buildings
11. stories about important events and people

12. formal statements of organizational philosophy, creeds, and charters.

So, the road to success is a combination of active management style and cultural features
that reinforce that management style. In the case of hybrids, the latter may be a bigger concern.
Similarly as in the case of organizational amalgamations, the hybrid organization needs its own
culture with rites, stories, institutionalized practices and procedures and philosophies. This takes

time.

Defining accountability in broader terms

In the end the question is about people and what they do in organizations. “Work, to say
it once more, is objective and impersonal; the job itself is done by a person” (Drucker 2008,
411). In the end the question is about what these persons are obliged to, and also want to do in
carrying out their work-related activities. This also concerns accountability. Currently,

accountability stands for practically everything connected to good governance in public, private

44
ISSN 1923-0265 (Print) - ISSN 1923-0273 (Online) - ISSN 1923-0281 (CD-ROM), Copyright NAISIT Publishers 2016



w North American Insttute The International Journal of Management Science and Information Technology (IJMSIT)
of Science and Information Technology Issue 2 - (Oct-Dec 2011) (16 - 54)

and hybrids' (Bovens 2007).We are convinced that a successful definition of accountability links

organizational “needs” and individual “wants” together. There should be no major contradiction.

Often hybrids as well as the public organizations are accountable to the public at large for
three separate but interconnected dimensions of accountability. These are that 1) money has been
spent as agreed upon and in accordance with legitimate procedures 2) that possessed resources
have been used efficiently, and 3) that resources have been used to achieve the intended result
(Flynn 2007, 125-126). The first dimension is relatively easy, and can be controlled without
difficulties by the means available in accounting. In the second dimension some form of
measurement problem is already present. Since public organizations do not have a natural
“bottom line”, we can always discuss about how to measure their outputs. This often holds in
hybrid organization also. The third dimension is the most difficult one. There are numerous ways
to see and arguments for certain measures to meet certain needs. It is actually more a political
concern than a technical question. At least political standpoints affect assessments of people on

this dimension of accountability.

Accordingly, the accountability problem of the hybrid organization is to know what they
are accountable for. When they are using taxpayers money, their accountability is comparable to
that of public organizations. However, they may be accountable for something else too. As a
mixed type they also have mixed accountability. Instead of being accountable for something
which is easily described, they might be accountable for a combination of things. The dimension
of accountability can be utilized to assess their accountability. The first dimension of
accountability is once again the easiest dimension in that respect. Even there it may be possible
that the same procedures would not be valid for all use on organization’s resources. The second
dimension is more critical. It may be possible that there even is a “bottom line” for some
activities, even if it does not exist for others. Then it takes several simultaneous measurements to
gain a picture of the whole situation. Once again, the third dimension is the most challenging
one. This will be assessed in relation to the intended results of action, and in a mixed type, one

easily finds several intentions simultaneously.

! Originally accountability as a term was linked to bookkeeping. Apparently the term originated in Britain during the
time of William I, just after the Norman Conquest of England. Property-owners were asked render a count of what
they possessed for taxing and for describing what was in the King’s realm. (Bovens 2007).
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A summary of the required measures towards a successful hybrid

In order to get the best out in the creation and management of the hybrid organization, we
discussed the six essential measures above. Below, Table 4 summaries the six measures that we
propose in relation to patterns which choices in the organization aim to promote or avoid (the
measures are presented in the middle section of the Table 4). In Table 4, the constructive pattern
presents the elements of the successful establishment and management of the hybrid
organization. On the other hand, the first column addresses the critical factors that we often face

in the management of the hybrid organization and issues that we should find a solution for.

Table 4. Measures toward favorable hybrids: balancing between the destructive and constructive

patterns of hybridization

Destructive pattern Measures Constructive pattern

Blurring of organizational | Acceptance of change Blurring of organizational
types types

Confronting values Mixing organizational values | Plurality of values

Biased analysis of the | Broadening the analysis of | Detailed

environment opportunities and constraints analysis of the environment
Restricted strategy Creating opportunities Unrestricted strategy
Ineffective action Using the strategy Effective action

Distorted understanding of | Defining accountability in | Proper  understanding  of

accountability broader terms accountability

6. Conclusion

Hybrid organization is an important organizational form today, and will remain so. There
is still confusion about the definition of hybrids. There is also ongoing discussion about
appropriate management approaches within the hybrid organization. Being a mixture of public

and private organizations, the hybrid organization adopts benefits and challenges from both
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sectors. Walter Kickert (2001, 148) noted years ago that a strict separation between the public
and private spheres reflects an unwillingness to face reality. As far as we are concerned, this
cannot be said much better. Critical success factors of management in the hybrid form of
organization are undeniably related to leaders’ and decision makers’ ability to adopt the best

features of both sectors.

