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1. INTRODUCTION

The firms are trying to close the capability gaps and (re)generate the business system locally,
but there are differences (heterogeneity) among firms in this ability. This paper analyze how
international firms (re) generate own business model for closing the ordinary capability gap
caused by foreign expansion. There are many difficulties in (re)building own business model
across borders, which hinder the adequate working of the ordinary (operational, substantive)
capabilities that the company intends to perform globally. This paper refers to the breakdowns
/malfunctions of ordinary capabilities (here after OC) as the capability gaps.

Based on existing analysis, we classify two types of the capability gaps, replication
(standardization) problem and adaptation problem. The first capability gap (replication
problem) implies that we cannot do things rightly. While we try to transfer the best practices
into foreign countries, we face the knowledge transfer problem. The second capability gap
(adaptation problem) implies that we cannot do right things in foreign context. We must search
out the best answer. This paper analyze how international firms rebuild own business model by
solving the second capability gap as the adaptation problems. In doing so, we adopt IMP’s
ARA dimensions and a dynamic capabilities view of the firms (hereafter DC).

This research aims to clarify the dynamic transfer process of the retail business model
focusing on the working of the three DC’s sub-capabilities. We conduct a qualitative case
study by collecting and analyzing longitudinal data about a Japanese international retailer
called Ito-Yokado. As a contribution of this paper, we have found several combined effects of
DC’s sub-capabilities on the evolutionary process of retail business models within local
business ecosystem.

2. PRIOR RESEARCHES

Entering the field without any prior knowledge about the phenomenon under investigation is
hardly realistic. We used our prior knowledge to see the relevant data and to fragment
collected data into significant categories. Empirical unit of analysis in this paper is the business
model. The business model, in general, represents the firm’s strategizing logic for value



creation and appropriation (Zott and Amit 2010). Although the definition of the business
model is varied, for empirical research, a business model is seen as an empirical phenomenon
of real firms. We define business models as simplified representations of the value proposition,
value creation and delivery, and value capture elements and the interactions between these
elements (Massa et al. 2017).

In IMP tradition, business models have three dimensions; activity links, resource ties, and
actor bonds (ARA). Therefor, when international firms go globally and try to rebuild own
business model within local business ecosystem, they must solve the three adaptation gaps
according to ARA dimensions.

In our view, traditional DC views often adopt static analysis and lack the dynamic view of
capability lifecycle process. We analyze empirically the searching process for closing three
capability gaps in business model (re) generation based on “dynamic” analysis of DC view.

According to Teece (2018), business model generation and DC must be combined
analytically. Using Teece’s (2007) influential framework to organize and illustrate our
arguments, we distinguish between ordinary capabilities (OC) and dynamic capabilities (DC).
OC is a company's best practices (the ability to "do the thing rightly") and to enhance technical
fitness. In other words, OC is the ordinary ability to efficiently carry out the normal functions
that a company must perform, and can be acquired and enhanced by day-to-day practice.

On the other hand, DC is the ability to "do the right thing", sensing the business opportunities
and threats created by environmental changes, making the necessary investments to seize them,
and reconfiguring the existing resources and routines and transforming the existing business
model. According to Teece’s framework, DC is divided into the following three sub-
capabilities.

1) Sensing capability: the ability to recognize opportunities and threats associated with
business environmental changes. Teece usually describes sensing (and shaping) capabilities as
explicit, deliberative learning and elaborative formal reasoning and analysis. We call this sub-
capability as entrepreneurial capabilities for business model.

2) Seizing capability: the ability to mobilize available resources and knowledge to solve
above strategic issues and to create value from doing so. We call this sub-capability as
architectural capabilities for business model.

3) Transforming/Reconfiguring capability: the ability to systematically reconfigure the
resources and knowledge the focal firm and its stakeholders hold and continuously transform
existing business model for better value capture. We call this sub-capability as governance
capabilities for business model.

In our view, traditional DC concepts often adopt static analysis and lack the evolutionary
view of capability. We analyze empirically the searching process for closing three capability
gaps in business model (re) generation based on “dynamic process” analysis of DC.

Our research questions are as follows.

RQ 1: How DC works in order to close the three adaptation gaps in business model (re)
generation within local ecosystem?

RQ 2: What kinds of adaptation problems firms must solve longitudinally during (ordinary)
capability lifecycle?