We see two conceivable patterns. If a destructive pattern wins, the hybrids face numerous
hard to solve management challenges on a daily basis. Their values clash, their analysis of the
environment will be biased, their strategies will be restrictive, actions ineffective, and their
whole idea of accountability will be more or less distorted. But we also see plausible solutions to
the challenges. For instance, it is not impossible to learn to be open-minded, and to turn value
clash into a positive plurality of values. It should not be impossible to bring more views into an
analysis of the environment, and to make an unrestricted organizational strategy a better one. It
definitely should not be impossible to use that better strategy to guide actions in the organization.
And finally, we see no problems in learning to define accountability in broader terms. If all this

happens, a constructive pattern wins.

Both patterns have the same starting point, an assumption of blurring of organizational
boundaries and features. The best way to understand blurring and its effects in organizations, is
to start from basic values of organizations. Values tell us about organizational and individual
preferences concerning courses of action and their anticipated outcomes. In hybrids values are
inevitably different from purely public or private organizations. Since their values stem from two

quite different worlds, some kind of value clash is always imaginable.

Every organization has to monitor its environment. Values play a major role in that
analysis, and in that sense, the analysis of the environment is always value-based. In fact there is
no direct link from the environment to the organization. The actual link is much more
complicated. An organization depicts its environment as a combination of challenges and
opportunities using its own value-based analysis of the environment as the basis of assessment.

Analysis leads to a strategy, which can be seen as a road-map for the organization.
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If values clash in an organization, it affects the strategy as well. In worst case strategy
remains ambivalent, the road map is not usable or used. Since actual organizational action is at
least provoked by its strategy, this creates a problematic situation. It can for instance distort
accountability of managers. In principle managers are accountable for providing the results and
the future for the organization as defined in the strategy. If the strategy fails to define clearly

what you are expected to achieve, you cannot actually be accountable for that either.

The likelihood for management problems is greater in hybrids than in purely public and
private organizations. At the moment we have good reasons to assume that the number of
hybrids is still increasing. Their importance in public policy delivery is also increasing at the
same pace. Therefore they remain a main concern of public management and organization

studies for quite some time.
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Abstract

Knowledge is now perceived as the basic core of organizations, is becoming more a role
in the recognition and capitalization of entrepreneurial opportunities. A growing number of
researches have been show knowledge as basis for creation of new organizations. This study
aims to evidence the role played by knowledge intensive businesses services (KIBS) today and to
highlight their new faces and challenges for 215 century. More specifically, it highlights how several
critical factors are involved in development of competitive and innovative system. We argue that the
contribution of these organizations on economic development is not a simple process, and to recognize

the specific characteristics of KIBS and linking them within a specific context will be an important step.
Key-words

Knowledge organizations; intensive knowledge; KIBS; service sector; Innovation.

Introduction

Despite the growing awareness that innovation is not simply confined to processes and
technical products, some recent research on innovative activity have been focused only on
technical innovation and particularly in the manufacturing sector (Becker and Dietz, 2004;
Huergo and Jaumandreu, 2004; Lynskey, 2004; Nieto and Santamaria, 2005). Only recently the
innovation in services has been given more importance (Gallouj and Weinstein, 1997; Tether,
2003). According to Tether et al. (2001), innovation in service organizations is traditionally seen

as something that happens very slowly.

The European Commission (2009) argues that the competitiveness of enterprises is
closely related to this sector since the business services sector is an important economic sector.
This importance is due to this sector has evidenced growth rates in value added and higher
employment in recent years. Its importance to the competitiveness of European enterprises and

economic growth should be subject to a policy of increased attention. There is great potential for
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enhancing its role in the European economy through the implementation of measures to improve
their conditions. This will be done by improving the business environment for Small and
Medium Enterprises (SME) within this sector and providing support to increase productivity, job
creation, competitiveness, enterprise cooperation, public promotion and the modernization of

general government.