3. RESEARCH METHOD

We selected as the research setting a Japanese international retailer (Ito-Yokado Co.)
embedded in foreign context in China. Ito-Yokado is a kind of extreme case and paradigmatic
case (Flyvbjerg 2006). The extreme cases sampling provides information on unusual cases,
which can be especially good in a more closely defined sense. The extreme cases often reveal
more information because they activate more basic mechanisms in the situation studied. In



addition, the paradigmatic case is useful when we try to demonstrate the value of new theory
by using concrete examples.

We think the research method adequate for dynamic process-based phenomena might be
longitudinal qualitative research. We adopted a general methodology of analysis linked
with data collection to develop inductive theory (Suddaby 2006). We define theory
as a set of interrelated constructs (concepts), definitions, and propositions that
present a systematic view of phenomena. When the objective is to achieve the greatest
possible amount of information on a given problem or phenomenon, a random sample may not
be the appropriate strategy. As a result, we relied on purposeful sampling followed by
theoretical sampling.

4. CASE DESCRIPTION

We set several conceptual categories tentatively for organizing interview data
and archival material of the case firm. (See figure 1)

Figure 1: Conceptual categories for dynamic process analysis of the adaptation problem
solving based on the three ARA dimensions and three sub-capabilities of DC
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The business model transfer process of Ito-Yokado could be organized based on
DC view as follows.

1) Local and on-line search for closing capability gaps (1997~about 2009): Logical
incrementalism

The retail business model that Ito-Yokado has proud in Japan is generally called the General
Merchandise Store (GMS) and invented its famous ordinary capabilities, such as single item
management based on POS system, hypothesis & verification cycle in procurement
(prevention of the loss of sales opportunity and excessive stock), and collaborative team
merchandising through close relationships with suppliers. These ordinary capabilities pushed
Ito-Yokado into one of the leading retailers in Japan.

In 1997, Ito-Yokado, based on the request of the Chines government, selected two cities
(Chengdu and Beijing) as the first time foreign market entry. Ito-Yokado thought that they



could contribute to the distribution modernization by spreading cutting-edge OC of retail
business to China. However, when transferring the retail business model, the firm inevitably
faced various capability gaps at the operational level (Teece 2017).

After entering local markets in China, the firm found out the following negative gaps in OC.

1) The name 'Tto-Y okado' as corporate and store brand was helpless.

2) The single item management procedure based on the POS system could not be
implemented because of technological limits and lack of adequate human resources in China.

3) It was impossible to arrange product assortments in line with local customer needs.

4) No employee understood the true meanings of customer-oriented operations.

The reputation of Ito-Yokado accumulated in Japan was not useful at all, and few suppliers
responded to the supply of goods. In order to solve the adaptation problems caused by these
capability gaps, the executives of Ito-Yokado relied on only the entrepreneurial capabilities as
DC’s sensing. In doing so, they had nothing but to find the right answer through trial and error.
At that time, what was the right business architecture was ambiguous, and the firm could not
use the governance capability based on the relational assets (social capital, trust).

In the face of the current state of big deficit, they were forced to adopt the fire-fighting and/or
logical incrementalism.

One of the executive managers we interviewed recalled back and said as following:

"The performance was very bad, at first we transplanted the way of Ito-Yokado in Japan as it
is to the Chinese market. We did not adapt to the Chinese way of doing. Sales volume was
sluggish. When we made a store at that time, we were not considering the special conditions of

China. We just imitated things in Japan.” (From an executive manager at Sales Headquarters,
Chinese)

For working the entrepreneurial capabilities, several institutional architectures set up. In 1998,
they set up a system to listen directly to customer's requests and held the first "customer
roundtable", collected about 20 to 30 customers. They collected customers' voices every day
from the department, shared at the weekly meeting of the collected information, and reflected
in the correction of the assortment. Ito-Yokado recognized not only the negative aspects of OC,
but also the positive aspects. Local customers and suppliers highly appreciated Ito-Yokado’s
following points of OC unexpectedly.

1) Adoption of open display system

2) Clean store environment, in particular the cleanliness of the toilet and the floor, the free
preparation of toilet paper

3) Hospitality and responsiveness in Japanese style

4) Quality guarantee system of sold products and proximity placement of related products

5) Strict adherence to payment due dates for suppliers

6) Adopting in-store shop method, giving up the adoption of direct buying method

By working the entrepreneurial capabilities to eliminate several adaptation problems, a
hybrid architecture of GMS and department store appeared as the "unintended outcomes".
Compared with GMS that was adopted in Japan, the business architecture in China became to
strengthen department store-like elements. It was not the result of intended working of
architectural capabilities. In addition, market-based governance mechanisms were adopted,
which were the result of a compromise with local trading practices.

2) Local and off-line search for closing capability gaps (about 2010~2013)

The revision of business strategy started from the question of the basic assumptions for value
proposition. In 2008, the part of top management had suspicion that the business strategy of
mass marketing (providing cheaper and better products) may not be sufficiently functional and



competitive in the future market of China. According to the fiscal data, the annual average
sales growth rate of Ito-Yokado in Chengdu declined to 24% in 2010, compared to 33% annual
average sales growth rate at the peak. This rapid growth decline awaked management's sense
of crisis and in 2010 a new value proposition called "high quality GMS (high quality everyday
life) was discussed within the company. After all, in 2010, the value proposition "high quality
GMS" was devised to clarify the meaning of differentiation in Ito-Yokado in Chengdu. Even
though the value proposition of high quality GMS is an extension of differentiated marketing,
the business definition was more concrete and sophisticated.

However, strategic change in Chengdu that decided to change into differentiated strategy did
not proceed smoothly. This change was initially not accepted by employees/suppliers or by
customers that adhered to current value propositions. Challenging new things obviously
involves risk. Even with new initiatives that respond to changes in customer needs, sales may
not necessarily be raised immediately, but in some cases it will take time to emerge.

Although we changed our business strategy to differentiation from 2007 to 2008, we declared
the concept of high quality GMS in 2010 instead of changing the operational method, because
we were behind the change of the market. So, we changed the business idea. By raising the
concept of high quality, we made major changes from product assortments to sales method."”
(From a senior manager of Sales Headquarters, Chinese)

In order to change quickly to high quality GMS, in 2010 they set up a CIY vocational
education school and began working on a systematic training for human resource. At the CIY
vocational education school, systematic training is provided separately as common education
curriculum and functional skill education, mainly for executives and executive candidates.

"After all, the key success factor is what kind of education is going to be done all
organizational levels. We are focusing on human resource development. I invest most in it. 1
use about 2 to 3% of sales for education. Overseas training also adopted. Experience is
important for studying. If you experience good things, you will find a good image. Coaching
education is also doing. While asking various questions, let them think. This is also introduced
in 2013. It is not seniority but how they think by themself. While incorporating various
methods, I am always thinking how everybody can move on their own initiative. It is important
how we can make such an atmosphere. The learning atmosphere does not collapse once it can
be created. I am putting great efforts in such things". (From former COE, Japanese)

The performance trend as a feedback signal from the business environment was often
ambiguous as a clue to judge the necessity of reviewing the business strategy. In Chengdu they
switched to a differentiated strategy, but in Beijing the business strategy of mass marketing
continued. Looking back at the result as of 2018, Beijing's business has been shrunk and
Chengdu's business is steadily growing. Today, Chengdu has successfully established seven
stores, but in Beijing it has decided to shrink the business to one store. Though strategic
change in Chengdu was clearly successful, this judgment is a kind of retrospective sense
making.

3) Distant and off-line search for closing capability gaps (2014~current)

From around 2014, the awareness that the business environment has entered a new era has
been born. The information on product categories and departments that consumers can access
rapidly increase by Internet environment. Customers' requests for products and store
departments are further enhanced in China. In addition, Chinese consumers began pursuing
spiritual satisfaction rather than material satisfaction as same as Japan. In the face of the rapid



growth of Internet business featuring infinite product assortments and the qualitative change in
customer needs pursuing the richer mind, Ito-Yokado try to seek the strategic renewal for new
differentiated strategy and value proposition.

"Now, no consumers are somewhat insufficient materially. They are pursuing a richer
lifestyle than ownership of goods. Lifestyle is a comprehensive thing. By buying just one
product category, a comprehensive thing could not be actualized. We need to systematically
respond to this problem. In order to maximize the efficiency and effectiveness of
comprehensive coping, we must eliminate the organizational barriers among divisions and
initiate the organizational change program. " (From vice president, Chinese)

"Lifestyle proposition" is not simply to sell each single item, but to show interesting life
scenes, and propose new lifestyles to customers. In order to provide an "enjoyable experience",
Ito-Yokado focused on making experience-oriented store format. All stores have focused on
proposing new lifestyle to customers, and edited the sales floor by theme according to
consumer's life scene. At the same time, in order to respond to the consumer needs of shopping
on the Internet, they began full-scale efforts to cross-border EC business, aiming to converge
real and net (so-called Omni-channel strategy).