The role played by KIBS (knowledge intensive business services) in innovation is stated
due to the fact of not having a single performance in innovative activity, as it would be to simply
meet the wishes of demand and more specifically, the desire of their clients, but by creating
bridges of knowledge or bridges for innovation between business and science (Miles et al. 1995;
Czarnitzki and Spielkamp, 2003).There are authors who argue that the origin of a third industrial
revolution lies in the importance that has to be given to KIBS (Tether and Hipp, 2002).

Another approach is presented by the OECD (1999; 2005; 2005b) and demonstrates the
role of KIBS in the communities where they settle: to generate innovation and technological
responsiveness in economic agents and to create a system of connectivity between these agents.
Mamede et al. (2007) investigated the extent to which KIBS differ from other industries. They
specifically analyzed the patterns and determinants of entry of these organizations (incentives to
entry, barriers to entry and the conduct adopted by existing organizations in preventing the entry
of new ones), their performance during their life cycle and survival of these organizations
comparing them with other group of organizations. They concluded that their workflow is
different from other industries, because their emergence is more related to the availability of
their entrepreneurs’ relevant skills than with the incentives (e.g. incentives to create technology-
based organizations). However, they found that during their life cycle these organizations survive
through financial support and the constant recycling of knowledge of their employers and

employees.

The KIBS are considered to be the most dynamic components of services sectors in most
industrialized countries (Strambach, 2001). They have been triumphant in driving many an
economy forward and their growth especially in ICT related sectors has closely been related to
its advancement (Ferreira et al., 2010). They are now being seen as the reply to several
challenges faced by the economies around the world. There are several opportunities for KIBS
growth in the 21st century, evidenced by increasing demand for scholars and specialist expertise,
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and by expanding of international markets. In this sense, this study intends to emphasize the role
these organizations have today and to focus on their their new faces and challenges for 215t
century. More specifically, it aims to highlight how several critical factors are involved in development

of competitive and innovative system.

After this introduction, we present the key concepts of this organization face, then the benefits
and importance of this face and its critical success factors. Required steps to create this side and
challenges and the future of this organization are evidenced. Finally, the conclusions, limitations

and future research are draw.

The nature and key concepts of this face of organization

In this research context, knowledge is a core concept which should be defined.
Knowledge is today perceived as the basic core of enterprises, increasingly assuming a role in
the recognition and capitalization of entrepreneurial opportunities (Andersson, et al., 2009). The
increasing number of research has been showed the knowledge is the main factor for creation of
new business giving emphasis to spillovers of knowledge coming from universities and other
R&D institutions. At this first point we will address the key concepts of this (knowledge) face of

organization. The question arises what is the nature of this face of organization?

According to Audretsch and Lehmann (2005) the generated knowledge arises from the
collaboration between organizations and public research institutions. For Acs et al. (2006)
entrepreneurial activity will to be even better in the sense that investments in new knowledge are
relatively high at the same time that organizations, especially the new ones resort to the true
source of knowledge (universities and R&D).Here we specifically address the KIBS to the extent

that they are creators, users and transmitters of intensive knowledge.

Hauknes (1999) draws our attention to an issue of particular relevance: after all what is
knowledge intensity (this issue is governed by the terms of transactions and source of services).
This author suggests two dimensions for knowledge intensity: (i) knowledge that is sought for a
particular service provider. Depending on whether the supplier is more or less expert in

knowledge-intensive, so those looking for a supplier of such service choose a vendor or other;
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and (i1) the knowledge one seeks in a particular service of knowledge-intensive. In this case the
depth of knowledge allows customers to choose one service over another taking into account

their greater or lesser degree of high knowledge intensity.

According to Alvesson (1995), the meaning of knowledge intensive can be translated as service
organizations that perform complex intellectual operations, where the human factor is
fundamental. Also, Miles et al. (1995) distinguish three essential characteristics of KIBS: (i) the
high importance that these organizations give to professional knowledge; (ii) the desire of these
organizations to be primary resources to information and knowledge, or use their knowledge to
produce services that serve as intermediaries between them, their clients and their production
processes; and (iii) the great importance of the type of services that KIBS provide the level of

competition and competitiveness.