In order to respond to this task, Ito-Yokado decided to expand the search scope more and
carried out extensive organizational reforms. They increased the frequency of overseas visits to
concretely imagine the near future lifestyle that Chinese customers want. In addition, they
conducted a total organizational change to facilitate information sharing between headquarters
and stores and among product divisions in order to jointly create new retail format.

These systematic transformations involve increasing the weight of overseas surveys as distant
search. The relative importance of distant search by overseas visits can be regarded as trying to
achieve a higher level of entrepreneurial capabilities. In addition, although usual Chinese
executives rarely go to the store, Ito-Yokado executives welcome customers every morning
and they will see off customers every evening. By looking at the shop front, they check
whether the management philosophy or strategic policy that they normally emphasize is
practiced on site. The biggest advantage of Ito-Yokado is that its management philosophy and
strategic plan will penetrate employees and employees will execute with high capabilities (Qin
2018).

“Whether top management has a clear long-term vision and they can actualize the
consistence of saying and acting is extremely important in order to motivate employees.
Although most companies have good strategies, they cannot do it. One of the reasons is the
inconsistency of the top management. The top executives of many firms look at the cost when
implementing the strategy, they give up it."(From a sales manager of local supplier, Chinese)

The feature of the third phase of capability closing is that the search depth is further deepened
and at the same time the search scope has been expanded further abroad.

5. DISCUSSION

In this preliminary research, we have found the different combinations of three sub-
capabilities influencing the successful transfer of retail business model across borders. In first
phase, entrepreneurial capabilities for value proposition were playing the leading role, when
finding out the right activity links for focal firm and relevant stakeholders. In addition, when
stabilizing the business model successfully, it was important that all stakeholders be motivated
to accept the value appropriation mechanism and carry out the assigned activity links. The task



of building resource ties from the beginning was extremely difficult, and it was not possible to
demonstrate the architectural capabilities as intended. In this stage, because the activation level
of architectural capabilities was low, the hybrid business model appeared unintentionally.

In second phase, the firm tried to shift from the value definition of mass marketing (providing
cheaper and better products) to the value proposition of differentiated marketing (so-called
high quality GMS). In this stage, the entrepreneurial capabilities still remained high activation
level. The high performance achieved by the company proved the legitimacy of the
entrepreneurial capability and gave them a greater bargaining power.

The increased bargaining power raised the level of governance capabilities and helped
strengthen the actor bonds. At the same time, the business architecture for resource
mobilization was reviewed from the scratch, and various organizational processes supporting
resource ties were devised. The architectural capabilities were activated, and the shape of the
landscape that the firm has to climb gradually emerged. However, the company was not able to
draw the correct landscape image with confidence.

In third phase, the poor performance of the old business in Beijing proved the legitimacy of
the new landscape to the firm and stakeholders and created the new value of "Lifestyle
Proposition" by further refining the value concept of high quality GMS. The meaning of this
change in value proposition was to provide more experiential value in the way added to the
shopping convenience. The convenience provided by the retail format is often called utilitarian
value, and experience is equivalent to hedonic value concept. The new "Lifestyle Proposition"
set up a difficult task of finding out how to create the right balance of convenience and
experience in the retail business. This requires companies to actualize more sophisticated
architectural capabilities.

Various combinations of three sub-capabilities emerged in the transferring process of retail
business models. Due to the single case analysis we cannot do some generalization on this
combination pattern. The only thing that can be pointed out from this study is that the content
of the combination of sub-capabilities continuously change over time. In this research, we
described the change of combination patterns arbitrarily divided into three phases, but
speaking exactly, it is impossible to separate time-dependent events. What we can point out at
this moment is that DC would promote the growth of business knowledge by capability
combinations based on searching strategy. It is asked what kind of priority is given to the
combination of three sub-capabilities to lead to rapid knowledge growth.

Figure 2: Spiral pattern of the growth of knowledge through capability combination
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6. CONCLUSION

Early in the market entry phase, the company tried to close the capability gaps that occurred
in the OC mainly by improvisational try and error (so-called logical incrementalism). As the
performance gradually stabilized, the company and stakeholders believed in the effectiveness
of emergent business model and tried to systematically improve the level of OC in more
planned manner. At this time, the levels of entrepreneurial capabilities for sensing and
governance capabilities for incentive compatibility were very important.

In around 2008, Ito-Yokado, that sensed the signal of the modulation of market demand,
attempted to review the basis of value proposition. The value proposition so far was based on
mass marketing (providing good quality product for affordable prices) as same as Japanese
business, but as the income level of Chinese customers rises and a lot of competitors entered, it
became questionable to continue this business model.