It is now important to make a distinction in terms of types of KIBS. According to several
authors (Frell, 2006, Miles and such, 1995; Doloreux and Muller, 2007, Shearmur and Doloreux,
2008), they can be divided into two groups: Technology KIBS, which include the following
activities: Activities related to information technology, research and development, architecture
and engineering activities and related consultancy, testing and technical activities analysis. And
Professionals KIBS: Legal sectors, accounting, bookkeeping and auditing activities, tax

consultancy, market research, as well as the entire advertising industry.

The base of the economy (in terms of business) is shaped by the competitiveness of
organizations, so they organize their production functions and through its ability can change the
rules of competition (Rutten, 2003). Thus, at this level of thought there were important changes
since the 80's, as a result of a phenomenon which is called the second Industrial Revolution
(Piore and Sabel, 1984), a phenomenon that has attracted the attention of several authors that
gave it different terms: globalization (Bartlett and Ghoshal, 1989), the new competition (Best,
1990), specific sources of national competitive advantage (Porter, 1990), the concentration of
organizations on their core competencies (Hamel and Prahalad, 1994), the ratio of knowledge
creation in organizations (Nonaka and Takeuchi, 1995), the role of territorial development in the
global world (Storper, 1997), intelligent regions (Maskell et al, 1998). What all these researchers
have in common is precisely showing that the most important changes that occurred in the
economy, were due to organizations investigate new ways to improve their competitive
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advantage. This research has become essential for organizations, especially after the worldwide
economic crisis of the early '80s, and it has witnessed an unprecedented technological

development, which has dramatically altered the economic landscape (OECD, 1992).

In fact, knowledge became a crucial concept in today’s economy and it has become the
key to competitiveness and firm’s success is closely dependent on its ability to develop, and use
knowledge more efficiently than its competitors (Rutten, 2003). According to Lundvall (1994),
this showed that capitalism had reached the point where knowledge was the most strategic
resource and learning was the most important process (Markides, 1997). The know-how had
become a central feature abreast of innovations in processes and products. As Schumpeter (1942)
argued that technology was a factor that could not be separated from economic development.
What is new in the latest theories is not the importance given to technology or knowledge in
general but the fact of making knowledge the central point of their studies. Particularly since the
80's, the emphasis on knowledge has increased in a more consistent manner. In these more recent
theories, knowledge plays an important role in such a way that leads the various authors to
converge in the study of knowledge-based economy (Rutten, 2003Cooke, 2002 and 2009;
Kodama, 2009).

Piore and Sabel (1984) tried to make sense of the economic crisis then sweeping the
world. They analyzed what was the cause of the end of the era of mass production. They
highlighted the crucial role played by knowledge and technology and stated that the only way out
of the crisis of the early '80s was specialization. This required a shift in technology paradigm (of
craft production) as well as the creation of new regulatory systems. For these authors, the new
technologies could enable small-lots production (contrary to mass production practiced by then),
allowing organizations to specialize in niche markets and responding to changes in a more
flexible way. However, for organizations to explore the potential benefits of flexible
specialization, they should organize themselves in order to facilitate innovation. That is, they
should adopt new regulatory systems. The regulatory systems developed by these authors look
for business and competitiveness in a microeconomic perspective. Already in 1984, Piore and
Sabel enunciated several principles that are within the current economic development predicting
the great possibilities in the sector of ICT at the workplace being that today most people cannot

develop a work activity without these ICT (Piore and Sabel, 1984). To these authors,
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technological development is a major force that can help in adapting to economic development.
Jacobs (1969) argued that knowledge-based economies have four characteristics that distinguish
the economy of the early '80s: the dissemination of the ICT sector; reduction of the life cycle of
the product and technology; the unmaterialisation and network economies. Gradually, these

characteristics have become more evident and more important (Rutten, 2003).

We finally have a new competition that depends upon the ability of organizations to
design products of higher quality than competitors. Technology alone cannot explain why a firm
can make better products than other competitor firm, and maybe it can only explain the lower
price level. Knowledge and technology together can be the explanation for this differentiation

ability of some organizations over others.

Today practically all organizations can be considered to be knowledge organisations, in
that knowledge is their main resource and source of differentiation (Dawson, 2000). Also
differentiation is one of the keys to competitiveness, but this force must be combined with other
forces such as knowledge, in order to make an appropriate use of technology (Porter, 1990). The
efficiency of knowledge organizations depends on their knowledge capabilities, organizational
skills and behaviors (Dawson, 2000). Undoubtedly, the primary resources of knowledge
organizations are not the traditional ones (financial capital, land, and facilities). The new field of
intellectual capital has been developed in order to understand the nature and value of the
intangible resources which are the basis of the productive capacity of knowledge-based
organizations (Dawson, 2000): Human capital (the skills and capabilities of the people in the
organization); structural capital (organizational infrastructure and processes); and relationship
capital (relationships with clients, suppliers, distributors, partners, alliance members, academics,

regulators and others).

Within organizations where work depends on personal dynamic interactions with others,
knowledge has both an active and a social dimension (Brown and Duiguid, 2000). Knowledge
has a dynamic nature because it is continuously shifting through experience and learning not
only in individuals, but also in organizational knowledge where there are processes in place to
transform tacit knowledge to explicit knowledge (Broadbent, 1998), allowing others in the
organization to use it for decision making. It is an influential power that can be employed to
overcome barriers, influence decision-making, and usually enable and strengthen individuals and
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organizations so that they can carry out goals and complete work effectively (Dawson, 2000;

Stewart, 2001).

This definition of knowledge brings together the task of knowing as well as the artifacts
that mean knowledge, and it stresses the dynamics of routines, processes, and practices, further

reinforcing the idea that knowledge is by its nature a force in motion (Dawson, 2000).

Benefits and importance of this organization in the 21st century

There are many voices advocating the importance and role of KIBS play in the economy and in
the dynamic of regions (Marshall et al. 1987; Hansen, 1993, Miles et al., 1995, Muller and
Zenker, 2001; Czarnitzki and Spielkamp, 2003, Miles, 2003), there are however few studies on
innovative activity in the services sector (Koch and Strotmann, 2008. For Howells (2000) this is
mainly due to service sector to be very heterogeneous in its origin, discouraging in this way
many researchers. Nevertheless, a steady increase in the number of organizations in the services
sector has been noticed. Particularly, the KIBS are the the carrier vehicles of knowledge to the
general public. In this sense, we will address the main benefits of this organization answering to

the following question: Why is this kind of organization important in the 21st century?

At this point we will address the main benefits of this organization through knowledge
transfer from universities to these organizations - KIBS. Basically the importance of this
organization is two-fold (Strambach, 2001): (1) it contributes both to a general economic growth
and the growth of particular industry clusters. Using external service suppliers are able to focus
their limited resources more successfully on their core businesses; and (ii) external services are

used to exploit better knowledge and capabilities as component of the business processes.

In this sense, we can argue that KIBS can have a key role in the design and
implementation of new products and services. They are vital as creators, and facilitators of
technological and managerial innovations (Sirili and Evangelista, 1998; Muller and Doloreux,
2009). In particular, small KIBS have been recognized as holding the position of dynamic and

central occupants of "new" knowledge-based economies. This position is achieved through their
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creative innovations in their own benefit, so they left to be seen as mere adopters or users of new
technologies designed by others. This recognition has stimulated new and growing research into

this sector of services (Wong and He, 2005).

As providers of knowledge intensive services, their presence in a particular location is
often regarded as an important enabler of competitiveness of regional industries. According to
Dall'erba et al. (2007), there is a clear correlation between the rate of employment provided by
KIBS and the level of productivity of the non-KIBS, i.e. all other enterprises in the EU regions
where they are located. Although the debate about the growth of KIBS, unfolds around their new
skills and growth of the tertiary sector in general, it is increasingly clear that both the new
manufacturing processes and new services and innovations have their origin in the KIBS

(KaraAmerlioglu and Carisson, 1999; Tomlinson and Miles, 1999, Frell, 2006).

According to research undertaken by Frell (2006), the importance of KIBS is related to
their nature. The technological KIBS employ people with higher degrees of qualification, and
this is related to their level of innovation. In turn, the professional KIBS, there are the providers
and clients that promote innovation. In the case of manufacturing enterprises, as they have no
interest in investing in R&D, their level of innovation is very low. According to Amara et al.
(2008), KIBS come from knowledge-based services. In this industry, transactions consist of
knowledge, and the outputs are often intangible. The innovations result, in most cases, of new

combinations of knowledge rather than new combinations of physical artefacts.