At that time, interestingly the evolutionary path of the capability combinations showed a
bifurcation, because the working level of three sub-capabilities was different between Beijing
and Chengdu. Ito-Yokado in Chengdu changed its value proposition to differentiated
marketing, but in Beijing continued mass marketing. In the face of almost the same business
environment, the working level of DC was different in two cities.

At this time, it was attempted to improve/nurture the architectural capabilities to support the
level of entrepreneurial capabilities at Ito-Yokado. However, the effect on the level of
entrepreneurial capabilities was not deterministic. Entrepreneurial capabilities are often
myopic in nature, so it is difficult to adopt a choice that sharply breaks the stable current OC
(Levinthal and March 1993). Due to Beijing's poor performance, the business strategy of Ito-
Yokado in China has been unified, but the delays in responding to the business environment in
Beijing were fatal, and now have managed only one store.

In recent years, the wave of digitization has come to the retail sector as well. Alibaba.com is
emerging as a huge online retailer in China. Ito-Yokado strongly recognizes the need to spiral
the growth of knowledge to a higher level through the capability combinations in order to cope
with this radical distribution change. It seems that the priority from which to review the sub-
capability has a major impact on the subsequent knowledge growth.



REFERENCES

Chengdu Bureau of Statistics (2002), Chengdu Statistical Yearbook 2002, China, Statistics
Press, Beijing.

Collis, David (1996), Organizational Capabilities as a Source of Profit, in B.Moingeon and A.
Edmondson (eds.), Organizational Learning and Competitive Advantage, Sage, pp.139-
163.

Flyvbjerg, B. (2006), Five Misunderstandings about case-study research, Qualitative Inquiry,
Vol. 12, No. 2, pp. 219-245.

Garud, Raghu, Hardy, Cynthia and Maguire, Steve (2007), Institutional Entrepreneurship as
Embedded Agency: An introduction to the Special Issue, Organization Studies, Vol.28 (7),
pp-957-969.

Harper, D, A, (1996), Entrepreneurship and the Market Process: an Enquiry into the Growth
of Knowledge, Routledge.

Kuwada, Kotaro (1998), Strategic Learning: The Continuous Side of Discontinuous Strategic
Change, Organization Science, Vol. 9, No. 6, pp. 719-736.

Levinthal, Daniel A. and March, James G. (1993), The Myopia of Learning, Strategic
Management Journal, Vol. 14, pp. 95-112.

March, James G. (1991), Exploration and exploitation in organizational learning,
Organization Science, Vol.2 No.1, pp.71-87.

Massa, Lorenzo, Tucci, Christopher L. and Afuah, Allan (2017), A Critical Assessment of
Business Model Research, Academy of Management Annals, Vol. 11, No.1, pp.73—-104.
Qin, Xiaohong (2018), A study on developing process of international general merchandise
retailers in local markets: Focusing on the case of Chengdu Ito-Yokado, Doctoral

Dissertation at Meiji University.

Rosenkopf, Lori and Nerkar, Atul (2001), Beyond Local Search: Boundary-Spanning,
Exploration, and Impact in the Optical Disk Industry, Strategic Management Journal,
Vol.22, pp.287-306.

Sandberg, J. and Tsoukas, H. (2011), Grasping the logic of practice: Theorizing through
practical rationality, Academy of Management Review, Vol.36 No.2, pp.338-360.

Suddaby, Roy (2006), What Grounded Theory Is Not, The Academy of Management Journal,
Vol. 49, No. 4, pp. 633-642.

Sorescu, A., Frambach, R.T., Singh, J., Rangaswamy, A. and Bridges, C. (2011), Innovations
in retail business models, Journal of Retailing, Vol.87, pp.3-16.

Teece, David J. (2007), Explicating dynamic capabilities: The nature and microfoundations
of (sustainable) enterprise performance, Strategic Management Journal, Vol.28, pp.1319—
1350.

Teece, David J. (2017), Towards a capability theory of (innovating) firms: implications for
management and policy, Cambridge Journal of Economics, Vol.41, pp. 693—720.

Teece, David J. (2018), Business models and dynamic capabilities, Long Range Planning,
Vol.51, pp.40-49.

Winter, S. (2003), Understanding dynamic capabilities, Strategic Management Journal,
Vol.24, pp.991-995.

Zollo, M. and Winter, S.G. (2002) Deliberate learning and the evolution of dynamic
capabilities. Organization Science, Vol.13, pp.339-351.

Zott, C. and Amit, R. (2010), Business model design: An activity system perspective, Long
Range Planning, Vol.43, pp.216-226.