Coffey (2000) highlights the growing interest by producers of services (High-Order
Producer Services-HOPS) has been recognized for its important role in Western economies since
the late '70s and early '80s. As producers of services, it has been seen its rapid growth in this
specific segment of the economy (Daniels, 1985, Coffey and Shearmur, 1997). According to
Alvesson (1995), the meaning of "knowledge intensive" can be translated as service
organizations that perform complex intellectual operations, where the human factor is
fundamental. KIBS form a category of service activities that are often highly innovative and it

eases innovation in other economic sectors, including manufacturing (Miles et al., 1995).
The analysis of the role of KIBS in innovation processes brings into focus the ways in

which knowledge is produced and used in the economy, as well as the role of KIBS in these
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processes. The production of a particular service is often the result of a joint effort of services,
such as customer service (customer satisfaction is the main objective) (den Hertog, 2000). In this
vein, KIBS act as catalysts that promote the fusion of different knowledge, especially tacit
knowledge, located in the innermost part of organizations and also in the services sector (den

Hertog, 2000, Strambach, 2001).

Note that KIBS may play three roles in supporting organizations in other sectors:
facilitators of innovation, carriers of innovation (as they have a key role in the transfer of
innovation) and sources of innovation (since they begin innovation) (Miles et al. 1995;
Bilderbeek and den Hertog, 1997). That is, innovation is the engine of progress, competitiveness
and global economic development (Romeu, 1994; Johansson et al., 2001). Globalization forces
the organizations to innovate and to keep up with the competition. This globalization helps in the
consequent developments of the KIBS sector. The KIBS need themselves to work globally and
their networks and operations can no longer be confined to domestic level. This enlarges the
need for more consistent and sophisticated communication systems. Global networking will also

ensure that KIBS perform and innovate in ways which are different from those already existing.

Three main knowledge processes which are common across knowledge organisations
(Dawson, 2000): (i) adding value to information; (ii) generating, capturing and sharing
knowledge; and (iii) Applying knowledge. These knowledge processes are important for this
organisations as them develop their capabilities and keep or improve their competitiveness
involving the interplay between human capital and structural capital. How? If knowledge is
successfully detained this means that human capital is transformed to structural capital which
can include both databases of information, as well as processes which facilitate organization to
perform tasks more efficiently and create value for their clients (Giju et al., 2010). However, to

create value knowledge should be applied within a specific business context.

The critical success factors of this organization

The capabilities are an important success critical factor of this kind of organization

(Rockart, 1982; Zander and Kogut, 1995; Le, 2001; Croteau and Li, 2003; Teece, 2003; Kuan,
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2005). Dawson, 2000) identified four fields for developing organization knowledge capabilities:
individual technology (it refers to technology which can increase the effectiveness and
capabilities of knowledge workers); organizational technology (for example, digital technology);
individual skills and behaviors (the effectiveness of knowledge workers; and organizational
skills and behaviors. In Dawson’s perspective, even when the other three fields are well
developed, if an organization’s culture and internal behaviors do not sustain its knowledge

capabilities, these will stay basically unproductive.

Some of these tools are already usually implemented in knowledge organizations, such as
search engines, e-mail filters and rule-based push technology (Dawson, 2000b). Others are only
just beginning to be employed, such as intelligent agent technology. A critical aspect is
facilitating the internalization of information as personal knowledge by people (Dawson, 2000b).
Organizations should drive in increase of these primary knowledge skills into all of their internal
training and advance programs. Strategic capabilities are perhaps the most dynamic of
organizational knowledge capabilities (Markides, 1997; Dawson, 2000) and they must be
developed specifically in order to build a high degree of responsiveness to re-observe continually

the models of organizational strategic thinking.

Such rethinking of the nature of the business and the nature of the organization itself
characterizes paradigm shifts that are the hallmark of business model innovation. Such paradigm
shifts will be attributable for about seventy percent of the previously unforeseen competitive
players that many established organizations will encounter in their future (Hamel and Prahalad,
1994). The role of KIBS in innovation systems, especially as support activities in manufacturing
industries and SME in general has been reported by several authors (Cooke, 2001; Wood, 2005)
and evidences other type of critical success factor. For Wood (2006), the importance of the

growth in KIBS in regional development exists mainly through:

e Acquisition of fundamental knowledge for innovative SME and the public sector in order to
support the knowledge economies;

e The increase in demand for external auditors of SME. This search shows that these
organizations are concerned to be competitive, and it is here that KIBS play a key role

because they play this audit role;
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e The importance that each region gives to its adaptability, the domestic and international
standards and market trends, reflected in the demand for these services through the use of
knowledge service;

e The natural tendency that KIBS have to adapt to new business and technical knowledge,
which are essential to address the new needs facing the region. This often involves working in
all the institutions established in those regions, presenting new opportunities for innovation
and change;

e The way in which KIBS have been developed, fosters the emergence of a new fluidity in the
exchange of knowledge. This happens between the international, national and regional clients
in collaboration with each of these scales. Thus, it increases learning and relationships in an
increasingly globalized world,

e The ratio of exchange of knowledge coupled with regional characteristics, such as the quality
of manpower, skilled and experienced, the actual division of labour between specialized
agencies, including KIBS and other commercial services, flexibility of movement of
competence between these organizations to support the changing needs of enterprises and
regions, reflects itself in the increase of the "birth" of SMEs, as well as the emergence of the
institutional and political structures;

e Depending on where technological innovation occurs, and the adoption of technologies to
knowledge, technological innovation by itself cannot boost regional economic success. That
success depends on a more general non-technological innovation and its capacity of
adaptability, such as the ability of management and marketing methods, which are

increasingly encouraged by KIBS.

Some progress has been made, regarding the acceptance of services, including KIBS, as
contributors to the increase of technology and innovation (den Hertog, 2000; Haukness, 2000,
Muller and Zenker, 2001; Gallouj, 2002). Miles (2001) recognized the KIBS as those which play
a key role as intermediaries in innovation systems. The ratio of organizations with KIBS from
other sectors clearly has a positive influence on these same organizations (Freel, 2006). This
ratio increases the use of R&D, increases the capacity of employees, and promotes cooperative

relationships, thereby increasing the rate of innovation.
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According to Sheamur and Doloreaux (2008) there are two perspectives that show how the
KIBS contribute to innovation and competitiveness: The way in which KIBS interact with other
local players with the objective of innovation and the consequent production of regional
development. So this first perspective suggests that KIBS should participate in developing
regions since synergistic effects occur in these regions. Moreover KIBS can participate in
regional development, but instead of being located in the regions, they may be located elsewhere
in the country, or participating in the distance. These two perspectives require us to propose here

the location decision as last other critical success factor of this organization.

The location of these businesses and their contributions to local economies has been analyzed
by several researchers (O’ hUallach'ain and Reid 1991; Coffey and Shearmur 1997; Gong,
2001).Their location in the urban system, their overall sensitivity to agglomeration economies
(Eberts and Randall, 1998; Poehling, 1999; Wernerheim and Sharpe, 2003) and their tendency to
form clusters in space (Coe, 1998; Keeble and Nachum, 2002) have been documented through
various methodological tools. Most of these studies was motivated by interest in investigating the
dynamics of local economies, regional development and wonder why some regions grow more
and faster than others (Moyart, 2005). According to Malecki et al. (2004), KIBS are located
mainly in cities, because these are the sites par excellence for business innovations, as well as the

networks that lead to innovation.

The Required steps to create this face

According to Ouwersloot and Rietveld (2000), one of the key points of economic
development is technological innovation: the introduction of new production techniques,
products or services. However, the emergence of these new elements is usually preceded by an
intensive R&D process. Thus, according to these researchers, the location of R&D is influenced
by several factors. So, they have identified four external factors that may influence business
location decisions: (i) labour supply; (i1) infrastructure of knowledge; (iii) physical

infrastructure; and (iv) agglomeration effects.

Costa et al. (2004) analyzed the mechanisms that led to the location of new technology-

based organizations in Spain and suggested that the location of the organizations had to do with
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the type of industry and the life cycle of the product, with which the company was working on.
Thus, when the manager finds a place to implement his firm he should consider whether this
environment is more favourable to make its production process. This environment can be more
or less populated, and it can contain a greater or lesser variety of productive activities. However,
through their empirical study, it was concluded that the most populated and developed cities
have lost attractiveness for the setting of businesses, compared to their counterparts, smaller and
more rural. Nevertheless, when observed, the new science-based organizations prefer to locate
themselves and cluster in large cities. Thus, the location of organizations is closer or farther
away from the big cities depending on the company and its activity. KIBS were also analyzed as
vectors of information exchange. Thus, its role has been analyzed in terms of its innovative
performance, as facilitators, carriers and sources of information between organizations. Thus the
regional development and competitiveness is a by-product of the activities of KIBS, since they
are thought to have precisely this role in the regional innovation system (den Hertog 2000;
Muller and Zenker 2001; Wood 2005; Simmie and Strambach, 2006). A consequence to this kind
of approach is precisely that regions may create autonomous growth processes, generating a so-

called competitive advantage (Cooke and Leydesdorff, 2006).

In this sense, we can argue that innovation and regional competitiveness are two

dimension which KIBS have an important role to perform as we can see on following figurel.

Challenges and the future of this organization

In this context, and given the considerations previously made, there are two pertinent
assertions. First, some approaches show how KIBS can be involved in the regional economic
development. Knowledge and entrepreneurial skills are core components to building socially
inclusive and highly participatory economies in an increasingly global and competitive world. In
this sense, knowledge services in stimulating economic growth and achieving is very important
to millennium development goals. The importance of knowledge transfer and cooperation
between these organizations and other organizations and institutions is currently very valued due

to its enormous contribute for regional development. Thus, it becomes important to analyze how
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spillovers of knowledge appear between KIBS and organizations as well as the effect of the

distance between the places where knowledge is produced and where it is effectively applied.

Second, the KIBS may contribute to an improvement and consolidation of the regional
competitiveness, through various mechanisms. The consistency of the creation and
dissemination of regional knowledge can be achieved by adapting the curricula of schools to
their own regional needs (e.g. the characteristics of the labor market). In this sense, this
organisation has a vital role to employ the skilled workers that emerges from the universities.
The knowledge transfer activities that should be developed by different partnerships among
KIBS and others institutions allow inferences about the future positive impact of these
organizations in development and competitiveness of knowledge economies. However, several
factors suggested as promoting greater efficiency and development of the process of knowledge,
in the future: (i) a strong regional innovation policy, science and technology; (ii) the autonomy
in the regional financial capacity; (iii) increase the degree of openness; (iv) develop the dynamic
network between KIBS and others organizations; and (v) the prevalence of the logic of

cooperation on the logic of competition.
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Conclusions

Along this research, the nature and key concepts, benefits and importance, critical success
factors, and challenges and future of KIBS are discussed here with a generalized global
perspective. Through this study the need for these services has been seen and identified at
various levels in the economy. KIBS are an integral part of the knowledge economy and present
a important part of the settings for a society in development change. The chapter contributes to
the understanding of the role of KIBS in the 21st century highlighting the main faces of this type

of organization and it to contribute to extending previous research in the area.

More specifically, the chapter highlights how several critical factors are involved in
development of competitive and innovative regional system. Furthermore, we argue that the
contribution of knowledge organization on regional development is not a simple process, as the
characteristics of the environment and organizations change over time. It is important to
recognise the specific characteristics of KIBS and linking them within a specific context will be
an important step. According to the knowledge spillover theory research institutions are
incapable to entirely exploit all of the new knowledge they create and some researchers suppose
this knowledge is geographically localised. Thus, as revealed some studies, regions with higher
levels of knowledge creation provide more knowledge spillovers, leading to promote
entrepreneurial opportunities. The nature of KIBS is such that it moves strong areas of influence
with regards to performance and expansion of their clients. They have developed rapidly over the
past few decades and will keep on doing so as they are the catalysts for innovation and

competitiveness on which the economies of the future are going to be driven.

Every study has inevitable limitations. In a general way, we can present as main
limitation the conceptual nature of the study which missing empirical evidences. And in this
sense, it does not enable us to measure any effect of the role of KIBS in innovation,
entrepreneurship and regional development. Although these limitations are important and must
be taken into account, nevertheless we are convinced that this study should contribute to a better
understanding of this theme. Furthermore, it can be seen as a further step to provide to the

academics and policy-makers a conceptual study to support the existing knowledge and
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generation of new learning regarding to new faces of KIBS and their influence on regional

economies.

As future research, we introduce the following ones: What types of competences are needed
within different organizations at the different stages of innovation processes? Can KIBS be a
designer of innovation? If innovativeness needs a core supportive culture and innovation
environment, how could KIBS facilitate the development of the encouraging culture and

environment in organizations?
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